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Law Commission Consultation on Fiduciary Duties of Investment Intermediaries 

 

Response from ShareAction 
 

Executive summary 

 

The current law 

We broadly agree that Chapter 10 represents a correct statement of the current law, although we 

have some queries on points of detail and on the Commission’s characterisation of how these 

principles might apply in practice.  

 

 We welcome the Commission’s clarification that fiduciary investors may consider ESG 

issues (on the basis of their impact on companies’ financial performance) and 

macroeconomic or systemic issues (on the basis of their impact on the portfolio as a whole), 

and indeed that investors should consider their policy on such issues. However, in places 

the consultation paper appears to mischaracterise what this means for pension funds in 

practice – for example, when it suggests that ESG integration is incompatible with passive 

investment strategies. 

 We also welcome the Commission’s confirmation that fiduciary investors are not solely 

restricted to the consideration of beneficiaries’ financial interests, but may have regard to 

their non-financial interests (such as quality of life) and to their ethical views, provided that 

this does not result in significant financial detriment to the fund, thus compromising the 

purpose of the trust. However, we disagree with the Commission’s conclusion that it will be 

“rare” for this to be appropriate in practice. For example, both legal theory and practical 

experience suggests that it is eminently possible for trustees to identify widely held ethical 

concerns amongst their beneficiaries, and to translate these into prudent ethical investment 

policies which do not compromise financial returns. 

 We are concerned by the Commission’s approach to stewardship. We do not agree that 

stewardship is only cost-effective for the largest funds: whilst this may be true of direct 

engagement with companies, smaller funds can instead seek to appoint fund managers with 

strong stewardship capabilities, set general policies to inform these decisions, and monitor 

their fund managers’ stewardship activity alongside more conventional performance 

criteria. In addition, suggesting that small funds are legally obliged to ‘free-ride’ on the 

stewardship efforts of larger funds directly undermines the UK Stewardship Code, and by 

extension the foundations of the UK corporate governance regime. 

 

In our view it would be helpful for the Commission to provide a more holistic statement of the 

current law which brings together the various issues discussed in Chapter 10. Not doing this could 

inadvertently promote a ‘silo’ mentality which does not map on to the realities of investment 

decision-making, perpetuating a risk-averse culture which fails to see the wood for the trees. This 

would be contrary to the present review’s purpose of clarifying that the law gives trustees the 

flexibility to exercise their discretion having regard to a range of relevant factors. 
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The law as interpreted in practice 

We refer to the review’s terms of reference, which ask whether there are problems with fiduciary 

duties “as established in law or as applied in practice”. Whilst we agree that fiduciary duties as 

established in law are not fundamentally problematic, in our experience there is a disconnect 

between the view of the law set out by the Commission and the way the law is applied in practice. 

We disagree with the Commission’s conclusion that this problem is not real or significant.  

 

Firstly, in our experience UK pension funds overwhelmingly believe that the law prohibits them 

from considering non-financial factors at all. Secondly, the concern to avoid being seen to make 

decisions on the basis of non-financial factors leads many funds to take a narrow view of the duty 

to protect beneficiaries’ financial best interests: it is assumed that adherence to the duties of loyalty 

and prudence can best be demonstrated by frequent monitoring of financial performance and rigid 

adherence to received wisdom and the advice of consultants. This exacerbates the tendency to focus 

on short-term returns and avoid activities which may improve long-term returns but lack a 

demonstrable and immediate financial benefit (such as stewardship activity or ESG integration).  

 

In our view (and that of Professor Kay), it is clear that this dynamic is not conducive to investment 

strategies which serve beneficiaries’ best interests. We are not primarily concerned with questions 

of liability and do not disagree with any of the Commission’s conclusions about situations in which 

trustees might be held liable. Neither do we disagree that short-termism has many other causes 

which are unrelated to fiduciary duties. However, we are concerned that fiduciary duties are widely 

held to justify, or even require, investment strategies which actively undermine beneficiaries’ long-

term interests. There is an urgent need to clarify the law to ensure that trustees are authorised to 

behave in a more enlightened way.  

 

The law as it should be 

We have proposed statutory clarification on a permissive (as opposed to a prescriptive) basis, 

confirming that trustees may have regard to a wide range of factors provided that they remain 

focussed on their beneficiaries and do not prejudice beneficiaries’ financial interests. In our view 

this is necessary to overcome the ‘reckless caution’ of the legal advice trustees tend to receive when 

the law is uncertain or ambiguous. Stating the Law Commission’s view of the legal position will be 

helpful but not sufficient. 

 

We understand the Commission’s concern to avoid undermining the flexibility inherent in the law 

of equity. However, in our view the present situation offers neither flexibility nor certainty. The 

perception that the law is ambiguous results in cautious legal advice and a belief that it is ‘safer’ to 

adhere rigidly to received wisdom. Permissive clarification along the lines we propose would 

enhance, not restrict, trustees’ flexibility to exercise their discretion in judging what will serve their 

beneficiaries’ interests. In addition, our approach could easily be adapted to focus solely on 

clarifying the duties of pension fund trustees if the Commission remains reluctant to enter the 

business of defining who is a fiduciary. 

 

There are three specific areas in which we think the law needs to be changed rather than simply 

clarified: 

 We do not agree with the Commission’s implicit conclusion that the ‘duty to gazump’ is 

appropriate for major market participants, or that there is no role for the law in 

surmounting collective action problems. In our view, fiduciary investors should be 

authorised to adopt standards of conduct which they believe would serve their beneficiaries’ 

interests if generally adopted, even if other market participants are not doing the same. 

 If the Commission’s view of the law regarding stewardship is accurate, then there is clearly 
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a need for the law to be changed, since this view fundamentally undermines the UK 

corporate governance regime and the interests of beneficiaries taken as a whole. 

 The ‘Londonderry Rule’, which states that fiduciaries do not have to give an account of their 

decisions to beneficiaries, is not appropriate in a pension fund context where savers have 

paid for their benefits. This should be made explicit. 

 

In addition, we would like to see a shift of emphasis in the Commission’s framing of the law. The 

consultation paper plays down the duty to take all relevant factors into account while placing great 

emphasis on the duty to act in line with the purposes of the trust. Given that it is not always 

possible to reliably measure the impact of individual ‘non-financial’ factors on financial returns, 

this risks perpetuating the belief that on balance it is safer not to have regard to these less tangible 

factors. We understand the Commission’s concern to avoid diluting trustees’ focus on securing a 

pension for their beneficiaries. However, the prevailing fixation on short-term financial returns has 

singularly failed to achieve this objective, and indeed has actively undermined it. The dangers of an 

overly restrictive approach to fiduciary duties are clearly at least as significant as those of an overly 

liberal approach. 

 

We also think that the meaning of ‘the purpose of the trust’ in a pensions context could usefully be 

clarified. A pension pot is a means to an end, not an end in itself: the ‘underlying purpose’ of a 

pension fund is to provide beneficiaries with a retirement income capable of underpinning a decent 

standard of living. This is not identical with the maximisation of portfolio returns. Arguably, 

pension funds, like charities, should not be obliged to invest in ways which directly undermine the 

underlying purpose of their trust. 

 

Fiduciary duties of contract-based providers 

We agree with the Commission that the duties on contract-based providers should be clarified and 

strengthened. Although we agree that the absence of ongoing monitoring of investments is the crux 

of the problem, we are not wholly convinced that a specific regulatory requirement to review fund 

suitability on a regular basis will be sufficient to address this problem. Nor are we convinced of the 

merits of purely advisory ‘Independent Governance Committees’. In our view, any new governance 

bodies should have not only a duty to act in members’ best interests, but also the power to make 

decisions about the scheme. If this is not deemed feasible, there is a strong case for preferring (or 

even requiring) trust-based schemes over contract-based, as under the Australian system. 

 

Fiduciary duties along the investment chain 

The consultation paper notes that the current legal position is not that which Professor Kay 

advocated. In our view this entails some public policy problems and further steps are needed to 

address them. For example, FCA rules should protect small ‘unsophisticated’ pension funds from 

contractual limitations on fiduciary duties in the same way that retail clients are currently 

protected. They should also impose high standards as regards the avoidance and management of 

conflicts of interest, which should be actively enforced.  

 

Whilst we agree that the courts may not be the best vehicle for regulating market conduct, we do 

think that fiduciary standards of care provide a useful backstop to detailed regulatory box-ticking. 

We continue to believe that there would be value in clarifying and strengthening the duties of 

investment intermediaries towards their clients, ideally through legislation. We do not suggest a 

wholesale codification or reform of the general law of fiduciary duties. 

 

We agree that the regulation of investment consultants should be reviewed, given their significant 

influence on pension funds’ investment strategies and the potential for conflicts of interest to arise.  
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Question 1 Do consultees agree that Chapter 10 represents a correct statement of the 

current law? (14.6)  

 
We broadly agree with the Commission’s characterisation of the current law in Chapter 10, namely 

that 

(a) trustees may consider environmental, social and governance (ESG) issues in light of their 

impact on company performance, as well as macroeconomic and systemic issues which may 

affect the performance of their portfolio as a whole, as part of their duty to protect 

beneficiaries’ financial interests; indeed, trustees should consider in general terms their 

approach to these matters; and 

(b) trustees are not restricted solely to the consideration of beneficiaries’ financial interests, but 

may also consider non-financial interests such as beneficiaries’ future quality of life or 

ethical views, insofar as this does not compromise the trust’s primary purpose of securing 

financial returns. 

 

However, we would query some details of the Commission’s position. Here as elsewhere in this 

paper, our focus is not only on the legal principles at issue, but also on what these principles mean 

in practice, and how the guidance provided by the Commission in this regard is likely to be 

interpreted by market participants. Below we consider each of the five categories discussed in 

Chapter 10 in turn, as well as the Commission’s approach to stewardship. We then make some 

more general comments. 

 

Environmental, social and governance (ESG) factors 

We welcome the Commission’s clarification that fiduciary investors may, and arguably should, 

consider ESG factors when making decisions, given the body of evidence on their financial impact.  

 

We have some comments on the Commission’s characterisation of what this means in practice. The 

consultation paper tends to treat ESG as a ‘style’ of investing, rather than as a set of investment 

criteria which can be applied to any style of investing. For example, paragraph 10.46 refers to 

positive screening, negative screening and ‘best in class’ as the key methods of ESG integration. 

This does not capture the type of ESG integration practised by an increasing number of 

mainstream investors, whereby ESG criteria are routinely factored into investment analysis and 

corporate governance activity, but without the application of specific ESG ‘screens’. In addition, 

this characterisation focuses almost exclusively on stock selection, and does not mention 

shareholder engagement on ESG issues with the aim of adding value at company level. This leads 

to the assumption that only actively managed funds can take an ESG approach (for example at 

paragraph 10.64, where the paper says that investors seeking to reduce costs “may decide… simply 

to track an index”). In addition to shareholder engagement, passive investors can use ESG-tilted 

indices to reduce their exposure to ESG risks: it is therefore a false dichotomy to contrast ESG 

investing with passive investing. 

 

As a result, the consultation paper gives the impression that trustees face a one-off choice whether 

to ‘take an ESG approach’, and that ‘choosing’ this style of investing is likely to be inappropriate for 

many funds, particularly those seeking to reduce costs. This does not quite match the reality of how 

such issues arise in fund decision-making. Whilst it is true that “considering a wide range of factors 

costs money” (paragraph 10.64), the choice for most pension funds will not be simply to ‘consider 

ESG factors’ or ‘not consider ESG factors’ and then seek out products accordingly (although if 

trustees do undertake an exercise of articulating their ‘investment beliefs’, as is now considered 

best practice, they should certainly consider their investment beliefs regarding ESG). Rather, ESG 

capability should be one of the range of criteria on which potential fund managers are judged 
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during manager selection, alongside other criteria such as cost.  

 

Even small funds which do not feel able to ‘pay’ for ESG integration may find that one manager 

offers more robust ESG integration than another for the same cost, and may make this a deciding 

factor between the two. Larger funds or those with strong investment beliefs regarding ESG may 

decide that this is something they are willing to pay for, and will weight these criteria accordingly 

during manager selection processes. In either case, this process can apply regardless of whether the 

mandates in question are actively or passively managed. An obvious example is the National 

Employment Savings Trust (NEST), whose investment strategy is designed to keep costs low and is 

largely passive, but which has strong investment beliefs regarding the importance of ESG factors, 

implemented through manager selection and through the appointment of engagement overlay 

providers. 

 

Given the Commission’s hope that it can “remove th[e] misconception” that ESG integration is 

incompatible with fiduciary duty (paragraph 10.59), we think it is important that the Commission’s 

final report is as clear as possible about what ESG investing means for pension schemes and when 

consideration of ESG factors may be necessary or appropriate. 

 

Macroeconomic factors 

We welcome the Commission’s clarification that macroeconomic and systemic factors can be 

considered by fiduciary investors, and indeed that trustees should consider whether to take account 

of such factors (although in the latter case, similar considerations apply to those discussed above in 

relation to ESG issues). We particularly welcome the confirmation given in the summary paper that 

“it is permissible to accept a lesser return in some areas where this is justified by the benefits to the 

portfolio as a whole” (page 21). Although we note that this precise wording is not repeated in the 

full consultation paper, we believe that it is an important and helpful clarification about the role of 

‘universal owner’ thinking for fiduciary investors, and hope that it will be reiterated in the 

Commission’s final report.  

 

We would also note that this view of the law is not, in our experience, the view taken by most 

pension funds – including many large and well-resourced institutions. This is a particularly clear 

example of where the legal position in theory does not appear to correspond to the application of 

fiduciary duties in practice. Indeed, consideration by institutional investors of macroeconomic and 

systemic issues lags far behind the integration of company-level ESG data, on which the 

Commission draws similar conclusions. In our view, this strengthens the case for explicit legislative 

clarification (see our responses to questions 3, 5 and 12). 

 

Quality of life factors 

We also welcome the Commission’s clarification that fiduciary investors may take into account 

their beneficiaries’ broader interests, including impacts on their quality of life now or in the future, 

provided that this does not compromise their primary objective of securing financial returns. We 

also agree with the Commission’s characterisation of the ‘tie-break’ in this context, drawing on 

Harries v. Church Commissioners, as a matter for trustees’ judgement rather than a precise 

mathematical calculation. (Having said this, our comments below in relation to meaning of the 

ethical tie-break in practice apply here as well.) We particularly welcome the Commission’s 

statement that: 

 

“The courts have not required trustees to restrict themselves to the metrics of modern portfolio 

theory. They do not demand that an efficiency frontier is improved through greater and greater 

diversification. As we have seen, trustees may instead make broad judgments based on a wide 
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range of factors, including ESG factors and the effect of investments on the economy as a whole.” 

(paragraph 10.87) 

 

In our view this is an extremely important principle to establish, not just in relation to quality of 

life factors, but as a general guide to trustee decision-making on investment matters. Again, it is 

not a principle that in our experience is widely understood or accepted (see our responses to 

questions 3, 5 and 12). 

 

As with ESG factors, we have some reservations about the Commission’s characterisation of what 

these principles mean in practice: for example, in its consideration of our ‘takeover’ example, which 

concludes that “trustees should only take into account the fact that some members would lose their 

job where this would not cause financial detriment to the fund. Otherwise, trustees are in the 

invidious position of prioritising some members’ interests over others.” (paragraph 10.97) Whilst 

we agree with this in principle (provided that the Commission has in mind the broader concept of 

‘significant financial detriment’ discussed above), we would characterise the impartiality issue 

slightly differently.  

 

Whichever decision trustees make in this context, they will be prioritising the interests of some 

beneficiaries over others: indeed, the fact that the interests of different classes of beneficiary will 

sometimes irrevocably conflict is the purpose of the duty of impartiality. For example, younger 

beneficiaries with longer time horizons will be better served by investment strategies which 

prioritise sustainability of returns, while older beneficiaries close to retirement will have an interest 

in the maximisation of short-term returns even at the expense of the long term. As we see it, in this 

particular case trustees would be weighing a relatively small (given the level of diversification of 

most portfolios) and uncertain (given the body of evidence that most takeovers do not add value) 

financial benefit to all beneficiaries with a potentially severe detriment to a small number of 

beneficiaries. How these factors weighed in the balance would depend on the precise facts of the 

case and should be a matter for trustees’ discretion.  

 

Of course, the consultation paper distinguishes this type of case on the basis that “where one 

group’s quality of life factors will be another group’s financial loss, the law appears to be that 

trustees should concentrate on financial returns” (paragraph 10.97). However, the reality is not 

quite this simple. Losing one’s job is not only a quality of life issue but also constitutes a significant 

financial loss. In our previous submission we characterised it as an example of beneficiaries’ wider 

‘economic’ interests – but of course, it is also worth noting that a beneficiary who has lost their job 

is no longer contributing to their pension or receiving employer contributions. This can therefore 

also be regarded as relevant to beneficiaries’ financial interests.  

 

There is precedent for pension funds interpreting their duty to protect beneficiaries’ financial 

interests in terms of their expected retirement outcomes, taking into account their propensity to 

contribute, rather than narrowly in terms of the return on their contributions. For example, NEST’s 

research into its target demographic found that they exhibited a low tolerance for downside risk; 

they therefore designed their investment strategy so as to reduce the likelihood of extreme shocks 

in the early stages which could put members off saving altogether. NEST was criticised in some 

quarters for this, because conventional investment wisdom dictated that these early stages were 

precisely when members should be taking on more risk in the expectation of higher returns. 

However, whether or not its strategy is correct is clearly a matter for trustee discretion rather than 

a question for the courts: there can be no doubt that NEST had the financial best interests of its 

beneficiaries at heart. They simply recognised that ‘financial best interests’ are not identical with 
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‘financial returns’. Further below we offer some comments on the question of ‘acting for the 

purpose for which the power is given’ which we believe are relevant in this context. 

 

Ethical investment 

Although we broadly agree with the Commission’s statement of the law in this area (namely, that 

ethical issues can be considered provided that they reflect the beneficiaries’ values, as opposed to 

those of the trustees, and that doing so does not result in significant financial detriment to the 

fund), we have concerns about the Commission’s characterisation of this in practice. We have 

reserved these comments for our response to question 8; here we confine ourselves to two specific 

comments on points of law: 

 

(1) We are unclear as to the legal grounds for singling out charity pension funds for special 

treatment, as the consultation paper does in paragraph 10.111. We had understood that the 

principle articulated in Harries v. Church Commissioners, that charities should avoid 

making investments which conflict with their aims, referred to charitable endowments 

rather than charity pension funds – since in the former case the power of investment is 

given for the ‘underlying purpose’ of promoting the aims of the charity, as opposed to the 

provision of financial benefits to staff of the charity. Whilst charities may wish to avoid 

investments which conflict with their mission on the basis that this undermines their 

beneficiaries’ work, this is not dependent on the sponsoring employer’s charitable status: 

charity workers are not the only class of beneficiary who value the integrity of the work they 

do, as is demonstrated by periodic beneficiary-driven controversies about healthcare 

workers or medical researchers being invested in tobacco. As such, the relevant 

considerations here would be the general ones which the consultation paper outlines in 

10.113 – 10.116, rather than the special considerations outlined in Harries v. Church 

Commissioners in relation to charitable investments. 

 

(2) We also disagree with the Commission’s characterisation of ethical issues as being 

“unrelated to… the interests of beneficiaries” (paragraph 10.110). The Commission rightly 

notes that “trustees should not pursue their own moral, ethical or political purposes with 

their beneficiaries’ money” (paragraph 10.109) and that trustees contemplating taking an 

ethical position “must have good reason to think that scheme members would share the 

moral viewpoint” (paragraph 10.116). However, in our view, this is simply another way of 

saying that ‘moral benefit’ is an aspect of the beneficiaries’ ‘best interests’ or ‘benefit’ in the 

same way as (for example) quality of life, and that the fiduciary duty of loyalty applies to 

this class of benefit just as it does to any other. Implicit in Sir Robert Megarry’s notion of 

the ethical tie-break is the idea that an appropriate ethical investment policy would confer a 

‘moral benefit’ on some beneficiaries without imposing a financial disadvantage on others: 

such a policy, while “gratifying the majority, will neither harm nor benefit the minority, and 

so will in general be for the benefit of the beneficiaries at large”.1  

 

We are concerned that treating ethical issues as “unrelated” to beneficiaries’ interests 

reflects an assumption that the driving force behind most ethical policies is likely to be 

trustees seeking to “make moral statements” which serve their own views at the expense of 

their beneficiaries, and that the principal role of the law is to restrain these impulses. This is 

reflected in the language of the consultation paper even in the passages which stress the 

                                                           
1
 Sir Robert Megarry. 1989. “Investing Pension Funds: The Mineworkers Case”.  Youden (ed.)  Equity, Fiduciaries and 

Trusts (1989) [pp.] 149-159 
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primacy of beneficiaries’ views – for example, the reference to the need for beneficiaries to 

“share” the moral view implicitly assumes that it will originate with the trustee. Whilst this 

is undoubtedly the case for some funds, on the whole it is not our experience. As discussed 

in response to question 8, the scenario we are concerned about is that in which beneficiaries 

themselves raise an ethical issue about the use of their money, and are told that the trustees 

cannot even engage in debate about it because to do so would be contrary to their fiduciary 

duties. In our view, this perspective could provide an important balance to the 

Commission’s current approach to ethical investment. 

 
Beneficiaries’ views 

We welcome the Commission’s confirmation that fiduciaries can take beneficiaries’ views into 

account, and that to do so is not inconsistent with fiduciary obligation provided that trustees “make 

the ultimate decision” (paragraph 10.121). However, it is unfortunate that this section of the 

consultation paper is rather brief and does not consider the particular legal issues posed by pension 

funds in this regard (discussed in the forthcoming paper ‘The Voice of the Beneficiary’, which has 

been provided to the Commission).2 We will not attempt to rehearse these issues here: however, in 

brief, we believe there is a strong case for making a distinction between pension funds and private 

family trusts on the basis that pension savers, one way or another, have paid for their benefits. As 

such, pension beneficiaries have a particularly strong claim to have their views taken into account 

by their fiduciaries. 

 

We think that there is a further important dimension here: more consultation with beneficiaries is 

closely linked to more accountability by trustees. Indeed, we would see such proactive and reactive 

interactions as the two sides of the same coin. Active beneficiaries could usefully support regulation 

in improving the governance of schemes, with scrutiny from below supplementing supervision 

from above.  In this context, we would refer also to our comments below in response to Questions 

12 & 13, in relation to trustee accountability and the rule in re Londonderry.   

 

Stewardship 

We are surprised and concerned by the Commission’s approach to stewardship, which we would 

regard alongside ESG issues and macroeconomic issues as among the things which trustees should 

consider when developing their investment strategies. In particular, we strongly disagree with the 

Commission’s conclusion that stewardship is likely to be inappropriate for all but the largest funds, 

and even for these funds is merely “one possible tool” (paragraph 10.40). This conclusion appears 

numerous times in Chapter 10, which states that “small and medium funds lack the resources 

needed for stewardship activities (paragraph 10.39), that “all but the very largest schemes lack the 

internal resources or the financial clout to have much effect (paragraph 10.38) and therefore that 

“it is difficult for any but the largest pension funds to justify the costs of monitoring firms’ complex 

decision-making” (paragraph 10.76). 

 

This appears to stem from a misconception that stewardship entails direct monitoring and 

engagement with companies. In fact, where pension funds are concerned, stewardship more often 

entails the appointment and monitoring of asset managers with strong stewardship capabilities, 

who in turn take responsibility for day-to-day engagement with companies. As with ESG 

integration, this is eminently feasible for smaller schemes. As the National Association of Pension 

Funds puts it: 

 

                                                           
2
 Also discussed in ShareAction’s recent publication, ‘Our Money, Our Business’, available online at 

http://www.shareaction.org/sites/default/files/uploaded files/investorresources/OMOB.pdf  

http://www.shareaction.org/sites/default/files/uploaded_files/investorresources/OMOB.pdf
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“Whilst stewardship activities can be prohibitively expensive at the fund level, trustees are more 

frequently delegating the day to day responsibility for stewardship to their investment managers, 

a model recognised by the UK Stewardship Code. The fund managers are then asked to report 

back to the trustees on these matters as part of their performance reporting.”3  

It is also worth noting that small funds can pool their stewardship activities without having to 

undergo the more complex process of pooling their assets (as recommended by the Commission in 

Chapter 13). Examples of this include the recently-established Trade Union Share Owners group, 

which will exercise voting rights according to a common policy on behalf of a group of relatively 

small trade union pension schemes,4 and the Local Authority Pension Fund Forum.  

 

On this basis, we are concerned that the Commission’s statement of the current law as regards 

fiduciaries’ scope to undertake stewardship activity is unduly restrictive. It is also at odds with UK 

corporate governance policy of the last fifteen years or more. The Myners Review argued in 2001 

that where engagement was in beneficiaries’ interests, it was “arguably already a legal duty of 

both pension fund trustees and their fund managers to pursue such strategies” but that to put this 

beyond doubt, “the principle should in due course be more clearly incorporated into UK law.”5  As 

an interim measure, Myners recommended that pension fund mandates should incorporate the 

principle of the US Department of Labour’s interpretive bulletin, issued under ERISA, which stated 

that: 

 

“The fiduciary act of managing plan assets that are shares of corporate stock includes the voting 

of proxies appurtenant to those shares… The fiduciary obligations of prudence and loyalty to plan 

participants and beneficiaries require the responsible fiduciary to vote proxies on issues that may 

affect the value of the plan’s investments.”6 

 

In the event, Myners’ recommendation for explicit legal clarification was not adopted, with the 

government instead deciding to pursue the voluntary route which has led to the UK Stewardship 

Code. The idea that long-term asset owners can and should accept stewardship responsibilities 

remains a central plank of UK corporate governance. This history suggests, firstly, that the 

Commission’s interpretation of the law is contestable, and, secondly, that if this interpretation is 

indeed correct, the law may need to be changed to bring it into line with accepted best practice and 

the UK corporate governance regime. We discuss this further in our response to question 12.  

 

General comments 

 
 The Commission places a great deal of emphasis on the duty to act in accordance with 

the purposes of the trust, for which the power of investment was given. We agree with 

this interpretation of the law, but believe that the law allows for a broader approach to the 

‘purpose of the trust’ in a pension fund context. In particular, we would emphasise that the 

purpose of a pension fund is to provide beneficiaries with a retirement income capable of 

underpinning a decent standard of living. This is not identical with the maximisation of 

portfolio returns, and, as the Kay Review observed, an interpretation of the law which 

equates these two things may not serve beneficiaries' best interests (see our responses to 

                                                           
3
 NAPF, 2013, ‘Law Commission review of fiduciary duties of investment intermediaries: The NAPF’s preliminary 

response’. 
4
 See TUSO/TUC, 2013, ‘Trade union voting and engagement guidelines’, available at 

http://www.tuc.org.uk/sites/default/files/tucfiles/TUC Trade Union Voting and Engagement Guidelines March 20
13.pdf  
5
 Lord Myners, 2001, ‘Institutional Investment in the United Kingdom: A Review’, paras 5.89 and 5.115 

6
 US Department of Labour, 29CFR 2509.94-2 

http://www.tuc.org.uk/sites/default/files/tucfiles/TUC_Trade_Union_Voting_and_Engagement_Guidelines_March_2013.pdf
http://www.tuc.org.uk/sites/default/files/tucfiles/TUC_Trade_Union_Voting_and_Engagement_Guidelines_March_2013.pdf
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questions 2 and 12).  

 

As the consultation paper notes, Harries v Church Commissioners established the principle 

that charitable investors may have regard to the ‘underlying purpose’ of the power of 

investment, namely to further the aims of the charity. But, as we argue in Chapter 4 of 

‘Protecting our Best Interests’, it is not only charities for whom investment returns are a 

means to an end. Portfolios do not exist in a vacuum: they have value only insofar as they 

translate into actual spending power for beneficiaries in retirement, and thus into a better 

standard of living. In our view, this is a helpful way of thinking about the macroeconomic 

and quality of life issues which the Commission discusses in Chapter 10, and it would be 

helpful to set these issues explicitly in this context. This could help to guard against a crude 

interpretation of the law which promotes blind adherence to abstract models based on 

narrow and short-termist investment criteria (which, as the paper argues in paragraph 

10.87, is a misinterpretation of the legal position). 

 

 The consultation paper takes a very relaxed approach to the duty to take all relevant 

considerations into account, for example stressing that it is “not necessarily an onerous 

duty” (paragraph 10.30). By contrast, it takes an extremely strict and cautious approach to 

the duty to exercise investment powers for a proper purpose. We agree that this reflects the 

likely approach that would be taken by the courts (although we think that this is not certain 

and could be subject to debate). However, we are not convinced that this state of affairs is 

conducive to the best interests of beneficiaries, financial or non-financial – as discussed in 

our responses to questions 2 and 12. 

 

 We are surprised that the Commission does not discuss the implications of the duty of 

impartiality in relation to the issue of short-termism. Given the genesis of the present 

review in the Kay Review, and in light of recent work on the duty of impartiality as between 

younger and older members (for example by Keith Johnson), 7  this would seem to be 

relevant to the review’s terms of reference. 

 

 Finally, we feel there would be value in providing a more holistic statement of the 

current law. Whilst we welcome the thoroughness with which the Commission has 

identified and separated the various distinct issues at stake, we feel that Chapter 10 would 

have benefitted from a more substantive summary which draws together the various 

threads discussed in the chapter. Not doing this could inadvertently promote a ‘silo’ 

mentality which does not map on to the realities of investment decision-making and 

perpetuate a risk-averse culture which fails to see the wood for the trees. 
In practice, most issues which trustee boards will consider do not fit neatly into one of the 

above ‘boxes’ but will cut across many: for example, climate change will have significant 

impacts on individual companies’ financial performance, on the economy as a whole, and 

on beneficiaries’ quality of life; many beneficiaries will also regard it as a moral issue. 

Trustees should consider such issues in light of all these many facets, rather than 

considering each facet in isolation, potentially leading to the conclusion that none of them 

                                                           
7
 See for example Johnson, K. 2010, ‘Back to the Future of Pension Fund Trust Fiduciary Duties’ (available online at 

www.fairpensions.org.uk/sites/default/files/uploaded files/KeithJohnsonFiduciaryDuty.pdf); Hawley, Johnson & 

Waitzer, ‘Reclaiming Fiduciary Duty Balance,’ Rotman International Journal of Pension Management, September 2011 

(Vol 4, No. 2, Page 4) 

 

http://www.fairpensions.org.uk/sites/default/files/uploaded_files/KeithJohnsonFiduciaryDuty.pdf
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creates a sufficiently compelling case for action. 

 

Another example is the Commission’s consideration of our ‘takeover’ scenario. As discussed 

above, this scenario brings into play a range of different interests – financial, economic and 

wider – and cannot be fully understood simply as a trade-off between ‘one group’s financial 

interests’ and ‘another group’s quality of life factors’. Likewise, if climate change affects the 

future cost of food and fuel, this effectively reduces the real value of beneficiaries’ pension 

pots, and so is a financial issue as well as a ‘quality of life’ issue. A more holistic approach is 

needed if trustees are to deliberate on such questions in a meaningful way. Of course, the 

separate sections of Chapter 10 are the building blocks of such an approach – but they need 

to be assembled into a coherent whole. 

 

In our view it would therefore be helpful for the Commission to set out a more general 

statement of the current law. We would characterise the position as follows: 

   
“Trustees have a duty to act in the best interests of beneficiaries and in line with the 

purposes of their trust, which in the case of a pension fund is to provide beneficiaries with a 

pension in order to fund a decent retirement. Courts will generally not second guess 

decisions taken properly and in good faith about how this should be achieved.  In 

considering what will best serve beneficiaries' financial interests, a range of factors beyond 

short-term financial performance may be relevant – for example, ESG issues, 

macroeconomic factors and systemic financial risks. However, trustees are not solely 

restricted to consideration of beneficiaries' financial interests: they can take into account 

purely non-financial factors provided that this does not compromise their primary aim of 

generating financial returns. Exactly how these various different factors should be weighed 

in a way which optimises the interests of beneficiaries as a whole is a matter for trustees' 

judgement.” 

 
 
Question 2 Do consultees agree that the law reflects an appropriate understanding 

of beneficiaries’ best interests?  

 

Broadly speaking, we agree – assuming that we have correctly understood the Law Commission’s 

statement of the current law to be that the law does not oblige ‘best interests’ to be interpreted 

solely in terms of financial best interests, but allows trustees to take a broader approach provided 

that this does not compromise the purpose of the trust. (We would also refer to our comments in 

response to question 1 about the interpretation of the ‘purpose of the trust’ in a pension fund 

context, an issue which is not directly explored in the consultation paper.) 

 

However, in our experience this is not the understanding of beneficiaries’ best interests which is 

held by most market participants (see response to question 3). Our experience is that fiduciary 

investors overwhelmingly perceive the law as restricting them solely to the consideration of 

financial interests. In this respect there is a disconnect between fiduciary duties as established in 

law and as applied in practice, and, in our view, a need for explicit legislative clarification to help 

overcome this.  

 

Moreover, this disconnect has the potential to damage beneficiaries’ interests – including their 

financial interests – since it inevitably leads investors to be cautious about paying heed to 

‘intangible’ factors which may have enormous impacts on financial return, but whose impact 

cannot be readily monetised or demonstrated in the short term. Examples of this include the 
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benefits of stewardship activity and the financial risks posed by issues such as climate change. We 

discuss this further in our response to question 12.  

 

 

Question 3 Do consultees think that the law is sufficiently certain?  

 

No. In our experience, there is considerable uncertainty and confusion about the application of the 

law in practice. We share Professor Kay’s view that, while the actual legal position is largely sound, 

there is an urgent need to “address uncertainties and misunderstandings on the part of trustees 

and their advisors.”8 In addition, some areas of the law are genuinely somewhat ambiguous, for 

example in relation to ethical investment (discussed below) or the extent to which trustees may 

have regard to the ‘underlying purpose’ of their trust (discussed in response to question 1). For all 

these reasons, we continue to believe that explicit statutory clarification is necessary. 

 

The consultation paper does not consider at great length the question of how the law is interpreted 

and applied by pension funds in practice. However, it concludes that “decisions about what may or 

must be taken into account when making an investment decision are not primarily curbed by 

perceptions about the law” (paragraph 2.43). If by this the Commission means that it does not 

regard uncertainty or narrow interpretations of the law as a problem in practice, then we disagree. 

 

For example, when we analyse pension funds’ responses to member emails about environmental 

and social issues, confusion and misinterpretations of fiduciary duty are repeatedly evident. In our 

response to the stakeholder paper we summarised evidence from responses to emails about oil 

sands in 2010.9 We will not repeat that analysis here, but one response in particular stands out: 

 

“The Trustees have a legal duty to not only invest, but to actively seek the best possible financial 

return … even if it is contrary to the personal, moral, political or social views of the trustees or 

beneficiaries. This was demonstrated in the Cowan v Scargill (1984) court case.” 

 

This response typifies three key problems with current interpretations and invocations of the law: 

 

(1) The conflation of material ESG issues with purely moral issues. The fund in question had 

received an email asking how it intended to vote on shareholder resolutions about BP and 

Shell’s oil sands projects. The resolutions were based on concerns about financial risks, and 

the member’s email was couched in those terms. The fund did not engage with these 

concerns but instead treated the issue as a ‘moral’ one and therefore outside the scope of its 

fiduciary obligations. 

 

(2) The conflation of the distinction between financial and non-financial interests with the 

distinction between trustees’ personal views and beneficiaries’ views. The fund invokes a 

duty to “seek the best possible financial return” as a barrier to considering non-financial 

concerns “of the trustees or beneficiaries”, thereby implying that any consideration of non-

financial issues – even if based on the views of beneficiaries themselves – would be a breach 

of the duty of loyalty. In our view (and, as we understand it, in the Commission’s view) this 

is a mistake. As Berry & Scanlan conclude in ‘The Voice of the Beneficiary’: “Cowan v. 

Scargill confirmed the important principle that trustees cannot pursue a personal crusade 

with their beneficiaries' money. Its invocation as a barrier to considering beneficiaries’ own 

views about the management of their money represents a different principle altogether.” 

                                                           
8
 Kay Review Recommendation 9 

9
 See ShareAction response to stakeholder paper p5; full analysis in The Voice of the Beneficiary, forthcoming 
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(3) The reference to Cowan v. Scargill in support of the above two conclusions illustrates the 

stagnation caused by the paucity of relevant cases in recent decades. In our experience 

funds frequently invoke this case – in our view, wrongly – to support a very narrow view of 

fiduciary duty.  

 

To be clear, our concern in this case is not that the fund should necessarily have supported the 

resolutions or acted on the beneficiary’s views. They might have sound reasons for not doing so, for 

example that they or their fund managers did not believe the issue in question to be material, or 

that they felt the costs of engaging on this issue would outweigh the benefits. However, responses 

which invoke fiduciary duty rarely set out any such reasons. Instead, they wrongly proclaim that 

the law prohibits them from even considering the matter at hand.  

 

Our most recent comparable analysis suggests that this problem persists. In response to member 

emails asking about their position on climate change, 25% of funds referenced fiduciary duty – half 

as a reason to act on climate change, the other half as a reason to ignore it.10 In our view, there 

could scarcely be a better demonstration of the continuing confusion that surrounds this question. 

 
It is also notable that, where the consultation paper considers specific cases of advice given to 

pension funds, in almost all cases it reaches a conclusion at odds with that of the pension fund 

concerned. For example, in the takeover scenario, it concludes that wider impacts on beneficiaries 

may be considered if this does not result in (significant) financial detriment to the fund; as we 

noted in our response to the stakeholder paper, we understand that a major UK multi-employer 

scheme received advice that such factors could not be taken into account at all. Likewise, the 

Commission concludes that beneficiaries’ ethical views can be taken into account if this does not 

result in significant financial detriment, and suggests that this is in line with the advice given by 

DLA Piper to USS. However, as we have already noted in discussions with the Commission, this 

does not appear to be the interpretation of the advice taken by USS themselves. A page on the USS 

website which refers to the advice states:  

 

“USS is unlike retail ethical or socially responsible investment funds which enable individuals to 

express their personal values in their investments. USS is not permitted to make investment 

decisions based purely on an ethical or moral stance. The fund has developed an active 

engagement approach and does not undertake ethical screening or operate exclusion 

policies.  The rationale against a divestment approach is expanded in the following section and 

considered in the legal guidance provided USS’s lawyers in September 2006. ” 11 

 

Although it could be argued that the word ‘purely’ is theoretically compatible with an acceptance of 

the ethical tie-break, it seems clear to us in context that USS takes the view that it is not permitted 

to develop investment policies which take ethical issues into account for their own sake (as opposed 

to taking into account financially relevant ESG issues). As we have indicated to the Commission, in 

our view this is a correct reading of the legal advice, although an incorrect reading of the law itself. 

For example, the advice states that trustees may exclude on ESG grounds if these have a “current 

                                                           
10

 Unpublished research (forthcoming) – available on request 
11

 http://www.uss.co.uk/UssInvestments/Responsibleinvestment/BackgroundRationale/Pages/default.aspx  

http://www.uss.co.uk/UssInvestments/Responsibleinvestment/BackgroundRationale/Pages/default.aspx


14 
 

or potential impact on an actual or contemplated investment”.12 It stresses that in such cases, the 

decision to exclude would have been taken on financial rather than ethical grounds, and suggests 

that in the absence of such impact, trustees should not exclude investments on “extraneous” moral 

grounds. It does not directly address the question of whether such exclusions might be acceptable if 

they do not result in significant financial detriment. 

 

Ultimately, the fact that ShareAction, USS, DLA Piper and the Law Commission appear to have 

reached such a range of different conclusions both as to the law itself and the meaning of the DLA 

Piper advice illustrates the potential for confusion and ambiguity in this area. On this basis, we feel 

that there is a particular need for explicit clarification of the law in relation to ethical investment 

(see response to question 5). Whatever one’s views on the desirability of ethical investment 

strategies by pension funds, clarification is desirable: the prevailing uncertainty means that 

individual funds’ approaches are more likely to be determined by the personal inclinations of the 

trustees, and hence may either go too far, or may inappropriately dismiss beneficiaries’ ethical 

concerns. 

 

 
Question 4 Should the Occupational Pension Scheme (Investment) Regulations 

2005 be extended to all trust-based pension schemes? 

 

Clearly, there is a balance to be struck here between ensuring that members of all pension schemes 

receive adequate protection whilst not imposing undue burdens on small schemes which are 

unable to cope with them. However, the requirements of the investment regulations are not 

onerous. Indeed, it could be argued that schemes which are genuinely too small to meet these 

obligations are not capable of serving their beneficiaries’ best interests, and that a public policy of 

consolidation (as pursued in Australia) is the best course of action. If the investment regulations 

were extended to cover all trust-based schemes, small schemes could be subject to a transitional 

exemption over the projected period of consolidation to alleviate the dangers of over-regulation.  

 

It is also worth noting that wholly-insured schemes are exempt from some aspects of the 

regulations, which, given the concerns over governance within insurance companies (see our 

response to questions 14 and 15), is perhaps cause for concern. The requirement to prepare a 

Statement of Investment Principles is also applied inconsistently across trust- and contract-based 

schemes, since stakeholder pension schemes are subject to this requirement but other group 

personal pension schemes are not.13 We have previously suggested that there is a need for greater 

consistency not just among trust-based schemes but across all types of pension scheme. 

 

 

Question 5 Are there any specific areas where the law would benefit from statutory 

clarification?  

 

ShareAction’s proposals for statutory clarification 

We remain of the view that there is a need for explicit statutory clarification of the scope of 

beneficiaries’ best interests, and the extent to which trustees may have regard to factors beyond 

short-term returns. We produced draft legislation illustrating how this might work in practice in 

                                                           
12

 Paragraph 3.2, DLA Piper Advice to USS (2006), 
http://www.uss.co.uk/Documents/Legal%20advice%20to%20USS%20on%20RI%20from%20DLA%20Piper%20Sept06.p
df  
13

 See page 22 of ‘Our Money Our Business’ 

http://www.uss.co.uk/Documents/Legal%20advice%20to%20USS%20on%20RI%20from%20DLA%20Piper%20Sept06.pdf
http://www.uss.co.uk/Documents/Legal%20advice%20to%20USS%20on%20RI%20from%20DLA%20Piper%20Sept06.pdf
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‘The Enlightened Shareholder’.14  To be clear, we do not propose prescriptive requirements on 

trustees to consider particular factors. Rather, our draft takes a permissive approach which clarifies 

that trustees may take a broader range of factors into account, provided that they remain focussed 

on their beneficiaries and on the purposes of the trust. The aim would be to give trustees 

confidence to exercise their discretion and judgement in determining what will best serve their 

beneficiaries’ interests, rather than feeling constrained by outdated and unduly narrow 

interpretations of the law. 

 

Specifically, we suggested that such legislation could clarify that trustees may have regard to: 

 

(a) the likely consequences of any investment activities in the long term,  

(b) the impact of any investment activities on the financial system and the economy, 

(c) social and environmental considerations, including 

(i) the implications of social and environmental factors for return on investments, and 

(ii) the impact of any investment activities on communities and the environment, 

(d) the implications of any investment activities for beneficiaries’ quality of life, and 

(e) the views, including the ethical views, of beneficiaries. 

 

Our draft is partly modelled on section 172 of the Companies Act 2006, since there are strong 

parallels between the problem that measure was designed to solve and the problem under 

consideration here (namely, that in both cases common law duties are being interpreted unduly 

narrowly, and that this constrains the scope for market participants to pursue ‘enlightened 

shareholder value’). The key differences are that we have adapted the list of ‘have regards’ to the 

investment context, and have taken a permissive rather than prescriptive approach (‘may’ rather 

than ‘must’). Experts we spoke to during our 2010 research project on fiduciary duty felt that the 

value of section 172 was largely in the permission it granted to directors who wished to take a more 

enlightened view of their responsibilities, rather than in creating any truly enforceable new duties.15 

Our draft makes this explicit, since it is not part of our intention to create new duties or burdens on 

trustees. 

 

Our draft attempted to cover all those managing pension savings on behalf of others, including 

contract-based providers, based on our view that it was desirable to create more consistency 

between the obligations of trust- and contract-based pension schemes towards their beneficiaries. 

However, if the Law Commission remains of the view that statutory clarification of the duties of 

other intermediaries is not desirable, this approach could be adapted to focus solely on clarifying 

the duties of pension fund trustees. In this case, we believe that this could be implemented through 

changes to the investment regulations.  

 

The case for statutory clarification 

We set out in detail the case for statutory clarification along these lines in our second response to 

the Kay Review’s call for evidence.16 We will not rehearse these arguments in detail here. However, 

the key point is that, in our experience, uncertainty about the law arises not just from poorly 

educated trustees but from overly cautious or even inaccurate legal advice. In our view, this is 

unlikely to change without explicit statutory clarification. 

 

                                                           
14

 Available online at 
http://www.fairpensions.org.uk/sites/default/files/uploaded files/policy/EnlightenedFiduciaryReport.pdf  
15

 See Chapter 6 of ‘Protecting our Best Interests: Rediscovering Fiduciary Obligation’, available online at 
http://www.shareaction.org/sites/default/files/uploaded files/fidduty/FPProtectingOurBestInterests.pdf  
16

 http://www.shareaction.org/sites/default/files/uploaded files/KayReviewII.pdf , pages 2-4 

http://www.fairpensions.org.uk/sites/default/files/uploaded_files/policy/EnlightenedFiduciaryReport.pdf
http://www.shareaction.org/sites/default/files/uploaded_files/fidduty/FPProtectingOurBestInterests.pdf
http://www.shareaction.org/sites/default/files/uploaded_files/KayReviewII.pdf
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We understand the Commission’s concern to avoid undermining the flexibility inherent in the law 

of equity, and its conclusion that “it is worth preserving this flexibility, even if the result is some 

uncertainty.” (paragraph 14.12) However, in our view the present situation offers neither flexibility 

nor certainty. The perception that the law is ambiguous results in cautious legal advice and a belief 

that it is ‘safer’ to adhere rigidly to received wisdom, almost regardless of outcomes for 

beneficiaries. Indeed, concerns that the law was being interpreted in a dangerously restrictive way 

were at the heart of the Kay Review’s recommendation for the present review. Permissive 

clarification along the lines we propose would enhance, not restrict, trustees’ flexibility to exercise 

their discretion in judging what will serve their beneficiaries’ interests. 

 

Nor do we believe that enshrining these principles in legislation would impede the ability of the law 

to evolve over time. It is worth noting that the very reason why Cowan v. Scargill casts such a long 

shadow over debates about responsible and sustainable investment is that there have been so few 

relevant cases before or since. Indeed, the last case directly on point of which we are aware (apart 

from Harries v. Church Commissioners in 1992) was Martin v City of Edinburgh District Council 

in 1988. In the 25 years since then, there have been at least five Pensions Acts, in addition to 

countless updates to regulations. If anything, the common law has proved itself less flexible and 

adaptable than legislation in this area, rather than more so. As a result, prevailing interpretations 

of the law are failing to keep pace with evolving best practice and emerging risks to pension savers' 

interests.  

 

Indeed, in our view the statutory clarification we propose would be no different from previous 

updates to the investment regulations which have clarified or codified particular aspects of 

trustees’ investment duties – for example, the introduction of the duty to diversify or the ending of 

the closed-list system.17 It would not amount to a wholesale codification of fiduciary duties – the 

prospect which seems to worry some stakeholders. As the consultation paper notes, in Australia 

clarificatory legislation has been passed to “make explicit matters which were previously implicit” 

(paragraph 14.13). In our view, our proposals fall largely into this category. We can therefore see no 

clear case against permissive statutory clarification along the lines we propose in ‘The Enlightened 

Shareholder.’ (NB In response to question 13, we discuss some specific areas in which we think the 

law does need to be changed rather than simply clarified.) 

 

 
Question 6 Do consultees agree that the law permits a sufficient diversity of 

strategies?  

 

As with many other aspects of our response, we feel that the distinction made in the Commission’s 

terms of reference between fiduciary duties “as established in law” and “as applied in practice” is of 

vital importance here. Whilst the commission may be right that the prudent man principle does not 

require trustees to 'herd', and the paper's statement to this effect is helpful, (a) we do not believe 

this is entirely clear or uncontested, and (b) it is not how the duty is widely interpreted in practice. 

 

Indeed, the consultation paper hints at this issue when it says that “in practice, the more unusual 

the decision, the more trustees will need to show that they reached their decision in the right way” 

(paragraph 10.29). This contributes to the tendency identified by Lord Myners for fiduciary 

investors to be extremely nervous of departing from prevailing market practices (referred to by the 

consultation paper at paragraph 14.16). In our 2010 research project, we were told that trustees’ 

                                                           
17 Trustee Investments Act 1961, Section 6(1)(a), Pensions Act 1995, Section 34.  
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fear of incurring liability contributes to making the pensions industry extremely slow to change, 

and thus slow to come to terms with new and emerging risks to beneficiaries’ interests, such as 

climate change or systemic financial risk. 

 

Of course, we do not dispute the Commission’s conclusion that herding is “mainly caused by the 

nature of human behaviour” (paragraph 14.19), and that changing the law would not by itself 

resolve the problem. As with short-termism, there are clearly many interlocking factors which 

contribute to herding behaviour in financial markets (see response to question 7). However, in our 

view it is clearly unacceptable if major market participants interpret their legal obligations in ways 

which exacerbate rather than mitigate this problem.  In our view, providing a statutory, non-

exclusive list of factors which trustees may take into account (as suggested in response to question 

5), along with a renewed emphasis on the importance of correct process in determining whether 

trustees have exercised their discretion appropriately, would help to redress the balance and give 

fiduciaries more confidence to depart from the herd when the interests of their beneficiaries 

demanded it. 

 

 
Question 7 Do consultees agree that the main pressures towards short-termism are 

not caused by the duty to invest in beneficiaries’ best interests?  

 

It is difficult to disagree with this statement as framed, but we would query this framing. Firstly, 

the Kay Review did not suggest that fiduciary duties were responsible for the “main pressures” 

towards short-termism: like the Commission, he recognised that it was a complex and intractable 

problem with multiple causes. However, he did conclude that prevailing interpretations of the law 

were exacerbating the problem: 

 

“some pension fund trustees equated their fiduciary responsibilities with a narrow interpretation 

of the interests of their beneficiaries which focused on maximising financial returns over a short 

timescale and prevented the consideration of longer term factors which might impact on 

company performance, including questions of sustainability or environmental and social 

impact.”18 

 

Secondly, the Kay Review did not identify “the duty to invest in beneficiaries’ best interests” as the 

source of the problem. On the contrary, as the consultation paper notes, he felt that this core 

fiduciary duty should be the basis for all relationships in the investment chain. This was the context 

for his concerns that, in practice, fiduciary duty has been interpreted in ways which are 

counterproductive and could actually harm beneficiaries’ best interests: 

 
“While we believe that the common law provides clarity on what is meant by core fiduciary duties 

of loyalty and prudence, we believe that there is a need to clarify how these duties should be 

applied in the context of investment, given the widespread concerns about how these standards 

are interpreted.”19   

We agree with Professor Kay on both these counts. Thus, although we naturally agree with the 

Commission that there are many factors which contribute to the short-termism of financial 

markets, we do not believe that this undermines the argument that interpretations of fiduciary duty 

are also problematic and that this problem needs to be resolved. (The Commission singles out 

accounting standards as the main cause of short-termism; although these are clearly an important 

                                                           
18

 Kay Review para 9.20 
19

 Kay Review para 9.22 
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factor, there are many others, from incentive structures within the investment chain to cultural 

norms to the natural desire to measure and monitor performance on a regular basis.)  

 

In our view, an overly restrictive approach to the duty to protect beneficiaries’ financial interests 

inevitably results in an over-reliance on short-term financial performance measurements as a 

means of operationalising this duty: how else are trustees to feel confident that they can be seen to 

be fulfilling their obligations? A correct and sound belief in the importance of remaining focussed 

on beneficiaries’ financial interests too easily morphs into an incorrect and potentially disastrous 

belief that it is safer to ignore issues which cannot be demonstrably linked to financial performance 

in the here and now. Thus the large pension fund who received legal advice that their policy of 

voting all shares held might be unlawful since they could not demonstrate that this delivered a 

monetisable benefit to the fund – notwithstanding the fund’s carefully considered belief that good 

stewardship is vital to long-term financial returns. 

 

Another example of this mentality can be seen in one fund’s response to a member email about 

2010’s shareholder resolutions on oil sands, which said: “We also have as our main duty the 

financial interests of our members and so must not be seen to be making decisions based on other 

criteria.” As discussed above, these resolutions were firmly focussed on financial risks: indeed, 

ironically, many of the issues raised by the resolutions (such as poor oversight of contractors) 

foreshadowed the causes of the Deepwater Horizon oil spill which soon afterwards brought BP to 

the brink of insolvency, with significant financial consequences for many UK pension schemes who 

relied heavily on this company as a secure dividend payer. It appears that pension funds would 

rather ignore a potentially material financial risk than ‘be seen to be’ making decisions on non-

financial grounds.  

 

As discussed in response to questions 1 and 12, we are concerned that the Commission’s choice of 

emphasis may exacerbate rather than mitigate this problem. The consultation paper emphasises 

that the duty to take all relevant factors into account is not an onerous one, while the duty to act in 

line with the purpose of the trust is restrictive and must be taken extremely seriously. This risks 

reinforcing precisely those aspects of the status quo about which Kay was most concerned: many 

trustees will continue to feel that ‘playing it safe’ means blindly adhering to consultants’ advice and 

monitoring financial performance on a frequent basis, and that on balance it is safer not to have 

regard to less tangible factors which may well affect long-term returns but which could be deemed 

‘non-financial’. 

 

In our view this ‘reckless caution’ is a serious and urgent concern. If large swathes of pension fund 

capital are being invested in ways which actively undermine beneficiaries' long-term financial 

interests (as Kay concludes they are) and if fiduciary duties are widely believed to justify or even to 

require such strategies (as we have found they are), the law is clearly not functioning effectively. 

 

 
Question 8 Do consultees agree that the law is right to allow trustees to consider 

ethical issues only in limited circumstances? 

 

As indicated in response to question 1, on the whole we agree with the Commission’s conclusions 

about the circumstances under which trustees are permitted to take ethical issues into account. 

However, we do not agree that those circumstances are as “limited” in practice as the paper 

suggests. Nor do we believe that it is necessary or desirable for them to be so limited. We discuss 

this further below. Many of our comments are also applicable to the question of beneficiaries’ 

quality of life and other non-financial interests, since in both cases the underlying legal principle is 
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the ‘tie-break’ as expressed in Harries v. Church Commissioners. 

 

Although we focus largely on ethical screening because this is the focus of the Commission’s 

discussions on the tie-break, the equation of ‘ethical investment’ solely with ethical exclusions is 

outdated. For example, ‘best in class’ approaches (discussed by the consultation paper in relation to 

ESG integration) are increasingly common. In addition, as we pointed out in our 2012 survey of UK 

ethical retail funds,20 shareholder engagement may be a more appropriate mechanism for acting on 

the issues members care about. Although some of the issues discussed below still apply, such an 

approach avoids the potential disadvantages of reducing a fund’s investment universe, along with 

the legal issues this entails. We are somewhat concerned that the identification of ‘ethical 

considerations’ with ‘screening’ encourages trustees to take an overly restrictive approach to ethics, 

and to assume that the legal issues posed by screening apply to any ethically-motivated activity. As 

discussed below, this encouragement to major owners of companies to be amoral has significant 

public policy implications. 
 

The ethical tie-break in practice 

We do not agree with the Commission’s conclusion that it will be “rare” for the tie-break scenario to 

arise in practice.  

 

We believe this conclusion stems partly from a mischaracterisation of what the tie-break means in 

practice for pension funds. Since most pension funds delegate stock selection decisions to their 

asset managers, most pension fund trustees will never be in the position of making a direct choice 

between ‘A Ltd and B Ltd’, and using ethical factors to ‘break the tie’ in the event that the two 

companies appear equally attractive financially. Rather, the role of trustees will be to set the 

general investment policy within which asset managers make stock selection decisions.  

 

There are two ways in which the tie-break could play out in this context. Let us assume that a board 

of trustees have surveyed their members and identified some widely held ethical concerns, or that 

they have been approached by a significant number of beneficiaries who feel uncomfortable with 

certain investments being made by the fund. Trustees might take advice and conclude that making 

the exclusion will have no material financial impact, and on this basis instruct their asset managers 

to avoid the stocks in question. Alternatively, if they were not so satisfied, they might instruct their 

fund managers to avoid the stocks if they were able to replace them with equally attractive stocks 

with similar characteristics (in other words, instruct the fund manager to perform the tie-break 

exercise themselves – effectively the scenario which Sir Robert Megarry seemed to be envisaging). 

In either case, the tie-break scenario arises proactively rather than reactively in contemplation of 

two financially identical stocks. Or, as Charles Scanlan puts it, 

 

“The development of such a policy will likely involve a more complex process than a 

straightforward comparison between particular investments… or even than a comparison 

between specific investment strategies. The focus may be more on constructing a policy which 

meets the fiduciary standard of prudence in absolute, rather than relative, terms. To that extent, 

therefore, the ‘ethical tie-break’ concept, although sound in principle, is an oversimplification.”21 

 

We also disagree that it will generally not be possible in practice to identify relevant issues due to 

the inherent subjectivity of ethical concerns. While the Commission is right that “outside affinity 
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groups, it becomes more difficult to achieve consensus on what ethical issues are” (paragraph 

10.102), the tie-break scenario precludes the need for such consensus: it is enough for trustees to 

identify that a significant proportion of beneficiaries share a particular concern, and that this can 

be accommodated without disadvantaging others. Such a partial consensus is clearly far from 

impossible to identify, even in large funds with a diverse beneficiary base – still less so for 

occupational schemes whose members share similar work or other common characteristics.22 

 

For example, UK funds which have surveyed their members’ ethical views, such as The Pensions 

Trust and NEST (which surveyed its target demographic as a proxy for the views of future 

members) have tended to find a remarkable degree of consistency in the issues prioritised. The 

most widely held concerns were about human rights, labour rights and environmental protection – 

with the ‘sin stocks’ traditionally screened out by ethical investment products, such as gambling, 

alcohol and pornography, coming much further behind.23 (Interestingly, these are all issues which 

are difficult to screen for, and which may be more amenable to an engagement-led approach of the 

type discussed above.) 

 

The feasibility of prudent, financially sound, beneficiary-driven ethical investment policies is 

demonstrated by many Scandinavian pension funds, where ethical investment is much more 

generally accepted than in the UK. (One particular example, the Danish fund PKA, is considered at 

some length in ‘The Voice of the Beneficiary’.)24 From speaking to these funds, we understand that 

their policies are essentially based on a version of the ‘tie-break’ principle – i.e. their ethical criteria 

must not have a negative impact on returns – but this principle is interpreted much less cautiously 

than either current UK norms or the Commission’s characterisation. There is no evidence that 

these Scandinavian funds deliver poorer financial outcomes than their UK counterparts, or that the 

acceptance of ethical investment has ‘opened the floodgates’ to trustee malfeasance or irresistible 

pressure from vested interests. 

 

The current UK situation 

At present, beneficiaries who raise an ethical issue with their fund are usually met with the 

response that the trustees’ fiduciary duties prohibit them from taking ethical issues into account, 

and the process ends there, before any consideration of tie-breaks or impartiality. This view of the 

law is at odds with that expressed by the Law Commission. Whilst we understand the 

Commission’s view that trustees should be able to cite fiduciary duties in the face of pressure from 

“narrow interest groups”, we cannot agree that this should extend to beneficiaries themselves who 

hold genuine moral concerns about the use of their own money. In any case, it does not seem to us 

that such outside pressure is a widespread problem in practice. Even if it were, the trustees would 

still be able to invoke fiduciary duties to resist the course of action being urged if they believed that 

it would be contrary to beneficiaries’ interests. This correct application of the law would be 

preferable to the prevailing incorrect application of the law, which dismisses all ethical concerns 

alike on the basis that they are improper considerations for a fiduciary investor. We cannot see any 

reason why this misunderstanding (or misuse) of fiduciary duty should be actively encouraged. 

 

The case for a broader approach 

We appreciate the Commission’s concern to avoid diluting trustees’ focus on providing their 
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beneficiaries with a pension, and agree that this is “not an easy task” (paragraph 10.25). However, 

in our view there are equal and opposite dangers in encouraging an overly rigid fixation on 

financial returns. It is not always possible in practice to make as clear a distinction as the paper 

does between financially material ESG issues and purely ethical issues. This assumes that the 

financial impact of individual ESG issues can reliably be known and measured, which is not always 

the case. If trustees are given a strong message that it is legally risky to act on ethical issues for 

their own sake, they may conclude that it is safer not to act on ESG issues at all except where the 

financial case for doing so is clear and immediate. By stressing the duty to act in line with the 

purpose of the trust over the duty to take relevant considerations into account, the Commission is 

effectively making a judgement that the risk of allowing pension funds to be ‘too ethical’ is greater 

than the risk of encouraging pension funds to ignore potentially material risks. We disagree. 

 

Indeed, it is now widely held that the 2008 financial crisis was in part a crisis of ethics within the 

banking system – prompting politicians across the political spectrum to suggest that capitalism has 

lost its ‘moral compass’ to the detriment of financial and economic stability. Of course we agree 

with the Commission that the duty of fiduciary investors is to their beneficiaries and “not to 

improve the world in some general sense” (paragraph x). We have never argued otherwise. 

However, it is far from self-evident that it is to the benefit of beneficiaries – either financially or as 

members of society – to encourage fiduciaries to behave amorally. In our view it is a public policy 

problem if a collection of individual savers, all of whom are members of society with moral values, 

become dehumanised and stripped of any moral dimension when their savings are pooled and 

invested by a pension fund.  

 

Indeed, as discussed in ‘Protecting our Best Interests’,25 promoting ethical investment has been an 

explicit policy objective of recent interventions such as the 2000 disclosure requirement on ‘SEE’ 

policies. Successive governments have taken the view that the law does allow for financially 

prudent ethical investment strategies, but have stopped short of explicitly clarifying this through 

legislation. In our view, the fact that this question continues to be debated creates a strong case for 

such clarification. 
 

As indicated above, we are particularly concerned here with the impact of this thinking on the 

behaviour of listed companies who ultimately answer to their shareholders, rather than with the 

possibilities for ethically screened portfolios. If the default position is that major fiduciary investors 

should not concern themselves with ethics, this imperative is inevitably transmitted along the 

investment chain to the companies in which they invest. The view that it is not for investors to care 

about morality is inextricably linked to the view that “the social responsibility of business is to 

increase its profits”. This in turn is inextricably linked to the short-term shareholder-value 

mentality which contributed to the banking crisis. As Lynn Stout puts it: 

 

“Shareholder value thinking looks at the world from the perspective of a Platonic investor whose 

only asset is equity shares in one firm (say, BP) and whose only purpose and desire in life is to 

raise today’s price for BP’s shares by any means possible. But this Platonic shareholder does not 

exist. Real human beings own BP’s shares.”26 

 

If fiduciary investors are told that they must only consider ethics ‘in limited circumstances’, they 

are effectively being told that they must behave like ‘Platonic investors’ rather than institutions 
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which hold investments on behalf of ‘real human beings’. Of course, to some extent the adoption of 

‘universal owner’ thinking could help to alleviate this problem. But our concern is that, if the 

Commission endorses a cautious approach to the role of ‘universal owner’ thinking or quality of life 

considerations in practice, and a hostile approach to the role of beneficiaries’ ethics, the duty to 

protect beneficiaries’ financial interests inexorably narrows to a duty to maximise short-term 

returns. After all, this is perceived as the most reliable metric for measuring beneficiaries’ financial 

interests, and trustees have been given a clear message that they may be breaching their duties if 

they cannot justify their decisions on financial grounds. 

 

To be clear, we are not suggesting that fiduciary investors should be obliged to be ‘ethical’ investors, 

or that investors should pursue moral causes to the detriment of their beneficiaries’ financial 

interests. We agree with the Commission’s view of the law, but believe both that this allows a 

greater role for ethics in practice than the Commission suggests, and that it would be a mistake to 

play down this role in the name of protecting beneficiaries’ interests. In our view, the threat to 

returns from opening the door too wide to ethical investment is largely illusory. Strategies focussed 

on the aggressive maximisation of short-term returns pose a much bigger and more immediate 

threat to returns in the long run (see also our response to question 12) – indeed, this is the reason 

for the present review – and a more flexible approach to the role of ethics could be part of the 

solution to these problems. 

 

 
Question 9 Does the law encourage excessive diversification? (14.32)  

 
We agree with the Commission’s interpretation that “the courts do not require a portfolio to be 

diversified to the fullest extent possible. Instead trustees should avoid excessive reliance on any 

particular asset, and the strategy as a whole should not exclude too much of the market. It is a 

question of degree in each case.” (paragraph 10.89) This is the common-sense interpretation of the 

investment regulations. We also welcome the Commission’s recognition that “increasing 

diversification is not necessarily an unmitigated good” (paragraph 10.88) and that trustees may 

have good reasons to prefer a less diversified portfolio. 

 

We suspect that the duty to diversify is generally interpreted in a more expansive way than is 

justified by the evidence, which suggests that the benefits of diversification tail off dramatically 

above around 30 stocks27 - well below the thousands held by most UK pension funds. Clearly, this 

has at least as much to do with conventional investment wisdom as with interpretations of the law. 

However, the ‘signals’ sent by the investment regulations, combined with trustees’ fear of incurring 

liability if they depart from the safety of the herd, almost certainly encourage this mentality.  

 

One possible response would be to ‘balance’ the duty to diversify with a duty for the trustees to 

satisfy themselves that either they or their fund managers are able to adequately monitor the risks 

associated with the underlying investments held. However we offer this as a speculative suggestion 

only: it does not form part of our proposal for statutory clarification. 
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Question 10 Does the law encourage trustees to achieve the right balance of risk and 

return?  

 
As discussed above in response to question 7, prevailing interpretations of the law may encourage 

trustees to neglect certain risk factors which are not well captured by short-term financial data or 

conventional investment models. The frequent invocation of the mantra 'we have a duty to 

maximise returns' (usually not preceded by the phrase 'risk-adjusted') reflects this bias. This is a 

sharp contrast from the pre- and early-twentieth century notion of prudence as 'safe' investment, 

embodied by the ‘closed list’ system.28 While we would not suggest a return to that interpretation, 

which is undoubtedly outdated, it is possible the pendulum has swung too far the other way. 

 
 

Question 11 Are there any systemic areas of trustees’ investment strategies which 

pose undue risks?  

 
We are unclear exactly what is meant by this question. However, we do think there are significant 

systemic risks which pension funds are generally not managing effectively, which prevailing 

interpretations of the law treat as extraneous matters, and which have potentially disastrous 

implications for pension outcomes at the system level. As the consultation paper notes, quoting 

from our response to the stakeholder paper, the banking crisis is a clear example of a systemic risk 

which, far from being managed or reduced by major fiduciary investors, was actively fuelled by 

prevailing investment mentalities obsessed with short-term financial returns. We understand that 

only one major UK asset manager voted against the takeover of ABN-AMRO by RBS; only one 

other abstained. Of course, there are many reasons for this, but the pressure on fund managers 

from institutional clients to maximise short-term returns, and the lack of positive pressure from 

those clients for the management of longer-term risks, was surely a factor. 

 

In our view, climate change represents the next major systemic risk to pension savers. On the one 

hand, various recent studies have warned of the risk of a ‘carbon bubble’, whereby fossil fuel stocks 

are valued based on reserves which cannot be burned if international climate targets are to be met, 

and will inevitably plummet in value if concerted political action is taken to meet these targets.29 

The consequences of such a fall would be catastrophic for pension funds, since fossil fuels are 

heavily over-represented on the indices against which they benchmark. On the other hand, if this 

scenario does not come to pass and climate change goes unmitigated, the economic impacts will be 

severe and unpredictable – for example, greater food and fuel price volatility and the impact of 

extreme weather events. Our recent report, ‘Green Light: Resilient portfolios in an uncertain world’, 

explores these risks and the practical steps pension funds could take to mitigate the impact on their 

investments.30  

 

To be clear, this is not the same as saying that pension funds have a responsibility to ‘stop climate 

change’. However, many of the steps which funds might take to protect their portfolios (which 

include, for example, engaging with fossil fuel companies to discourage them from using 

shareholder capital for risky exploration, making use of carbon tilted indices, and seeking out 

investment opportunities in the green growth industries of the future) would have the additional 

benefit of contributing to this objective, thereby safeguarding beneficiaries’ future quality of life. 
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This more nuanced approach to the case for fiduciary investors to manage climate risk is essentially 

that adopted by the market-leading Environment Agency Pension Fund.31 Despite this, as noted in 

our response to question 3, numerous pension funds responded to recent member emails on this 

topic by saying their fiduciary duties precluded them from thinking about climate change. 

 

The consultation paper notes that “no court would find pension fund trustees liable for having 

failed to prevent the banking crisis or global warming” (paragraph 10.77). We do not disagree with 

this and are not proposing to change this position. However, in some ways this is beside the point. 

In retrospect, ‘preventing the banking crisis’ would probably have had the single biggest impact on 

financial outcomes for people saving into a pension today. Yet prevailing investment strategies, and 

prevailing interpretations of fiduciary duty, exacerbated rather than mitigated the problem. In 

decades to come, we may well say the same about climate change. In a similar vein, recent work by 

the Actuarial Profession modelling the financial impacts of natural resource constraints – a factor 

which is usually ignored in actuarial analyses – found that in a worst case scenario, their model 

defined contribution scheme reduced its income replacement ratio by half, while the model defined 

benefit scheme became insolvent.32 Explicitly authorising fiduciary investors to take a more flexible 

and enlightened approach to these problems, far from posing a threat to returns, is a step which is 

urgently needed in order to safeguard returns for the next generation of savers.  

 
 
Question 12/13 Overall, do consultees think that the legal obligations on trustees 

are conducive to investment strategies in the best interests of the ultimate 

beneficiaries? If not, what specifically needs to be changed?  
 

In answering these questions, we refer to the equivalent passage of the terms of reference, which 

refers to trustees' legal obligations “as established in law or as applied in practice”. We had 

understood that this distinction was vital to the remit of this review, since the view shared by 

ourselves, Professor Kay and the government was that the underlying legal principles were sound 

but widely misinterpreted (see our response to question 7).  

 

In our view, fiduciary obligations as interpreted in practice are not conducive to investment 

strategies in the best interests of beneficiaries, for all the reasons given in our previous publications 

and submissions, and in response to previous questions. Briefly, the duty to protect beneficiaries’ 

financial interests is too often equated to a crude “duty to maximise returns” which in turn is 

operationalised by focussing on short-term financial performance of investments. As Kay observed, 

there is good evidence that this mentality may actively undermine beneficiaries' long-term financial 

interests, both at an individual fund level and at a system level. 

 
The reality is more conducive to beneficiaries' best interests, though there are still some problems: 

 
1) If the Commission is right that there is no duty of stewardship where ownership is widely 

dispersed, and if we accept the premise that good oversight of companies is likely to lead to 

better performance, then there is a clear public policy problem with the law as it stands – 
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namely that the law essentially enshrines and endorses the concept of the 'ownerless 

corporation'. This cannot be in the long-term interests of beneficiaries taken as a whole. In 

particular, the Commission's characterisation of the law suggests that investors are legally 

obliged to be 'free-riders', i.e. that stewardship activities which benefit the system as a 

whole should be resourced and undertaken solely by very large market participants with 

significant stakes, and can safely be ignored by others. If this is indeed the legal position, 

then there is a need for the law to be changed. 

 

2) On a related note, we disagree with the Commission's implicit conclusion that the “duty to 

gazump” is consistent with investment strategies in the best interests of beneficiaries, and 

that where collective action problems limit the incentives for investors to act alone 

towards ends which would collectively benefit their beneficiaries, they should not so act. 

Although we agree with the Commission’s analysis of the “remoteness problem” in Cowan v. 

Scargill and the “duty to gazump” in Buttle v. Saunders, in our view this risks perpetuating 

a “lowest common denominator” approach to fiduciary duties which is seriously 

problematic when applied to large market participants.33 In this respect, the collective 

action problem is indeed a legal problem as well as a practical one (paragraph 10.75). 

Indeed, it is precisely the role of the law to step in and correct collective action problems 

where they are resulting in suboptimal outcomes at the system level. At present, the law of 

fiduciary duties does the reverse. 

 

We have therefore suggested that fiduciary investors should be authorised to adopt 

standards of conduct which they believe it is in their beneficiaries’ interests for market 

participants to adopt, regardless of the behaviour of other market participants.34 This would 

be in line with John Kay’s principle that fiduciaries should not be required by law to “depart 

from generally prevailing standards of decent behaviour”. Our proposal differs insofar as it 

sets this explicitly in the context of what will serve beneficiaries’ interests, rather than 

“improve the world in some general sense”. 

 

3) As discussed in response to questions 1, 2, 7 and 8, we are concerned that the combination 

of a low bar for the duty to take relevant factors into account and a high bar for the duty to 

exercise powers for a proper purpose may not be conducive to investment strategies in 

beneficiaries’ best interests. For example, as we argued in response to question 8, while the 

financial impact of ESG issues in general is well-evidenced, it is not always possible to 

identify and measure the impact of individual issues or of particular activities undertaken to 

manage them, such as voting and engagement.  If investors believe that they can only justify 

the use of their resources on activities which have a clear and immediate financial benefit, 

and that it is better to 'err on the side of caution' in borderline cases to avoid being exposed 

to liability, they are likely to miss or neglect material issues and adopt strategies which are 

suboptimal for their beneficiaries. Paradoxically, fiduciaries may need to be authorised to 

have regard to beneficiaries’ non-financial interests in order to most effectively equip them 

to protect beneficiaries’ financial interests. 

 

In this context, it is worth noting that the conventional approach of maximising short-term 

returns while ignoring other factors has singularly failed to produce good financial 

outcomes for pension savers over recent decades: from 2000-2009, the average annual real 
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returns achieved by UK pension funds were just 1.1%.35 Likewise, policymakers concerned 

to reduce the costs of pension provision for savers are rightly far more concerned about the 

real problem of excessive fees and charges – perpetuated in part by a lack of fiduciary 

oversight down the investment chain – than the illusory potential problem of pension funds 

incurring undue costs from stewardship or ESG integration. Of course, as indicated in 

response to question 8, we understand the Commission’s concern to avoid diluting pension 

funds’ focus on achieving financial returns. Our proposed statutory clarification would 

reaffirm the primacy of this objective whilst authorising fiduciaries to consider a wider 

range of factors to the extent that this objective was not compromised. The difference 

between this and the Commission’s statement of the current law is one of emphasis rather 

than substance; the aim would be to promote flexibility and the exercise of 

discretion and judgement on the part of trustees, rather than blind adherence to 

failed models. 

 

4) As suggested in ‘The Voice of the Beneficiary’, the rule in re Londonderry [Rule],36 whereby 

fiduciaries are not obliged to provide an account of their decision-making to their 

beneficiaries, is an artefact of private trust law which has been inappropriately carried over 

into pensions law and should be explicitly overridden. Pension savers who have effectively 

paid for their benefits should have the right to an account of decisions made on their 

behalf.37  
 

There is, none the less, one facet of pension scheme administration where we think that the 

Londonderry principle could still properly apply, namely, the exercise of trustees’ 

discretion over the payment of lump sum (or other) benefits payable on the death of an 

individual member. Here, the position is very similar to that of a private family trust.  For 

example, the scheme trustees will often have received a written expression of the deceased 

member’s wishes as to who should benefit, which closely equates to the settlor’s letter of 

wishes that is common in family discretionary trusts. 

 

Indeed, we would argue that the suggested retention of the Londonderry rule in this 

particular is based on the same principle as its suggested general abolition in relation to 

pension schemes: the proper recognition of the property rights of the scheme members, 

who have the dual character of beneficiary and settlor. Given the collective nature and/or 

collective investment arrangements of most pension schemes, the recognition of these 

property rights will normally have to  take a collective form, such as consultation and 

accountability by trustees (and their delegates) in relation to their investment (and other) 

activities. In the case of the disposal of individual benefits, however, a rule evolved to suit  

the particular needs of private trusts may still be appropriate.  
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FIDUCIARY-TYPE DUTIES IN CONTRACT-BASED PENSION SCHEMES  

 
Question 14 Do consultees agree that the duties on contract-based pension 

providers to act in the interests of scheme members should be clarified and 

strengthened?  

 
Yes. As argued in our 2012 publication ‘Whose Duty? Ensuring effective stewardship in contract-

based pensions’,38  we believe there is a serious imbalance between the duties on trust- and 

contract-based pension providers which could undermine the success of auto-enrolment. In our 

view there is a need for regulatory or (ideally) legislative intervention to correct this imbalance and 

ensure that savers in contract-based pensions are adequately protected.  

 

Indeed, as we have previously argued, it is increasingly clear that the assumptions underlying the 

regulation of contract-based pensions are fundamentally at odds with the assumptions underlying 

auto-enrolment. Contract-based regulation is built on the principles of informed consent and 

consumer choice. Auto-enrolment is built on the principle of inertia. It is specifically designed to 

create a new cadre of essentially passive pension savers who will neither understand nor engage 

with the fund choices made on their behalf. In our view, this is a prime example of the need for 

fiduciary oversight. 

 

Of course, as we argue in ‘Our Money, Our Business’, this situation should not be regarded as 

inevitable or desirable: anything which encourages more consumers to engage with their money is 

likely to make the market function more efficiently. But we entirely accept that such engagement 

will never be undertaken by all or even the majority of consumers. While savers should be 

guaranteed the right to engage with their money, the legal and regulatory framework must 

adequately protect those who do not engage. As we understand it, this is essentially the approach of 

the Australian regime.39 

 

More generally, in our view there is a case for harmonising the fragmented UK regulatory regime, 

the problems of which have been well-rehearsed by the National Audit Office,40 the DWP Select 

Committee41 and the consultation paper itself (at paragraphs 13.61 – 13.68). As the paper notes, the 

single regulatory regime in Australia appears to function well. Although the government has 

rejected the idea of a single regulator, we continue to believe that the dual regulatory structure 

poses problems which need to be addressed – if not by the creation of a new single regulator, then 

at least by enhancing The Pensions Regulator’s powers and duties in respect of contract-based 

schemes. 
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Question 15 Should specific duties be placed on pension providers to review the 

suitability of investment strategies over time? If so, how often should these reviews 

take place? 

 
Yes. As we argued in ‘Whose Duty?’, based on empirical evidence from our 2012 survey of UK 

insurance companies and on input from experts at a 2012 roundtable,42 the absence of ongoing 

monitoring of funds is at the heart of the so-called ‘governance gap’ in contract-based pension 

funds. We found that, while insurance companies may monitor their in-house funds (which of 

course poses obvious conflicts of interest in its own right), they do not see it as part of their duty to 

monitor all the funds on their platform, taking the view that this responsibility rests with the 

individual saver who has chosen the fund. In the context of auto-enrolment, this is plainly not a 

feasible assumption. In addition, it is inconsistent with the duties of trustees of defined 

contribution pension funds, where the fact that savers are given a choice of fund does not alter the 

trustees’ fiduciary responsibility to oversee the funds offered on behalf of members. 

 

However, the contract-based framework poses inherent problems in this respect, which arguably 

reflect its deeper inappropriateness to the mechanics of auto-enrolment. For example, if a provider 

reviewed one of the funds on its platform and concluded that it was no longer suitable, it is not 

clear how they could act on this decision by moving members’ money unless they first obtained the 

consent of all the savers affected. It is in the nature of auto-enrolment that this active consent 

would be very unlikely to be granted by all savers, particularly in respect of funds which are being 

offered as default funds. Presumably, this problem could potentially be dealt with through express 

contractual terms, but this does not resolve the problem for the many savers who have already been 

auto-enrolled. In addition, if providers are to have responsibility for reviewing funds offered to 

auto-enrolled savers, it is vital that those making these decisions are subject to strict general duties 

to put the interests of savers first and avoid conflicts of interest. 

 

If duties to review suitability are to be imposed, it might be logical for these to replicate the 

requirements on trustees to review their Statements of Investment Principles, which currently 

specify that this must take place every three years. However, it is worth noting that most trust-

based funds monitor their fund manager (or, in the case of defined contribution funds, the fund 

options they offer) much more frequently than this. In our view, the most important imbalance 

between trust- and contract-based governance is not simply the absence of a regular, one-off 

review of fund suitability, but the more continuous oversight of fund managers and investment 

strategies which a trustee board might be expected to undertake.  

 

Introducing a specific new regulatory requirement to conduct suitability reviews is unlikely to fully 

resolve this problem, and could degenerate into a ‘tick-box’ exercise if the underlying governance 

problems affecting contract-based provision are not resolved. Indeed, it is precisely this tick-box 

mentality which John Kay wished to avoid when he suggested that the overarching ethic of care 

required by fiduciary standards was an important complement to detailed regulatory rules which 

could be gamed. In addition, the Commission should be mindful of the need to avoid unintended 

consequences. For example, three-yearly reviews of fund suitability could create pressures on fund 

managers to focus on short-term returns in the run-up to a review, mirroring the perverse 

incentives created by triennial valuations for defined benefit schemes.  
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 FairPensions, 2012, ‘The Stewardship Lottery: The governance gap in contract-based pensions’, 
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For these reasons, we would favour a general duty on contract-based providers to monitor the 

suitability of funds offered on an ongoing basis, combined with stronger duties to prioritise the best 

interests of savers, rather than a specific duty to conduct suitability reviews of a set frequency. 

 

 

Question 16 Should members of Independent Governance Committees be subject to 

explicit legal duties to act in the interests of scheme members? 

 
Yes. We agree with the Commission that “there are many difficult questions about how these 

committees will work” (paragraph 14.42) and believe it is problematic that they “will not have the 

same powers and responsibilities as trustees” (paragraph 2.64). Without significant steps to 

strengthen the currently agreed framework, the impact these committees will have is highly 

uncertain.  In our view, members of Independent Governance Committees (IGCs) must have not 

only explicit legal duties to act in scheme members’ best interests, but also explicit powers to make 

and implement decisions about the scheme. We cannot see how a merely advisory committee is 

adequate to address the fundamental problems of governance and accountability identified by the 

OFT and the Law Commission. Making IGCs accountable to the boards of pension providers, 

without addressing any of the conflicts faced by these providers, or clarifying that decisions about 

schemes must prioritise the interests of policyholders over those of shareholders, does little or 

nothing to resolve the gap between trust- and contract-based governance.43 Moreover, as we argue 

in Whose Duty?, previous experience with bodies such as with-profits committees suggests that 

such advisory bodies are frequently sidelined within firms’ decision-making structures. 

 

If it is not deemed viable to require contract-based pension schemes to be run by independent 

boards with a duty to protect savers’ interests, then there is a strong case for saying that 

policymakers should promote (or even require) the use of large, well-run trust-based schemes for 

auto-enrolment, as the paper notes is the case in Australia. 

 

 
Question 17 Should pension providers be obliged to indemnify members of 

Independent Governance Committees for liabilities incurred in the course of their 

duties? 

 

We have no strong view on this question, but our tentative response is that this would be sensible.  

Although this would not mirror the position for trustees of trust-based schemes, in practice many 

trust-based schemes use corporate trustees to protect their trustees from liability. Moreover, given 

the size and complexity of the firms in question, the potential liabilities faced by members of IGCs 

could presumably be much greater than for the average trust-based scheme. 

 
 
 
 
 
 
 
 
                                                           
43

 We discuss these issues further in our briefing on the OFT report and in our response to the OFT’s consultation on 
its provisional decision not to refer the industry to the Competition Commission. Both are available on our website at 
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FIDUCIARY DUTIES IN THE REST OF THE INVESTMENT CHAIN  

 

Question 18 Do consultees agree that the general law of fiduciary duties should not 

be reformed by statute? 

 

The consultation paper notes that the current legal position is not that which Professor Kay 

advocated, but does not suggest clear remedies for this. We agree that the courts are not necessarily 

the best vehicle for policing market conduct and that FCA rules may provide a better solution to 

some of the problems identified. However, like John Kay, we think that fiduciary duties provide a 

useful (and helpfully flexible) backstop where detailed regulatory box-ticking has failed to deliver 

adequate standards of behaviour or to inculcate the appropriate ethic of care towards clients. On 

this basis, we continue to believe that there may be a case for statutory change, which – while not 

amounting to a wholesale codification of the general law of fiduciary duties – would clarify and 

strengthen the duties owed by investment intermediaries to their clients. 

 

We do not dispute the Commission’s conclusion that investment intermediaries are unlikely to owe 

duties to ultimate beneficiaries which ‘leapfrog’ their relationship with their immediate clients. Our 

concern is with the nature of the relationship between investment intermediaries and institutional 

clients. In our view, the appropriate way to think about fiduciary relationships in this context is as a 

series of links in a chain, with duties owed in each case to the next party in the chain. However, like 

John Kay, we suggest that this chain is “only as strong as its weakest link” (paragraph 11.8). If asset 

managers owe fiduciary duties neither to their immediate clients nor to the ultimate beneficiaries, 

and are not held to equivalent standards of care by statute or regulations, this creates a potential 

vacuum of fiduciary responsibility which is problematic given the increasing trend towards 

delegation by asset owners. 

 

In our view, the approach taken by the courts to these questions creates public policy problems, 

and it would be helpful for the Commission to make clearer and more specific recommendations 

for remedying these. For example, the Commission notes that the courts have in recent years been 

reluctant to impose fiduciary obligations on the agents of sophisticated investors which go beyond 

the terms of their contract or regulatory rules. However, it also notes that “‘sophistication’ is not a 

defined term” (para 11.58). Although the consultation paper does not explore the question of 

whether all institutional clients would be treated by the courts as ‘sophisticated’, it does consider 

the related question of client categorisation under MiFID and FCA rules, noting that “there could 

be important implications for treatment of clients by intermediaries if, for example, a small five 

member pension scheme is treated as a per se professional client” (para 8.46).  

 

As the Commission observes, “where small pension schemes lack internal staff, trustees tend to be 

highly dependent on intermediaries” (para 2.58), and “small trusts are unlikely to have market 

power to insist that terms excluding or heavily limiting the agents’ duties are removed from agency 

agreements” (para 7.38). In our view this problem needs further consideration, as it points to a 

potential vacuum of fiduciary responsibility where small, poorly-resourced trust-based schemes are 

concerned. Although we agree that consolidation is desirable, this will inevitably take time and 

cannot be the sole policy response to this problem. One possible intervention would be to amend 

FCA rules to extend protection against the contractual exclusion of fiduciary obligations to 

professional clients, or, at the very least, to provide guidance on whether and in what 

circumstances trust-based pension funds are considered to be per se professional clients. Given 

that the courts look to regulatory rules when interpreting the extent of agents’ duties, there may 

also be a need to strengthen FCA rules and enforcement in certain specific areas – most notably 

with regards to the avoidance and management of conflicts of interest. 
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Question 20 Is there a need to review the regulation of investment consultants?  

 
Yes. It is clearly an anomaly that advice on specific trading decisions is regulated but advice on 

'generic' investment strategy is not, given that advice of the latter kind is significantly more critical 

to the success of a fund in achieving its objectives. As the Commission notes, investment 

consultants are extremely powerful players in the investment chain, whose activities have a huge 

impact on outcomes for beneficiaries. Due to the concentration of the market, the activities of 

individual consulting firms are not only highly significant for individual pension funds but are 

systemically important to outcomes for pension savers as a whole.  

 

Consultants have a direct commercial incentive to advise funds towards complexity, which may 

help to explain the growing complexity of pension funds’ investments strategies. This in turn 

further reduces the scope for effective fiduciary oversight of investment strategies by trustees and 

increases their reliance on professional investment agents. As we noted in ‘Protecting our Best 

Interests’, the average externally managed pension fund now has nine mandates, compared to just 

three a decade ago.44 As the Commission indicates in Chapter 3, the role of consultants in the trend 

towards liability driven investment strategies also requires further examination.   

 

In addition, as we noted in our response to the stakeholder paper, where trustees are legally 

obliged to take advice but consultants have no clear responsibilities in respect of that advice, it is 

not clear who holds responsibility for ensuring that potentially material risk factors are considered. 

This potentially creates a vacuum whereby trustees rely on consultants to tell them what issues 

they should take into account, and consultants will not proactively raise certain issues with trustees 

where they have not explicitly been asked to address them.45 The growing popularity of ‘fiduciary 

management’ makes this question all the more urgent and is in our view potentially cause for 

concern. 

 

 
Question 21 Is there a need to review the law of intermediated shareholdings?  

 

Since we have not conducted research on the specific legal issue raised by the Commission, we are 

reluctant to express a view on this issue. However, as observed by the Kay Review and discussed in 

Chapter 4 of our recent report ‘Our Money, Our Business’, the rise of nominee holdings clearly has 

significant implications for the functioning of equity markets, and puts custodians in a critical 

position as regards investment and stewardship activity. In our view there is a need for further 

examination of this area to ensure that (a) the regulation of custodians is adequate, and (b) those 

who hold the economic interest in a share have adequate rights to instruct as to the exercise of 

rights attaching to it, including voting rights. 

 

 

Question 22 Should the FCA review the regulation of stock lending by custodians?  

 

In our response to the Kay Review’s call for evidence we suggested that the prevailing practice of 

allowing investment agents to retain fees from stock lending could pose problems and should be 

reviewed. This remains our view. However, as we have not conducted specific research in this area, 

we have no detailed comments to make on this issue. 

                                                           
44

 The WM Company, 2010, cited in Lane Clark & Peacock, 2011, Investment Management Fees Survey, p1 
45

 See page 3 of our response to the stakeholder paper. 



 

 

shareaction.org 
 

Fairshare Educational Foundation is a company limited by guarantee registered in 
England and Wales number 05013662 and a registered charity number 1117244.   

Printed on recycled paper 

 

 

 

 

Law Commission Consultation on Fiduciary Duties of Investment Intermediaries 

 

ShareAction/AMNT survey 

 

In association with the Association of Member-Nominated Trustees, ShareAction asked pension 

fund trustees to describe how they interpreted their fiduciary duty in relation to the possible factors 

they might wish to consider when making investment decisions.  We circulated several questions 

by email and received 57 responses. The respondents were self-selecting. 

 

This submission is intended to be considered as a supplement to ShareAction’s earlier response. 

The analysis of the answers provided is representative of ShareAction’s position only. We are happy 

to provide the unedited survey questions and responses on request. 

 

We asked, “Do you believe that the trustee’s fiduciary duty allows you to take 

environmental, social and governance issues into account when making investment 

decisions?” 

 

 13 respondents answered “no”. Two didn’t know. The remainder answered “yes”.  

 

The divergence of trustees’ views represents confusion over the application of the law.  The Law 

Commission confirms that “Given the evidence that ESG factors can lead to better returns in the 

long run, the answer is clearly that pension trustees may use wider factors” [our emphasis]. 

Given that a quarter of respondents held a view which is at odds with this position, we respectfully 

suggest that the answer is not perceived by many to be as clear as the Law Commission suggests. 

Accordingly, as we argued in our earlier submission, there is an urgent need to clarify the law to 

ensure that trustees are authorised to behave in a more enlightened way. 

 

We asked, “Is this view shared by your fellow trustees? If yes, please explain in what 

circumstances they can be taken into account.” 

 

 31 answered “yes”. Four answered “no”. 22 weren’t sure. 

 Two respondents who answered “yes” to the first question answered “no”. 

 

Just over half of respondents felt sure that their belief was shared by their fellow trustees. The low 

proportion of respondents being aware of holding similar views to their own colleagues is further 

evidence of confusion. The fact that two respondents felt that their fellow trustees did not believe 

that the trustee’s fiduciary duty allows them to take environmental, social and governance issues 

into account is further evidence of the application of the law being divergent from the Law 

Commission’s characterisation. 

 

We asked, “Have you ever been advised that the trustees may not take ESG issues into 

account? Who by? (eg lawyer, investment adviser, employer etc)” 

 



• Two respondents answered “yes”. One had received this advice from a lawyer. The other 

had received it from their employer. 

 

The fact that trustees are receiving legal advice which is at odds with the Law Commission’s 

interpretation of the law is further evidence of the existence of confusion surrounding its 

application and more significantly that this confusion exists within the legal community. 

 

We asked, “As a trustee, have you been asked to consider the exclusion of a particular 

investment on ethical grounds? If yes, what process was followed to make a 

decision?” 

 

• 10 respondents answered “yes”. 47 answered “no”. 

• Four of the respondents specified a particular issue. Two cited tobacco as the concern 

raised. One mentioned South Africa during apartheid, and a further respondent mentioned 

“forests” without further explanation.  

 

We asked, “During the course of considering the issue, did the trustees assess whether 

the ethical concern could be accommodated without financial detriment to the fund? 

If yes, what process was followed to make a decision? How was this assessment 

carried out?” 

 

• Of the 10 respondents who answered “yes” to the previous question, 7 answered “yes”.  

 

A high proportion of respondents considered the tie-break principle to determine whether an 

ethical concern could be accommodated. This is in accordance with the Law Commission’s view, 

which we share, that “where trustees think that scheme members would hold a particular moral 

view, they may use this as a tie breaker. They may avoid investments which they consider scheme 

members would regard as objectionable, so long as they make equally advantageous investments 

elsewhere”.  

 

However, it stands in marked contrast with the DLA Piper opinion referred to and relied on by 

certain schemes to explain a refusal to apply the ethical tie-break. The Law Commission should 

address the evident confusion that exists on this question. 

 

We asked, “Do you believe that it is permissible for trustees to accept a lesser return 

on individual investments where this is justifiable by the benefits to the portfolio as a 

whole?” 

 

• 36 respondents answered “yes”. 10 answered “no”. 

 

It is positive that such a high proportion of respondents feel able to consider macroeconomic and 

systemic factors. This is in accordance with the Law Commission’s clarification in its summary 

paper that “it is permissible to accept a lesser return in some areas where this is justified by the 

benefits to the portfolio as a whole”. We hope that this statement will be reiterated in the 

Commission’s final report. 

 

We asked, “Is your view shared by your fellow trustees?” 

• 16 respondents answered “yes”. 15 answered “no”. 
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The high proportion responding “no” indicates the presumed existence of divergent views over the 

legal position among trustees sitting on the same board. This is worrying. It is difficult to see how 

trustees with opposing interpretations of the law would be able to arrive at a shared position on its 

application when making an investment decision.  

 

This represents further evidence of confusion over the legal position, which in our view strengthens 

the case for explicit legislative clarification. 



Folarin Akinbami,  
Law Commission,  
1st Floor, Tower,  
52 Queen Anne’s Gate,  
London SW1H 9AG 
 

22nd January 2014 

 

Dear Dr Akinbami, 

 

We welcome this opportunity to respond to the Law Commission’s Consultation on Fiduciary 

Duties of Investment Intermediaries. 

The review arose from a recommendation in Professor Kay’s report on equity markets and 

long-term decision making. He highlighted “widespread concerns” about how fiduciary 

standards are interpreted and stated “a need to clarify how these duties should be applied in 

the context of investment”. We welcome his assessment. In our experience, significant 

confusion exists over how trustees’ duties should be applied in practice and the law is 

frequently interpreted in a way that may not serve beneficiaries’ long-term interests.  

Many pension fund trustees believe that the law requires them to ignore factors that are not 

immediately monetisable. Fiduciary duty is often invoked as a barrier to considering social 

and environmental issues, even when those issues are clearly financially material. We believe 

that this approach exacerbates the tendency to focus on short-term returns, both by the 

institutional investment management industry and by the managers of the businesses in 

which they invest, and to avoid activities which may improve long-term outcomes but lack an 

immediate and demonstrable financial benefit. It also prevents fiduciaries from considering 

beneficiaries’ non-financial interests, even when doing so would be compatible with 

delivering optimal returns. Professor Kay found that this short-termist dynamic is not 

conducive to investment strategies that serve beneficiaries’ best interests. We share his view. 

The Law Commission has been asked to consider whether fiduciary duties need to be 

changed or clarified in order to ensure that they ‘embody an appropriate understanding of 

what it means to act in beneficiaries’ ‘best interests’’, and we believe that the uncertainty 

surrounding the application of the law can only be addressed through formal statutory 

clarification. By explicitly confirming that trustees may have regard to a wide range of factors 

without prejudicing their beneficiaries’ financial interests, the Commission can overcome 

restrictive and overly cautious legal advice that trustees often receive when the law is 

uncertain or ambiguous.  

Stating the Law Commission’s view of the legal position will be helpful but not sufficient. 

Other methods to clarify the law or to encourage changes in investor behaviour have had a 

limited impact. Examples include statements by government ministers and the requirement 

on pension funds to include in their statement of investment principles any social, 

environmental or ethical considerations that are taken into account in their investment 

policy. These efforts are valuable, but lack the reach, status and legal authority of explicit 



statutory clarification. We urge the Law Commission to free trustees to serve their 

beneficiaries’ long-term interests.  

Yours sincerely, 

 

Catherine Howarth (Chief Executive Officer, ShareAction) 
 
Lauren Smart (Executive Director, Trucost) 
 
Daniela Saltzman (Director, Generation Foundation) 
 
Stewart Wallis (Executive Director, New Economics Foundation) 
 
Anthony Hobley (President, Climate Markets and Investment Association) 
 
Matt Robinson (Head of Strategy and Market Development) 
 
John Davies (Head of Technical, Association of Chartered Certified Accountants) 
 
 
 
And in a personal capacity 
 
Brian Hill (former Partner, Watson Wyatt)  
 
Stephen Davis (Associate Director and Senior Fellow, Harvard Law School Programs on 
Corporate Governance and Institutional Investors) 
 
Paul Watchman (Visiting Senior Research Fellow and Co-Head of the Sustainable Finance 
Project, LSE) 
 
Baroness Jeannie Drake 
 



  
  
  

   
 

  

   

   

   
    
   

 

 
 

   
     

                 
         

                 

               
              

                  
                

      

                
                

               
               
               

             
          

                 



                  
               

               
               

                
 

               
                
                 

             
              

         

              
       

  

   
     

                 



 

A response to the Law Commission consultation on Fiduciary Duties of 

Investment Intermediaries 

Who we are... 

The Intergenerational Foundation (www.if.org.uk) is a think tank which researches fairness 

between the generations in the UK, in order to protect the interests of younger and future 

generations, who are at risk of being ignored by current policy-makers. 

  

Our response... 

IF believes it is imperative that the trustees of pension funds and other long-term investment 

vehicles should be compelled to take more account of the interests of future generations in 

their decision-making than they are at present.  

 

IF considers there to be two important legal issues in relation to the intergenerational aspects 

of fiduciary responsibility. The first of these concerns how impartial trustees are when it 

comes to dealing with different generations of beneficiaries.  The second important legal issue 

involving the intergenerational aspects of fiduciary duties concerns how much leeway 

pension fund trustees have to include environmental, social and governance (ESG) factors in 

their decision-making. 

 

Impartiality of trustees: reflecting interests of younger beneficiaries 

This issue can be broken down into two separate sub-issues. The first sub-issue is whether 

pension scheme trustees are empowered to give adequate consideration to the interests of 

their younger members. Although the consultation document does a good job of explaining 

most aspects of the fiduciary duties which trustees have under current law, we believe that 

further clarification of the existing rules is needed regarding how trustees should adjudicate 

between the interests of younger pension scheme members, who will not begin drawing their 

pensions until some distant point in the future, and the interests of current retirees and older 

pension scheme members who are either already drawing their pensions or are on the verge 

of doing so. Under the current laws, trustees are supposed to act impartially towards all their 

beneficiaries, yet in practice the focus which many trusts place on achieving the highest 

possible returns in the short-term effectively discriminates in favour of their older 

beneficiaries, who receive the higher returns in the form of pensions, while possibly 

endangering the money invested by their younger beneficiaries if such investment strategies 

involve greater risk.  
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Recommendation 

IF recommends that the Law Commission should investigate how the existing law is being 

applied in this area, to discover whether pension scheme trustees are correctly applying their 

duty of impartiality towards all their members, or whether short-termist investment 

strategies systematically disadvantage younger beneficiaries. This should result in the law 

surrounding impartiality between younger and older beneficiaries being clarified.  

 

Impartiality of trustees: fiduciary duty towards future generations  

The second sub-issue concerns whether trustees have a fiduciary duty towards future 

beneficiaries which ought to be recognised in law. The consultation document placed 

significant weight on the legal precedent which was established by Cowan vs Scargill that the 

principle duty of trustees is to put the financial interests of their beneficiaries first, but it does 

not explicitly set out to what extent this duty extends to future beneficiaries. IF believes that 

the law needs to recognise that many pension funds are essentially perpetual investors; in 

addition to their current beneficiaries they will have future beneficiaries who are not yet 

paying into the scheme, but who will do so at some point, for example when they become 

employees of the company who created it.  As the needs of these future beneficiaries can only 

be met if the pension scheme continues to exist in a decent state of financial health, it seems 

clear that the present-day trustees should have some kind of fiduciary responsibility towards 

the interests of these future beneficiaries, in addition to the fiduciary responsibility they have 

towards their present-day beneficiaries. However, the exact strength of this fiduciary 

responsibility and the precise legal ramifications which it has for present-day trustees both 

require further clarification in law.   

 

Recommendation 

IF recommends that the Law Commission should attempt to clarify the existing law in this 

area and, if necessary, propose the introduction of new regulations which would recognise a 

fiduciary duty between present-day trustees and the future beneficiaries of their trusts.   

 

There are circumstances under which it could be prudent for the present-day trustees to 

choose a long-term investment strategy which sacrifices achieving the highest possible short-

term returns for present-day beneficiaries in order to concentrate on generating a more 

stable flow of returns which would benefit these future beneficiaries, but as trust law stands it 

appears that trustees could well face litigation for doing this if the present-day beneficiaries 

could claim that the trustees were neglecting their fiduciary responsibility towards them. 

Therefore, further clarification of the law, and possible changes to it, may be necessary to 

enable trustees to take more of a long-term perspective towards their responsibilities.      

 

Including ESG factors 

At present there appear to be widespread misconceptions among pension fund trustees about 

how far they can take an ESG approach before it risks coming into conflict with their fiduciary 

duties, especially following the rulings in cases such as Harries v Church Commissioners for 

England which are cited by the consultation document. As IF would argue that pension fund 

trustees have a fiduciary responsibility to ensure they can deliver returns in perpetuity, they 
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are in many ways the ideal investors to adopt an ESG approach, as this is likely to improve the 

sustainability of their future returns, while the consultation document also points out that 

there is a body of evidence to suggest that trusts which use an ESG approach can deliver 

greater returns for their beneficiaries than those that use a non-ESG approach.  

 

Recommendation 

IF recommends that the Law Commission should clarify the existing law surrounding 

fiduciary duties and the adoption of ESG principles, in order to provide trustees with more 

certainty about whether they are legally allowed to adopt them or not.  

 

Conclusion 

Overall, IF believes that pension fund trustees need to have a better understanding of what 

their duties are towards younger and future generations under the existing law, so a key goal 

of the Law Commission consultation ought to be clarifying these responsibilities.  In order to 

help promote the interests of younger and future generations, IF would be willing to discuss 

any of these ideas further with the Law Commission. 

 

For more information about the Intergenerational Foundation and its work, please visit 

www.if.org.uk or contact Liz Emerson, Co-Founder at liz@intergenerational.org.uk. 

 

Author: 

David Kingman 

http://www.if.org.uk/
mailto:liz@intergenerational.org.uk
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Law Commission Consultation on Fiduciary Duties of Investment 
Intermediaries: Response from Dr. Anna Tilba 

 
The Law Commission is currently consulting on changes to the law in respect of the 
duties on investment intermediaries, including pension trustees. Recommendation 9 
in the Kay Review (2012) particularly asks the Law Commission to review the legal 
concept of fiduciary duty as applied to investment to address uncertainties and 
misunderstandings on the part of trustees and their advisers. In particular, it is 
important to examine whether fiduciary duties, as established in law or as applied in 
practice, are conducive to investment strategies that are in the best interests of the 
ultimate beneficiary. The following questions were raised: 
 
An Appropriate Understanding of Beneficiaries’ Best Interests?  
 
In Chapter 10 the Consultation sets out the legal duties placed on pension 
trustees to act in the best interests of the beneficiaries and ask if the 
consultees agree whether these duties, as established in law, are satisfactory 
and whether the law reflects an appropriate understanding of beneficiaries’ 
‘best interests’? (Q2).  
 
Although fiduciary duties as established in law appear straightforward, having spent 
over seven years researching pension fund governance and investment, I would 
say that there is a disconnect between the legal definition of fiduciary duties and the 
application of such duties in practice.  
 
Using the data from thirty-five in-depth, semi-structured interviews with pension fund 
trustees, executives, investment officers and financial intermediaries; documentary 
analysis; and observations of four fund investment meetings,1 I suggest that trustees 

                                                 
1 Tilba, A. 2014. Stewardship and Fiduciary Duties: The Spectrum of Pension Fund 
Engagement. Newcastle University Business School Working Paper Series.  
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consider that the purpose of a pension fund trust is to provide beneficiaries with a 
retirement income capable of underpinning a decent standard of living. However, 
there is a variation in trustees’ understanding and interpretation of their fiduciary duty, 
which takes different forms: 
 
 

 Disengagement  
The predominant approach to equity ownership amongst pension funds 
within the Tilba (2014) study sample is disengagement, which assumes that 
trustees delegate everything to do with equity management to external 
investment fund managers. Therefore, ‘Stewardship’ is largely retrospective 
and relates to investment fund managers reporting on how they voted. The 
focus of the investment report relates to performance, i.e. how the agreed 
investment benchmarks are met or outperformed. The fund manager 
mandate is oriented overwhelmingly to generating returns on investments. 
Trustees understand their fiduciary duty primarily as the duty to act in the 
best financial interests of the pension fund members, i.e. the trustee role in 
relation to the trust is to deliver and pay benefits when they fall due to the 
members of the scheme. This predominant view was summarised by one 
trustee in the following way:  
 

‘Coming back to basics, a trustee has got to act in the 
members’ best interest – that’s just a principal trust law 
and that’s extended in the pension’s law context to say 
that trustees have got to act in the members best financial 
interest… you’ve got to promise that the person will get 
his final salary on his retirement and that there is enough 
money there, because you promised to pay it’.  

 
 
There is evidence to suggest that some trustees also believe that the duty to 
act in the best financial interests therefore precludes them from spending 
resources and time on engagement activities.  
 

 Employer Engagement  
Within this approach to equity ownership, trustees have very little interest in 
how their portfolio companies are governed, delegating investment 
management to external fund managers. At the same time, these funds pay 
significant attention to governance of their own corporate sponsor. This 
approach is underpinned by a trustee’s understanding of the duty of loyalty, 
which is broadly interpreted by trustees to mean acting in the best financial 
interests, as well as meaning that the duty of care extends to considering 
economic well-being of the sponsoring company, prompting engagement in 
the governance of the employer rather than investment portfolio companies. 
By engaging with the employer to ensure a sustainable future for the 
company, trustees consider that they fulfil their own fiduciary duty and enact 
a pension fund’s organisational ethos. Involvement with an employer means 
working towards a better and more financially secure future for the company. 
In turn, this means ensuring a strong and steady flow of pension 
contributions, which is beneficial for the pension fund members and the fund.  
 

 Fund Manager Engagement  
I find that in the case of pension funds, this form relates not to pension funds’ 
activity vis-à-vis investee corporations directly, but pension funds engaging 
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‘one level down’, so to speak, at the fund manager level. Here, pension funds 
put pressure on their fund managers (through the mandate) to engage with 
the investee companies on a pension fund’s behalf. Trustees see it as their 
duty not only to maximize the investment returns, but also engage with the 
fund managers in order to improve corporate governance of their investment 
portfolio for the financial benefits of pension fund members. Despite the 
delegated nature of investment management, eight local authorities and 
three occupational pension fund interviewees share a common 
understanding that their duty in relation to the trust also includes stewardship 
activities in relation to the shares they own on the stock market. Interviews 
indicate that in the eyes of trustees, pension funds as institutional investors 
should not only focus on paying out pensions but also act as responsible 
owners of shares by using pension fund power to exert influence on the 
investee corporations through their fund managers. 
 

 Corporate Engagement  
Within this interview sample, only two occupational and local authority 
pension funds represented by the Local Authority Pension Fund Forum 
(LAPFF2) engage with investee companies. One underlying motivation 
behind engagement relates to trustees considering that engagement adds 
value and produces better financial returns for the pension fund. The other 
relates to trustees’ personal values and sense of altruism and responsibility 
that resonate with being a responsible owner of shares, providing not only 
capital but also concerned with environmental, social and governance issues 
for the greater good of society. The more altruistic stance towards 
engagement is more evident in the local authority pension fund context. One 
of the reasons for such ‘concentration’ of responsible investment interests 
within the public sector pension funds could be the fact that the local 
authorities are more pressured to have higher standards of public 
accountability and more is expected of these funds in terms of wider social, 
environmental and corporate governance issues. 

 
The above empirical evidence of the variations in interpretations of trustees’ fiduciary 
duties and the subsequent differences in pension fund approaches to equity 
ownership and stewardship suggest that, in practice, there is confusion and 
uncertainty within the law and further clarification of the current law is needed, 
particularly if there is evidence to suggest that UK pension fund trustees believe that 
the law precludes them from ‘unjustifiably’ spending pension fund resources on 
engagement and considering non-financial factors. The law does not oblige ‘best 
interests’ to be interpreted solely in terms of financial best interests, but allows 
trustees to take a broader approach, provided that this does not compromise the 
purpose of the trust. Trustees need to be fully aware of that especially in the light of 
my findings that most pension funds  are primarily associated with Disengagement.  
 
 
Encouraging Long-Term Investment Strategies?  
The Consultation points out that: ‘The Occupational Pension Scheme (Investment) 
Regulations 2005 set out the general legal principle: assets should be invested in a 
manner “appropriate to the nature and duration of the expected future retirement 
benefits payable under the scheme”. Trustees are entitled to consider any factor 

                                                 
2 LAPFF is a voluntary association of 48 UK public sector pension schemes that collectively 
promote the investment interests of local authority pension funds and maximize their influence 
as shareholders in promoting high standards of corporate governance and social 
responsibility (LAPFF, 2008). 
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which might impact on investment performance over this time frame.’ (paragraph 
14.22).  
 
The Consultation asks whether consultees agree that the main pressure 
towards short-termism is not caused by the duty to invest in beneficiary’s best 
interests. (Q7) 
 
My empirical evidence suggests that there are many external pressures which 
contribute to the short-termism of financial markets and pension fund investment 
strategies. Pension fund liabilities, the complexity of pension fund investment, 
demographic changes and the current economic climate all suggest that the 
‘Quarterly capitalism’ (whereby businesses pursue short term aims for short term 
gains at the end of each financial quarter)  are clear signs of our challenging 
economic times. 

My research into UK pension fund investment practices suggests that the Increasing 
complexity of the pension fund investment chain means that in practice pension 
funds are far removed from the corporations in which they hold shares. Many 
delegate everything to do with pension fund investments to financial intermediaries 
who themselves are focused on share trading, rather than responsible share 
ownership. The average number of investment fund manager mandates has also 
increased. The complexity of pension fund investment and an increasing regulatory 
burden also means that trustees are too busy dealing with pension fund governance 
and rule compliance, rather than with monitoring investee corporations and 
accounting for environmental, social and governance risks. 

Furthermore, until very recently pension funds have been operating in an 
environment characterized by economic recession and unstable, and complex 
financial markets. Sadly, pension fund finances are now suffering a double financial 
blow: one from falls in stock markets and another dealt by the economic recession, 
impacting on cash flows and pension contributions of the sponsoring companies and 
local authority councils. 

According to the latest figures, pension fund funding deteriorated significantly 
between March 2011 and March 2012. The funding ratio (assets divided by liabilities) 
also fell from 100 per cent to 83 per cent (The Purple Book, 2012), putting more 
pressure on schemes to look for short-term investment returns to improve funding. 

Pension funds are also operating in a world of increased human longevity and 
progressing pension fund maturity. Scientific data shows that life expectancy rose 
both in men and women: a 65-year-old man retiring today will, on average, live to 89. 
As a result of increased life expectancy, pension fund liabilities have soared to 
£1.702.6 billion, with pension deficits rising to £677.3 billion in 2012, from £470.7 
billion a year earlier (The Purple Book, 2012). 

Pension fund deficits have created a need for pension funds to match assets with 
liabilities. This so-called Liability Driven Investment (LDI) is also putting more 
pressure on pension funds to rely on the market, volatile as it may be, to address the 
funding problem. Pension funds are forced to seek more short-term investment 
solutions which are capable of ensuring the continuous flow of investment income 
into the fund and secure the payment of pensions. 
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In short, there are many factors which contribute to the short-termism of financial 
markets. The lack of clarity associated with ‘fiduciary duty’ seems to exacerbate the 
problem further. If we are to start tackling this pension issue, we need to account 
firstly for the complexity associated with current financial markets. Secondly, we need 
to focus more attention no the responsibilities and accountability of financial 
intermediaries such as the investment consultants who advise the trustees and the 
investment fund managers responsible for managing pension fund assets on their 
behalf. 

Investment Consultants 
Professor Kay has suggested that investment consultants are a source of investment 
short-termism behaviour because the investment consultants are making the 
recommendations to pension fund trustees based on recent investment performance 
histories of the investment fund managers, rather than future strategy. Investment 
consultants may also advise trustees to accept complexity, which would make it 
difficult for trustees to oversee the strategy.  
 
The Consultation expressed concerns about the apparent lack of regulation of 
investment consultants and asks consultees whether there is a need to review 
the regulation of investment consultants. (Q20).  
 
I welcome the Commission’s concerns about a lack of regulation of investment 
consultants. The initial findings of Tilba3 and McNulty (2013) suggest that while 
pension fund trustees are ultimately responsible for the outcomes of the investment 
strategy, the external investment experts play a critical role in the design and 
implementation of that strategy. It is not clear as to what, and if at all or to what 
extent, these experts (actuaries, fund managers and investment analysts) are 
accountable to each other, or the fund.  
 
My research suggests that although the trustees are responsible for investment 
strategy, hampered by personal liability concerns trustees draw on the expertise of 
investment consultants and delegate the responsibility for the execution of 
investment strategy, particularly equities management, to their investment fund 
managers. However, unlike trustees, the external experts have only limited 
accountability for their effects.  
 
Of particular concern here is the fact that investment consultants appear not to fall 
within the FCA regulatory regime because they are considered to be giving only 
‘generic advice’. This is problematic, in that in practice consultants are applying 
qualitative factors (such as a trustee’s investment beliefs and the governance 
considerations of individual pension fund clients) to come up with a recommended 
strategy. The crucial ‘selling point’ of consultants’ advice stems from their ability and 
skills to tailor the recommendations accounting for the specific and ‘unique’ needs of 
individual clients. This does not represent ‘generic advice’. It appears that while 
investment experts are powerful, they bear little responsibility for the outcomes of the 
services they provide to trustees. One pension fund executive summarised the 
scenario by noting that:  
 

 ‘I believe that professional advisers have three fundamental 
objectives. The first one is to stop themselves from being sued. The 

                                                 
3 A Tilba and T McNulty, “Engaged versus Disengaged Ownership: The Case of Pension 
Funds in the UK” (2013) 21(2) Corporate Governance: An International Review 165 at 172. 
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second one is to make money and the third one, if they don’t 
endanger the first two, is to give some advice to their clients’.  

 
The vacuum of accountability and legal responsibility is further exacerbated by 
investment consultants’ practice of presenting ‘alternative scenarios’ or ‘options’, 
thereby allowing trustees to make the final decision. However, in the eyes of trustees 
the consultant’s advice is mostly perceived as ‘endorsement’. One pension fund 
trustee has suggested that the trustee board is guided by what they are told by their 
officers, because ‘they are making trustees’ minds up’. Interestingly, this seems 
directly to contradict trustees’ duty ‘not to act under the dictation of another’ 
(Paragraph 6.21). The popular trend of consultants offering ‘fiduciary management’ 
services to their pension fund clients is another major concern.   
 
Fiduciary Duties within the Investment Chain  
Given the delegated nature of pension fund investment, there is significant potential 
for interdependence between the trustee, the actuary and the investment consultant, 
particularly where both experts work together for the same pension fund client, or 
work for the same firm and the investment fund manager. The interdependencies 
within the investment chain have accountability and governance implications that call 
for further consideration.  
 
Although I do not recommend a major change or reform of the general law relating to 
fiduciary duties, I would welcome clarification and strengthening of the law relating to 
duties of investment intermediaries towards their clients.  
 
Charges and value-added 
The Consultation notes the significant difference that charges can make to members’ 
benefits, also voicing some of the criticisms that many organisations have of the fee 
structures, transparency and excessive pricing. 
 
In response to the Department and Work and Pensions (DWP) consultation on 
charges I would say that there are more questions than answers about investment 
consultants and investment fund manager practices and governance, particularly 
relating to the nature and delivery of their strategic advice and its propensity to add 
value. 
 
Currently, there is considerable focus on the added value arising from 
consultants in manager selection.  While investment consultants earn 
significant revenues from fund manager selection and monitoring advice, it is 
difficult to see whether it adds anything of value.  
 
For example, a former investment consultant and a current chief investment officer of 
a pension fund with assets under management of almost £8 billion reflects on her 
working within the investment consultancy world by saying that: ‘their [investment 
consultant’s] intellectual capital is hugely overrated…and it is two or three years 
behind where it should be’.  
 
Another interviewee, a Chief Investment Officer of an industry-wide pension fund with 
assets under management exceeding £30 billion has expressed similar scepticism 
towards investment consultants’ and investment fund manager services:  
 

‘We don’t think consultants give very good advice. We don’t think that 
they actually have the expertise in many cases to give a sort of 
advice they are reporting to give. We think that there is a huge 
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agency issue and we do not think that their advice is objective 
because they are after a fee income. Otherwise how would most 
internally managed pension funds have gone external and invested in 
quoted securities when we know the returns on quoted securities tend 
to be the market return minus the fees charged. We charge 7 basis 
points here and the average external fund would charge 30 or 40 
basis points to an average pension fund, in fact, far more…certainly 
more than half of pension funds would probably be charged 50 basis 
points which means you get half of percent of underperformance 
each year.’  

 
My prior research and discussions with pension fund executives, and indeed former 
investment consultants, suggest that trustees perceived that manager selection adds 
little to the long term return of a pension fund.  It is my belief that legislators ought to 
focus on the quality of the advice that investment consultants give in strategic asset 
allocation. This is particularly relevant since consultants charge significant fees for 
strategic advice and any failing in this area could result in a major impact on the long-
term viability of a pension fund, with very little accountability built into the relationship.  
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Q2:

I disagree. The presumption that delivering a financial return is de facto in a beneficiary’s interests
regardless of other outcomes of that approach is simplistic and can be misguided. I do not believe it is
possible to separate out financial benefit from other factors.

In the case of pensions, the purpose of providing access to finance in retirement is to enable the beneficiary
to live as comfortably as possible with the resources available. If investing in those companies that will
deliver the highest financial returns over 30 years also creates an environment into which one retires where
there are wars breaking out due to food, water and other resource shortages and widespread migration
taking place, all exacerbated by the behaviour of those organisations which the individual’s pension has
been invested in, I would argue that is not in the best interests of that individual, nor providing optimally
for the life s/he will lead in retirement.

Whilst it will be the case that different investments will be made for different purposes and some,
particularly short term investments, may be intended to deliver a financial return only, or to enable a
particular product to be developed, or project to proceed, I believe that individuals who invest via pensions
or insurance or savings products (and similarly institutions) should be asked to specify the underlying
principles that agents acting on their behalf should apply in determining what acting in their best interests
means.

Far from using the law of fiduciary duties as a shield to avoid having to consider more deeply the
consequences of their investment decisions, I believe trustees should have more guidance on what
comprises exercising that  duty appropriately in an increasing connected and increasingly resource
constrained world.

Q5:

I believe there should be legally prescribed opportunities for beneficiaries to direct how trustees make
investments on their behalf. (By way of example, I have opted out of the auto enrolment into a pension
with my company because the way it has been set up, I cannot identify a fund into which I would be
comfortable investing and I would rather money was not invested in my name in entities that may be
causing social and environmental harm, than take the financial benefit from that happening. If I could direct
– or at least set some parameters around that investment – then I would sign up for the pension, in line
with the government’s stated aim).

Q6:



I believe this is the wrong question. The issue is not that the law does not permit sufficient diversity of
strategies. It is that practice has shown that market practice is for the vast majority of trustees adopt an
approach which has adverse consequences.

If the measure is what would a reasonable trustee do, the answer is likely to be ‘what the majority of other
trustees are doing’ and hence the harmful status quo is preserved.

This exposes a theme throughout this paper, that there is little wrong with the law as it stands. This may be
true in terms of an academic analysis, but ignores how the law is being interpreted in practice. There is little
in the paper which suggests what alternative solutions may be to address the issues identified by Kay and
others as summarised at the start of the paper. Whilst it may be argued it is not the place of the
Commission to look beyond its narrow remit, if every sector involved in this issue concludes, ‘it’s not us
that’s the problem, Guv’, it may well be that these questions have to be revisited, or recast, to offer a more
constructive response.

This is relevant to Question 7 also.

Q8:

The law should require trustees to seek beneficiaries’ positions on ethical issues so that they can take them
into account in making investment decisions.

Q11:

This question perhaps goes to the problem you have responding to the task government has set you at this
moment in time and why you are adopting the position you do. There is plenty of evidence to suggest that
the world stock markets are hugely inflated by the Carbon Bubble (ie values are based on assumptions
around deposits of oil that can never be economically and environmentally extracted). There is also the
issue that the world economy consists of levels of debt that vastly exceed the real value of that economy
and so it is perpetually (and increasingly) vulnerable to defaults triggering widespread collapse. These are
systemic risks which, once acknowledged become self fulfilling; hence the need to ignore them and relieve
trustees of the duty to take them into account, even if the consequence of doing so is to increase the scale of
those risks further.  

Q12 and Q13:

For the reasons already given, I do not believe the legal obligations on trustees are in the best interests of
the ultimate beneficiaries.

Q14-Q17

I agree with each point here and believe the suitability of investment strategies should be reviewed
annually.

Q18

Only if specific duties are enacted to achieve greater clarity where it is desirable.

Q19

There is clearly an issue here. If the solution is not the right to sue for breach of statutory duty, then some
other sanction needs to be introduced – possibly a range from fines for poor practice through to removal of



licence to practice for dishonest actions.

Q20

Evidently.

Q21

Yes

Q22

Yes
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THE LAW COMMISSION CONSULTATION PAPER NO. 215 (OCTOBER 2013) 

FIDUCIARY DUTIES OF INVESTMENT INTERMEDIARIES 

RESPONSES TO QUESTIONS RAISED IN THE CONSULTATION PAPER 

 

Q1: Do Consultees agree that this is a correct statement of the current law? 

In our view, this is broadly a correct statement of the current law.  Minor quibbles are as 
follows: 

s92(1): Trustees should take account of such factors in all circumstances but they may 
legitimately conclude that, in given circumstances, the considerations are of little 
or no relevance.  

Also, in the final sentence, we suggest that the words "free" and "not" should be 
transposed - if a non-ESG strategy would better serve the interests of their 
beneficiaries, the Trustees are not free to ignore that strategy and select one 
which is determined by ESG factors. 

s92(3): There have been limited circumstances in which the courts have recognised that 
factors which may be taken into account in a pension scheme context may 
include the health of the employer and the continued employment prospects of 
active members - for example, the case of Evans v. London Cooperative Society 
Limited (unreported) heard in the Chancery Division on 5 July 1976 and noted at 
page 356 in Private Occupational Pension Schemes by Robin Ellison.  Similarly, 
the appropriateness of investing in competing industries, insofar as it affects the 
interests of members and employers, may be weighed in the balance (Cowan v. 
Scargill). 

Q2: Do Consultees agree that the law reflects an appropriate understanding of beneficiaries' 
best interests? 

Yes. 

Q3: Do Consultees think that the law is sufficiently certain? 

Yes. 

Q4: Should the Occupational Pension Scheme (Investment) Regulations 2005 be extended to 
all trust based schemes? 

 We believe that there is a case for extending Regulation 4 (Trustees' powers and duties) to all 
trust based schemes (other than small self administered schemes), but that little would be 
gained by extending Regulation 2 (Statements of Investment Principles) to all schemes given 
the administrative costs of doing so.   

Q5: Are there any specific areas which would benefit from statutory clarification? 

 No: we think the legislation is sufficiently clear and goes as far as is reasonable.  However, 
this is subject to two qualifications.  First, we believe that it is not lack of clarity in the law, 
but rather the perceptions of some trustees, which may cloud the issue.  To an extent, those 
perceptions are perhaps conditioned by historical perceptions of socially-responsible or ethical 
investment considerations being promoted at the expense of financial return (rather than being 
considerations which may themselves affect that return).  Secondly, we believe that some 
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assistance may be given to overcoming these perceptions if recognition is given to these 
conditions in the legislation (see Q8 below).   

This would also extend to the approach taken by trustees in setting the range of investment 
vehicles from which the members of defined contribution occupational schemes may select 
investment options in which they choose to invest, based upon each member's own 
assessment of investment risk and return. 

Q6: Do Consultees agree that the law permits a sufficient diversity of strategies? 

 Yes - we believe that any lack of diversity is likely to be caused by commercial considerations 
(or a "herd" instinct) rather than a lack of flexibility in the law.  

Q7: Do Consultees agree that the main pressures towards short termism are not caused by 
the duty to invest in beneficiaries' best interests? 

 Yes - general benchmarking and related commercial pressures, coupled with the employer's 
accounting considerations, are generally paramount. 

Q8: Do Consultees agree that the law is right to allow trustees to consider ethical issues only 
in limited circumstances? 

 We are not convinced this is strictly correct as a statement of the law.  As noted in the context 
of Q1, we believe that ethical issues are always a factor which could potentially be taken into 
account, in so far as those issues may affect long term investment performance.  As such, the 
requirement in Regulation 4 of the Investment Regulations already provides a direction to 
Trustees that they must invest in the best interests of members.   

Nevertheless, we believe that there is a case for taking some action to assist in dispelling 
misconceptions of the law - or possible predispositions against considering ESG issues (see 
Q5 above).  If an amendment were to be made, we suggest that Regulation 4 should be 
extended in order to require trustees to consider those items relating to social, environmental 
and ethical considerations, together with governance issues, to which the statement of 
investment principles must refer (Regulation 2(3) of the Investment Regulations). 

This would recognise the need to consider wider issues in determining what is in the 
beneficiaries' financial interests without in any sense suggesting that such factors could 
encourage investment decisions which are contrary to beneficiaries' financial best interests.  It 
would, however, require more positive consideration of the issues by trustees - a development 
which has not occurred, in the main, simply by requiring a statement to be made in the SIP.  

If this were felt to be too radical a proposal, an alternative approach would be to extend 
Regulation 4 to make it clear, for the avoidance of doubt, that trustees may take these factors 
into account.  In our view, this would not represent a change to the current position, but it may 
encourage some trustees to adopt a broader perspective.  

Q11: Are there any systemic areas of trustees' investment strategies which pose undue risks? 

 We believe that stock lending is a practice which requires further review.  In the aftermath of 
the financial crisis, it became very clear how difficult it was to unwind stock lending 
programmes over a relatively short period of time. 

Q12: Overall, do Consultees think that the legal obligations on trustees are conducive to 
investment strategies in the best interests of the ultimate beneficiaries? 

 Yes, but please see our comments in relation to Q8. 
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Q14: Do Consultees agree that the duties on contract based pension providers to act in the 
interests of scheme members should be clarified and strengthened? 

 We believe that further efforts should be made to create a level playing field between the 
responsibilities of providers and administrative burdens inherent in contract based pension 
schemes, when compared with trust based schemes.  At present, there is an element of 
regulatory arbitrage, which leads some employers to select the contract based route, 
potentially at the expense of members who suffer higher charges.  A mechanism for achieving 
this could well include imposing explicit legal duties on Independent Governance Committees 
(see Q16).   

We note the DWP's "call for evidence" on "Quality Standards in workplace defined 
contribution pension schemes" (July 2013) discusses the governance of contract-based DC 
schemes.  This supports the concept of creating a more level playing field, but is an early 
stage exploration of this issue.   

Q18: Do Consultees agree that the general law of fiduciary duties should not be reformed by 
statute? 

 We agree. 

Q22: Should the FCA review the regulation of stock lending by custodians? 

 Please see above (Q11) in relation to stock lending. 

 
 
 
Baker & McKenzie LLP 
10 January 2014 
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Question 1)  
Do consultees agree that Chapter 10 of the Consultation Paper represents a correct 
statement of the current law? (14.6) 

Response:  Other 
 
Comments:   
In the main, yes. However, the contention at 10.78 that pension fund trustees are 
not obliged to take macroeconomic factors into account may be disputed. It is hard 
to see how the statutory obligations of suitability and diversification can be met 
without taking account of macroeconomic factors. Since diversification must take 
account both of the systematic and idiosyncratic risk of any investment and a proper 
assessment of systematic risk is driven by macro considerations, it does not seem 
possible to avoid such considerations. Moreover, in the context of fixed interest 
investment and especially government securities, macro considerations are the 
dominant factor driving investment and prices and therefore macro considerations 
must be taken into account. 

Question 2)  
Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests? (14.11) 

Response:  Yes 
 
Comments:   
 

Question 3) 
Do consultees think that the law is sufficiently certain? (14.15) 

Response:  Other 
 
Comments:   
The law in its current form achieves quite a good balance between certainty and 



flexibility. It is an efficient default rule which can be contracted around (in trust 
deeds or investment mandates) as required to meet special circumstances. A more 
mechanistic and rules‐based approach would likely not work so well and would 
encourage a more compliance‐based approach rather than focus on the simple 
principle of giving priority to the client's best interests.  Some clarification would be 
helpful with regard to contracting out of fiduciary duties. In this regard pension fund 
beneficiaries are in a worse position than shareholders in a company since the 
Companies Act (s232) limits contracting out of directors' duties (although it does not 
prevent upward revision). In principle some limitation on contracting out seems 
appropriate so as to preserve a proper distinction in terms of legal duties between 
trust and contract based pension schemes. The new set of duties proposed as para 
1.10 for all participants in the investment chain risks confusing the law even further 
since the broader default rules would remain applicable in many cases in the 
absence of contracting out. The Australian solution of trust law for all pension 
provision should not be ruled out since it delivers a clean and clear solution at the 
top of the chain of intermediation and focuses attention more clearly on the role of 
trustees.            Whether the law is sufficiently accessible is a different matter. That 
concern led to codification of fiduciary duties for directors in the Companies Act 
2006 but the link with the common law was not broken since the common law 
remains relevant for interpreting the statutory provisions. 

Question 4) 
Should the Occupational Pension Scheme (Investment) Regulations 2005 be 
extended to all trust‐based pension schemes? (14.15) 

Response:  Yes 
 
Comments:   
Pension savings are too important to exclude this protection from members of small 
schemes. 

Question 5) 
Are there any specific areas where the law would benefit from statutory 
clarification? (14.15) 

Response:  Yes 
 
Comments:   
The role of fiduciary duties in DC based pension schemes requires clarification as 
does their governance structure. On the latter issue, it may be useful to look at 
developments in with‐profits life assurance where similar issues relating to role of 
the insurance company in managing funds and exercising discretion in the allocation 
of bonuses have been addressed.   As mentioned in 3 above, the law relating to 
contracting out of fiduciary duty requires clarification. 

Question 6) 
Do consultees agree that the law permits a sufficient diversity of strategies? (14.21) 

Response:  Yes 
 
Comments:   
Even if the default legal rules were regarded as potentially restrictive they can be 
contracted around in the trust deed or the investment mandate to deal with special 



circumstances. And it should be borne in mind that the secular shift from equities to 
fixed interest and into new asset classes (such as hedge funds and private equity) 
across the sector in the past three decades has been facilitated by the law as it 
stands.  Limitations on investment strategy are more likely to be related to 
behavioural patterns in fund management such as the tendency towards herding 
around benchmarks. While the consultation rightly notes that legal duties may 
contribute towards herding, there are few if any instances of liability being 
established for under‐performing benchmarks. The drivers of strategy are more 
likely to be retention of mandates (defensive) and securing performance 
fees/mandates (aggressive). 

Question 7) 
Do consultees agree that the main pressures toward short‐termism are not caused 
by the duty to invest in beneficiaries’ best interests? (14.24) 

Response:  Yes 
 
Comments:   
 

Question 8) 
Do consultees agree that the law is right to allow trustees to consider ethical issues 
only in limited circumstances? (14.28) 

Response:  Other 
 
Comments:   
In principle all listed companies have to consider ESG issues and to disclose their 
policy on implementation (in the Business Review). Thus, ESG issues are already 
reflected in market prices. Any equity investment incorporates an implicit ESG 
dimension. And if the market believes that ESG adds value, new investors will have 
to pay for that. Thus, ESG is an issue for value and performance right across the 
lifetime of the investment portfolio and not just at the point of acquisition and 
disposal. It is a central part of stewardship in cases where the ESG issues fall short of 
justifying disposal.  Otherwise I agree with the conclusion at para14.28. 

Question 9) 
Does the law encourage excessive diversification? (14.32) 

Response:  No 
 
Comments:   
Diversification relates not just to investment risk but geographic risk, currency risk 
and the risk of selecting a poor manager (hence the multi‐manager solution).  There 
are also incentives and constraints derived from other sources. For example, the 
concert‐party rules in the Takeover Code and the market abuse regime have been 
highlighted in the context of the Stewardship Code as reasons why institutional 
investors prefer to hold only a small percentage of any listed company. The rules on 
ownership disclosure are another factor as is the preference for liquidity (since a 
larger shareholding may be more difficult to sell). 

Question 10) 
Does the law encourage trustees to achieve the right balance of risk and return? 
(14.32) 



Response:  Yes 
 
Comments:   
The law encourages trustees to consider this issue. Achievement is a matter of 
implementation and is related to the risk tolerance and preferences of the 
beneficiaries. Since that may be difficult to define or differentiate among pension 
schemes, a tendency towards herding becomes inevitable. Perceptions of risk and 
return may also create problems. So called "safe assets" are often  the outcome of 
the legal/regulatory treatment of the relevant assets (e.g. the preferential treatment 
of government bonds on bank balance sheets under the Basel Regulatory Capital 
Framework) and may disguise the true risks to which investors are exposed (e.g. 
inflation, currency depreciation, default). 

Question 11) 
Are there any systemic areas of trustees’ investment strategies which pose undue 
risks? (14.32) 

Response:  Other 
 
Comments:   
I am not sure whether this question is referring to systemic risk (the risk of contagion 
and collapse across the financial system) or systematic risk (macro risks that cannot 
be avoided by diversification).  On the first point, herding is a factor for systemic risk 
since it amplifies downward spirals in markets as prices fall : but pension funds pose 
little by way of systemic risk because they are not leveraged and their liabilities are 
long‐term (unlike banks). 

Question 12) 
Overall, do consultees think that the legal obligations on trustees are conducive to 
investment strategies in the best interests of the ultimate beneficiaries? (14.33) 

Response:  Yes 
 
Comments:   
Since there is no clear evidence that legal obligations stand in the way of particular 
investment strategies, it seems that the law is conducive to promoting the best 
interests of beneficiaries.  Where the law may be deficient is in its failure to require 
the trustees to give more careful consideration to costs (management and 
transaction costs) as a factor which has a large impact on the eventual return 
provided to pension fund beneficiaries. This is also an issue for DC schemes since the 
policy of disclosure to individual contributors does not seem to be very effective in 
controlling charges. 

Question 13) 
If not, what specifically needs to be changed? (14.33) 

Response:   
 
Comments:   
See comment in 12 above. 

Question 14) 
Do consultees agree that the duties on contract‐based pension providers to act in 
the interests of scheme members should be clarified and strengthened? (14.42) 



Response:  Yes 
 
Comments:   
See comment in 5 above. 

Question 15) 
Should specific duties be placed on pension providers to review the suitability of 
investment strategies over time? If so, how often should these reviews take place? 
(14.42) 

Response:  Yes 
 
Comments:   
This duty may already be implicit in the OPS Regs made under the Pensions Act 1995 
(SI 2005/3378) and under the COBS applicable to investment managers. If not, 
reviews should be required periodically (e.g. every three years) or on the occurrence 
of specified events (e.g. a specified fall in value of the portfolio). Reviews would 
operate most efficiently in tandem with investment mandates. 

Question 16) 
Should members of Independent Governance Committees be subject to explicit legal 
duties to act in the interests of scheme members? (14.42) 

Response:  Yes 
 
Comments:   
 

Question 17) 
Should pension providers be obliged to indemnify members of Independent 
Governance Committees for liabilities incurred in the course of their duties? (14.42) 

Response:  Yes 
 
Comments:   
If not, there may be problems in recruiting to these committees. 

Question 18) 
Do consultees agree that the general law of fiduciary duties should not be reformed 
by statute? (14.61) 

Response:  Yes 
 
Comments:   
I do not think that reform to the substance of the law is required.  It is a different 
issue as to whether codification of the common law would be beneficial from the 
perspective of legal certainty and accessibility. A persuasive case can be made for 
that along the lines of the approach to directors' duties in the Companies Act 2006.  
However, care needs to be taken with regard to proliferation of fiduciary and quasi‐
fiduciary standards across EU and UK regulatory rules (such as MiFID, COBS, UCITS, 
AIFMD). The danger with this approach is complication and confusion as a 
complicated matrix of regulation, default fiduciary duty and contract has to be 
interpreted in each specific scenario. 

Question 19) 
Should rights to sue for breach of statutory duty under section 138D of the Financial 



Services and Markets Act 2000 be extended? (14.67) 

Response:  Yes 
 
Comments:   
The restriction of the right to sue to private investors implicitly accepts that private 
enforcement may be appropriate but only in the hands of those who are not able to 
use that remedy. That seems an odd approach. If private enforcement is appropriate 
it ought to be placed in the hands of those that can use it to promote compliance 
and accountability.  There is no question here of extension of legal duties, only of 
their enforcement. Regulators do not have the capacity to enforce all breaches of 
regulatory rules and therefore a supplementary role for private enforcement should 
be recognized. In any event, where regulatory rules overlap with common law duties 
(as they often do) there will be a right to sue under the common law. Moreover, the 
requirement to show a causal link between breach of the rule and loss has to date 
constrained (private) action and would likely do so in the future. There is also an 
argument to be made that the courts have for too long been sidelined in setting 
standards of conduct in the financial sector and that there is no reason in principle 
why the financial sector should be treated differently from other areas of commerce 
where the courts are involved in setting fiduciary standards (e.g. agency, 
partnership, companies). 

Question 20) 
Is there a need to review the regulation of investment consultants? (14.71) 

Response:  Yes 
 
Comments:   
 

Question 21) 
Is there a need to review the law of intermediated shareholdings? (14.74) 

Response:  Other 
 
Comments:   
There may be a need to do that for other reasons (e.g. legal certainty) but not solely 
to solve the problems of short‐termism and fiduciary duties in the investment chain. 

Question 22) 
Should the FCA review the regulation of stock lending by custodians? (14.75) 

Response:  N/A 
 
Comments:   
Some practices with regard to stock lending suggest that fiduciary duties are not 
properly understood or applied in framing the role and remuneration of custodians 
and fund managers. 

Question 23) 
Do you have any other comments about fiduciary duties in the investment chain, or 
how those duties are applied in practice? 

Response:   
 
Comments:   
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Introduction 

The Law Society of Scotland aims to lead and support a successful and respected Scottish 

legal profession.  Not only do we act in the interest of solicitor members but we also have a 

clear responsibility to work in the public interest.  That is why we actively engage and seek 

to assist in the legislative and public policy decision making processes. 

To help us do this, we use our various Society committees which are made up of solicitors 

and non-solicitors and ensure we benefit from knowledge and expertise from both within 

and outwith the solicitor profession. 

 

The Pensions Law Sub-Committee has had the opportunity to consider the Law 

Commission’s Consultation Paper No 215 on Fiduciary Duties of Investment Intermediaries 

and has the following comments to put forward:    

General Comments 

Having reviewed and considered the consultation document in detail, we would like to draw 

attention to a number of points within the document which we would suggest may be 

inaccurate or the have potential to be misleading. 

 

3.78 - The sentence 'It becomes the property of the insurance company, which may do 

what it will with it' is inaccurate and misleading.  There are FCA rules on the operation of 

property-linked funds and the principal ones are INSPRU 1.5.35 to 371 and COBS212. 

At a high level, these mean that an insurer has to set out the objectives for the fund, 

prepare a detailed fund mandate and then invest in the appropriate assets e.g. a UK Equity 

Fund must invest in UK Equities. The FCA have recently conducted a Thematic Review of 

'The governance of unit-linked funds' (TR13/8 October 2013) and this include fund 

governance structure and fund mandate compliance. 

 

7.14 - The SIP provisions are modified for wholly insured schemes and the SIP must cover 

the point covered in 7.14(1) and the reasons for being a wholly-insured scheme. 

 
                                                 
1 http://www.fshandbook.info/FS/html/FCA/INSPRU/1/5 
2 http://www.fshandbook.info/FS/html/FCA/COBS/21 
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12.8 - We would agree that it is an over-simplification that contract-based providers are not 

subject to fiduciary duties.  (It is actually the scheme administrators that are more relevant 

in this context.)  There are many decisions by the Pensions Ombudsman in relation to the 

discretionary distribution of death benefits that would support that contention.  We believe 

however that the statement that contractual parties are not subject to the same duties to 

exercise their powers for the purpose for which they were given is also an over-

simplification.  In practice, there are restraints to the actions of the provider/scheme 

administrator within the contract (given the Unfair Terms in Consumer Contracts Directive), 

regulation by the FCA and the access of members to FOS and the Pensions Ombudsman. 

 

12.11 - This paragraph should have considered the employer's duty of good faith to its 

employees and the fact that the auto-enrolment legislation does not contain wording 

equivalent to the stakeholder 'protection' contained in section 3(8) of the Welfare Reform 

and Pensions Act 1999. 

 

12.12 - This paragraph does not consider the position of the remaining employers who do 

not take advice or, having taken initial advice, fail to review their scheme. 

 

13.15 and figure 13.2.  The entry Regulatory minimum rate of return' is misleading given 

that it only applies to sums on deposit (as set out in 13.18). 

 

13.20(2) - The managers are not required to state their policy on securing compliance with 

the Investment Regulations because these regulations do not apply to personal pension 

schemes. 

 

13.24 - With the exception of the default fund, providers are not required to take fund 

selection decisions for the members but this is no different from occupational pension 

schemes where members have a choice of funds.  There is no explicit duty in the 

regulations for providers to act in the best interests of the scheme members but this is 

because operating a contract-based stakeholder is a regulated activity and therefore 

subject to the rules in the FCA handbook.  As pointed out in paragraph 12.18, there is a 

'best interests' rule in COBS 2.1 and a number of the Principles for Business deploy similar 

© The Law Society of Scotland 2013   Page | 2 



concepts.  The Pensions Regulator (in conjunction with the FSA) prepared a paper on how 

the FSA requirements supported the TPR's defined contribution quality features.3   

 

There are differences between the governance of a scheme specific fund by the trustees of 

that scheme and the governance of an insured fund open to members of a range of 

schemes but it is not true that there is no monitoring the investments in a contract-based 

scheme.  The insurer does have to monitor compliance with fund mandates and this is part 

of the FCA compliance processes (see 13.38 below). 

 

13.27 - The reference to 'minimum return rates' is misleading for the reason mentioned in 

13.15. 

 

13.36 - The reference to costs taken out of profits is misleading.  These costs are costs in 

running the funds so they are deducted from the fund and therefore reflected in fund 

performance.  There is therefore a disincentive to trade unless there is a good investment 

reason to do so.  In tracker funds, trades will be required. 

 

13.38 - Member choice of alternative funds is presented here as if it is a problem that is 

peculiar to contract-based schemes.  There will be trust-based occupational pension 

schemes where the members have no investment choice but there are schemes where 

there is a default investment but members have a choice of alternative funds (with NEST 

being an obvious example as a result of explicit Government policy (see Chapter 5, 

Investment and accessing savings within the 'Personal accounts: a new way to save' White 

Paper from December 2006).  (This is also the position in Australia.)  Occupational and 

personal pension schemes are thus converging on a common position that schemes have a 

default plus a range of member-selected investment options. 

 

13.65 - Whilst it is correct that there is no explicit requirement in the FCA Handbook to 

inform employers of the charges, this happens in practice given the employers involvement 

in the provider selection process.  There is also the 'Pension Charges made clear: Joint 

                                                 
3 http://www.thepensionsregulator.gov.uk/docs/principles-and-features-for-good-quality-pension-schemes.pdf 
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Industry Code of Conduct - telling employers about DC pension charges' issued in 

November 2012. 

 

13.68 - This paragraph should also have referred to paragraph 8.30 of the OFT report 

which acknowledged that master trusts have different structures and fully insured master 

trusts would be covered by the FCA/PRA requirements and the FSCS.  (The OFT comment 

that larger employers may not be able to claim on the FSCS is not correct for long term 

contracts of insurance as the issues apply to other investments.) 

 

13.79 - There are several errors within this paragraph.   There is a failure to distinguish 

between the role of the adviser and the role of the provider which can be illustrated by 

comparing the FCA's TCF 'Outcome 4: Where consumers receive advice, the advice is 

suitable and takes account of their circumstances.' and TCF 'Outcome 2: Products and 

services marketed and sold in the retail market are designed to meet the needs of identified 

consumer groups and are targeted accordingly.'   The reference to 'investment principles' is 

also wrong in that, for insured funds, it is the insurer that sets out the fund objectives and 

mandate and, subject to providing notice of a material change to the former, the insurer can 

change them.  The funds will however have been selected by the member and, aside for 

cases where a fund is wound up; the insurer does not have a contractual right to override 

the member's decision (and hence does not have a duty to review the member's decision). 

 

14.41 to 14.44.  The framework for Independent Governance Committees will still be a 

matter for discussion between the ABI, DWP and OFT but it is clear from the OFT report 

that they will operate in a similar way to With Profits Committees under COBS 20.5 in 

accordance with a terms of reference so that their responsibilities will be clear.  The role is 

to provide effective and expert challenge but, as noted in your report, they will be in a 

position to make their proposals public if the provider fails to act on their recommendations.  

What was not covered in your report is that they will be empowered to inform employees, 

employers and the appropriate regulator (3rd bullet point of paragraph 9.12 of the OFT 

report).  Our understanding is that members of with profits committees are covered by 

indemnity insurance and, in order to recruit members of Independent Governance 

Committee’s, this will be a necessity so no obligation to do so will be necessary 
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Law Commission 

Folarin Akinbami 

1st Floor, Tower  

52 Queen Anne’s Gate  

London SW1H 9AG 

 

Submitted by e-mail 

 

 
 
Subject: Eumedion’s response to the UK Law Commission consultation on fiduciary 

duties of investment intermediaries  

Ref:   B.14.04 

 

 

The Hague, 17 January 2014 

 

 

Dear Sir, dear Madam, 

 

Eumedion welcomes the opportunity to submit comments on the Consultation Paper nr. 218 on 

fiduciary duties of investment intermediaries which was issued by the UK Law Commission on 22 

October 2013. By way of background, and to put our comments in context, Eumedion is the 

shareholder engagement platform of 69 Dutch and non-Dutch institutional investors – all with a long 

term investment horizon – and aims to promote good corporate governance and sustainability in the 

listed companies our participants invest.  

 

We prefer making some general comments instead of responding to each question posed in the 

document. 

 

I. General 

The Law Commission has been asked by the UK Department for Business, Innovation and Skills (BIS) 

and the Department for Work and Pensions (DWP) to investigate how the law of fiduciary duties 

applies to investment intermediaries and to evaluate whether the law works in the interests of end 

investors. The project arises from the 2012 Kay Review of UK equity markets and long-term decision 
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making. In the same spirit  the European Commission adopted a Green Paper on long-term financing 

in March 2013, which also addresses problems of financial intermediation. 

 

Although the geographical scope of the paper is the United Kingdom and the Law Commission has not 

considered the needs of foreign owners of UK companies, the paper’s central question of how the 

(fiduciary) duties in the investment chain serve the long term interests of the end investors is also 

highly relevant for other markets.
1
 We believe that foreign market participants and policymakers 

looking at the functioning of the intermediation chain could greatly benefit from the intellectually 

profound analyses conducted by the Law Commission. 

 

In the consultation paper, the Law Commission differentiates between duties of pension trustees and 

duties of other parties in the investment chain, including asset managers and custodians. Below we 

will comment on these respective categories.  

 

II. Pension trustees 

Eumedion recognises the Law Commission’s statement that the primary duty in case of a pension 

scheme is that trustees use their investment powers so that they earn returns to provide a pension.
2
 

Pension trustees should exercise their investment powers to ensure the security, quality, liquidity and 

profitability of the portfolio as a whole, without excessive reliance on any particular asset, issuer or 

group of undertakings.
3
 The Law Commission concludes that with these broad parameters pension 

trustees may take wider environmental, social and governance (ESG) factors into account in making 

investment decisions, but are not required to do so if they consider that another strategy would better 

serve the interests of their beneficiaries.
4
  

 

ESG factors 

While Eumedion acknowledges the importance of trustees having considerable discretion, we 

recommend the Law Commission to take a  stronger position. There is increased evidence that taking 

account of ESG factors can reduce risks and can lead to better returns in the long run.
5
 A more holistic 

view, including  ESG factors, could also help to solve the problem of “short-termism”, addressed in the 

Kay Review, in which investors trade on the basis of short-term movements in the share price rather 

than investing on the basis of company value. ESG aspects are relevant and can be very material 

across all asset classes  that any pension fund or other institutional investor may be invested in, apart 

from cash or exotic investments like music rights. 

 

Therefore, we would welcome duties of care that clearly encourage pension trustees to take account 

of  ESG factors. One method to achieve this is requiring pension trustees to consider in their 

investment policies not only financial but also ESG aspects of investee companies’ performance and 

                                                   
1
 Consultation paper, para 1.28. 

2
 Consultation paper, para 10.25. 

3
 UK Occupational Pension Scheme (Investment) Regulations 2005 SI 2005 No 3378. 

4
 Consultation paper, para 10.53-10.66. 

5
 Consultation paper, para 10.48-10.51. 
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report annually on how they have taken these factors into account. A new provision in the Dutch 

Pension Act, which entered into force on 1 January 2013, requires pension funds to disclose how ESG 

factors are taken into account in their investment policies; and is similar to the requirement for UK 

pension funds to comment to this effect in their Statement of Investment Principles (chapter 7).
6
 

Moreover, stronger enforcement of fiduciary principles so that they serve their intended purpose could 

also help to resolve short-term pressure. 

 

Macroeconomic factors 

Pension funds with diverse portfolios have a clear interest in a good performance of the economy as a 

whole. To maximise their returns they essentially need to make investment decisions that contribute to 

a sustainable and successful economy. At the same time, a single pension fund’s primary duty is to 

provide long term financial benefits for its  own beneficiaries and it is unlikely that a single pension 

fund’s actions  can make a real difference to a macroeconomic problem. In light of this, we support the 

Law Commission’s approach that  trustees should consider whether they  take macroeconomic factors 

into account.
7
  

 

Macroeconomic factors can be better addressed through collective stewardship initiatives such as 

engagement, where costs and benefits can shared across many investors, as the Law Commission 

rightly points out. However, only a minority of pension funds conducts stewardship responsibilities, 

either individually or collectively.
8
 This is a concerning fact as indeed engaging with companies on 

their long-term strategy can be highly effective even without acquiring a meaningful stake.
9
  

 

Therefore, there is an urgent need that much more pension funds commit sufficient resources to take 

up their roles as engaged owners. More of them should work directly with investee companies to build 

long-term relationships, preferably collaboratively. Asset owners need to make sure that both their 

internal investment professionals and their external fund managers are committed to their stewardship 

responsibilities. 

 

Quality of life factors 

We agree with the Commission that while the effect of an investment on the quality of life may be seen 

as an investment factor, one cannot expect from pension trustees to accept a lower return from an 

investment just because it will improve some people’s  lives. The Law Commission’s states that one 

group’s quality of life factors will be another group’s financial loss. Nevertheless, more can be done to 

encourage pension fund trustees to look at the best of both worlds; investments that both improve 

quality of life and provide good financial returns. We would be pleased if the Law Commission could 

come up with recommendations in this regard.  

 

                                                   
6
 Article 135 of the Dutch Pension Act. 

7
 Consultation paper, para 10.77. 

8
 Consultation paper, para 10.38. 

9
 D. Bartman en M. Wiseman, ‘Focusing on the long term’, Harvard Business Review 2014, p. 48-50. 
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Ethical factors 

As for ethical factors, we agree with the Law Commission that pension funds  should not invest in 

activities which are illegal or which contravene international conventions (e.g. the Convention on 

cluster munitions).
10

 While other ethical factors could also be an investment factor, trustees should be 

reluctant to pursue ethical purposes with beneficiaries’ money unless they have ascertained that it is 

their beneficiaries’ wish to do so, and the participants accept the potentially negative impact on 

returns. The morality and ethics pension funds apply, should essentially be those that would be 

appropriate to the beneficiaries. 

 

III. Fiduciary duties in the rest of investment chain 

The Law Commission has also considered to what extent the other parties in the chain of 

intermediation should be subject to fiduciary duties (including brokers, asset managers, collective 

investment funds and custodians). The other parties operate under contracts and duties of care, which 

duties are largely compatible with fudiciary duties but more flexible and less certain.  It  is important 

that vulnerable and non-expert individuals are protected by sophisticated duties of care. 

 

Using the word ‘fiduciary’ for other parties’ duties  in the chain might be confusing as the word has so 

far only be used for  pension funds’ duties, at least under the Dutch legal framework. Therefore, we 

endorse the UK government approach in its  response to the Kay Review to avoid the word ‘fiduciary’ 

and instead set out that other parties should act (i) in good faith, (ii) in the best long-term interest of 

their clients (beneficiaries) and (iii) in line with generally prevailing standards of decent behaviour. For 

asset managers and fund managers, these important principles are to a large extent already laid down 

in contractual agreements and derived from relevant European directives, including MiFID, UCITS and 

AIFMD.  

 

IV. Custodians 

We support the Law Commission in its view that there is a clear need to bring legal clarity in the 

international legal framework under which intermediated shares are held. Over the years, however, it 

has proven to be almost  impossible to achieve that legal certainty objective. The 2009 Unidroit 

convention has not been ratified by any country and the European Commission has not come up with 

any legislative proposals following their two successive consultation papers of 2010 and 2011 on this 

subject. Meanwhile, internationally operating institutional investors have continued to struggle with the 

severe problems of a poorly functioning cross border voting chain.  

 

For institutional investors and their asset managers a well functioning investment chain between them 

and the issuers is of utmost importance, particularly the ability to receive information, to vote at 

shareholders’ meetings and to receive confirmation that the vote instruction has been received by the 

issuer. This is essential for institutional investors and their asset managers in relation to being 

‘responsible and active owners’. We believe that in principle the entity who bears the economic risks 

                                                   
10

 Consultation paper, para 14.25. 
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and receives dividends on any shares or other securities purchased, should be able to use the voting 

rights attached to the shares in a effective manner. Also shareholders should have the right to know 

whether their shares have been voted as instructed. 

 

Again, Eumedion welcomes the Law Commission’s project and appreciates this opportunity for 

comment. If you would like to discuss our views in further detail, please do not hesitate to contact us. 

Our contact person is Wouter Kuijpers 

 

 

Yours sincerely, 

Rients Abma 

Executive Director 

 

Eumedion 

Zuid Hollandlaan 7 

2596 AL THE HAGUE 

THE NETHERLANDS 

www.eumedion.nl  

 

 

http://www.eumedion.nl/
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Response  

Introduction 

While the report considers the fiduciaries of investment intermediaries, our response is 
focused on the needs of pension scheme members.  We fully support the aim to help ensure 
these members achieve good outcomes from their retirement saving.  While arguably the 
most important factor in achieving this aim is the level of contributions made over the long 
term, investment returns are also a key factor.  Therefore we agree that the investment chain 
should be properly regulated and that the costs and charges involved are scrutinised and 
appropriately disclosed. 

It has been suggested that there is scope to add fiduciary duties within a contract particularly 
in the example of automatic-enrolment where one party has been a passive participant in its 
establishment.  However, rather than looking to insert fiduciary duties, it is more appropriate 
to focus on what will lead to good member outcomes.   

Contractual duties and regulatory responsibilities can be as effective as fiduciary duties in 
achieving good outcomes for members of pension schemes. We expect that the aim of good 
member outcomes will be met by the on-going development of the existing regulatory 
framework for example meeting standards of quality and transparency will be a key 
contributor.   

While the consultation paper focused on fiduciary duties it is how a duty or role is carried out, 
rather than its underlying foundation, that has the most practical impact on outcomes.  This 
makes the requirements of investment governance of crucial importance and for work based 
pension schemes, particularly the governance of the default fund.   

We believe that it is essential to have robust processes around the governance of investment 
and support the use of the Investment Governance Group (IGG) ‘Annex A: template for 
governance plan’ for employers to establish what governance responsibilities they are 
retaining and which are outsourced to advisers or providers.  We believe that the comply or 
explain approach of an IGC will deliver effective oversight and that further intervention in the 
form of quality standards will ensure that all participants in the market offer arrangements that 
support good member outcomes 

Given the different roles played by various parties under different schemes, the current focus 
on guidance and regulatory responsibilities is the correct strategy for the aim of delivering 
good outcomes.   

Role of the provider 

1. The duty of pension trustees to act in the best interests of scheme members is 
broadly and relatively widely understood.  With the growth of DC pension schemes, 
we agree it is sensible to look at how these fiduciary duties operate for example within 
the context of balancing maximising financial return with the relevance of other 
factors, such as environmental and social impact.  

2. In contrast to trust based schemes, in contract-based pensions the duty to act in the 
interests of scheme members may superficially appear less certain and ostensibly in 
need of clarity and strengthening.   However, a distinction between contract or agency 
law and trust law remains appropriate as it reflects the differing nature of the 
relationship between the parties.  

3. The distinction means that for example the obligations under a contract are subject to 
different controls.  Amongst these are the Unfair Terms in Consumer Contracts 
Directive and FCA regulation, for example the requirement under COB 2.1 for a firm 
to act honestly, fairly and professionally in accordance with the best interests of the 
customer.   
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4. Collaboration between the Pensions Regulator and the FSA also concluded that the 
Pensions Regulator’s quality features were present in FSA regulation.  Further 
collaboration with the FSA’s successor, the FCA, is expected to ensure shared 
standards apply in work-based pension schemes. 

5. An alignment of member and stakeholder interests is a key factor in good 
governance.  This alignment has supported industry initiatives including the ABI’s 
Agreement on Charges Disclosure, the Pensions Quality Mark and the ABI Code on 
Retirement Income, all of which seek to raise the general levels of standards to 
facilitate conditions that promote good outcomes. 

6. There is an alignment of interests in sharing the benefits of scale.  A commercial 
focus embraces this alignment and recognises that placing customers’ interests at the 
heart of the business is in the best interests of all stakeholders. This will be reflected 
in the shared interest in investment growth, and in good customer service and 
communication. 

7. Large and small employers share the virtue of the alignment of member and provider 
interests.  This is driven by the charging structure that sets a fund based return on 
initial costs promoting better administrative efficiency and good governance of funds 
that can help deliver a larger final fund for the member.  

8. Regardless of the DWP’s response to its charging consultation the audit of legacy 
schemes prompted by the OFT will sensibly focus on charging structures that do not 
deliver value for money.  The audit will establish the charges, and any benefits 
associated with them, of all workplace pension products sold pre 2001 and all post 
2001 workplace pension products with charges over an equivalent of one per cent 
AMC. 

9. A provider’s role in investment is different to the role of the adviser.  A comparison of 
the FCA’s Treating Customers Fairly outcomes can illustrate this.  Outcome 4 covers 
the receipt of advice and requires that the advice to consumers is suitable and takes 
account of their circumstances. Outcome 2 covers the marketing of products and 
services and requires that providers design and target these to meet the needs of 
identified consumer groups.    

10. The insurer sets out the fund objectives and mandate and, subject to providing notice 
of a material change, can change them.  Where a member has made a decision to 
invest in a fund the insurer does not have a contractual right to override this and 
hence has no duty to review the member's investment decision. 

11. The regulation and governance of work based pension schemes is evolving and 
responding to the needs of members. Concerns of a lack of member advocacy in 
contract based schemes will lead to the introduction of Independent Governance 
Committees (IGCs) at the provider level.   

12. This concern was itself significantly driven by regulatory change, for example  the 
impact of the Retail Distribution Review (RDR) that limited the adviser’s advocate role 
to both employer and employees and the employer obligations under Pensions Act 
2008 that remove the member from active involvement in establishing an agreement.   

13. We believe that the comply or explain approach of an IGC will deliver effective 
oversight and that further intervention in the form of quality standards will ensure that 
all participants in the market offer arrangements that support good member 
outcomes.  There would be significant reputational damage to a provider if an IGC 
reported to the Pensions Regulator that a provider was not offering members value 
for money.   

14. It has been suggested that there is scope to add fiduciary duties within a contract 
particularly in the example of automatic-enrolment where one party has been a 
passive participant in its establishment.  However, rather than looking to insert 
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fiduciary duties, it is more appropriate to focus on what will lead to good member 
outcomes.  Better defining how and where a duty of care should apply in the 
contractual relations that establish pension arrangements or for employer obligations, 
might make a contribution towards this though a focus on good outcomes will already 
result from meeting existing obligations, for example FCA handbook requirements. 

15. These will be robustly supported by the emerging standards of good governance that 
the industry and government are developing and which are not limited to contractual 
arrangements.   We believe complying with these requirements, together with existing 
trust law for trust based schemes and meeting FCA regulated firm obligations, is 
sufficient without need to introduce new fiduciary obligations. 

16. The reference in 3.78 of the consultation paper, relating to the payment of benefits 
under a policy of insurance, overplays the importance of the technicality of calculating 
the value of benefits (both future and currently accrued) according to the nominal 
performance of the underlying fund. It is inaccurate and misleading to describe a 
contribution as becoming ‘the property of the insurance company, which may do what 
it will with it'.   

17. There are FCA rules for example in COBS21 that cover the operation of linked long 
term contracts and these are complemented by the Association of British Insurers 
(ABI) ‘Guide of good practice for unit-linked funds’  produced in collaboration with the 
FCA’s predecessor. 

18. At a high level, these mean that an insurer has to set out the objectives for the fund, 
prepare a detailed fund mandate and then invest in the appropriate assets e.g. a UK 
Equity Fund must invest in UK Equities.   

19. The employer obligations under Pension Act 2008 requirements mean that both the 
trust and contract based schemes offered by a provider will commonly have a default 
fund and a range of member-selected investment options. 

20. Prompted by the expected significant increase in the number of customers investing 
through unit-linked funds as employees are ‘auto-enrolled’ into employer-arranged 
pension schemes, the FCA recently conducted a Thematic Review of unit-linked 
funds (TR13/8 October 2013).  The aim was to ensure that customers’ pensions and 
investments are protected and to check that firms were meeting its standards and 
treating customers fairly. This includes fund governance structure and fund mandate 
compliance.  

21. Providers will also reflect the outcome of DWP’s response to its charging consultation 
this will add to the effective combination of guidance and regulatory responsibilities 
that aim to deliver good outcomes. 

Employer role 

22. The employer is a key contributor to good outcomes not simply by the level of 
contributions but in the choices it makes.  Under Stakeholder Pensions the legislation 
was clear that the employer had no obligation to make any enquiries into the status or 
performance of a scheme it chose to meet its obligation.   

23. An employer does have a limited duty of care to its employees but under Pensions 
Act 2008 for example there is no legislative obligation to choose a scheme or default 
investment option that is most suitable to its workforce.  However, an employer’s 
obligations under Pensions Act 2008 remain unmet if a chosen scheme does not 
meet the necessary conditions.  

24. Although there is still work to do in making charges and costs more transparent, the 
Joint Industry Code of Conduct 'Pension Charges made clear’  supports disclosure to 
employers about DC pension charges'  and indicates how expectations of the 
employer’s role and involvement have risen.  Employers are clearly expected by 
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guidance and government policy to take a key role in selecting a scheme that delivers 
value for money to members.   

25. While there may be some scope to consider if an employer should have any 
obligation to review their choice, we do not think that it is appropriate to add new 
fiduciary duties to either employer or provider obligations.  Rather we believe that the 
aim of good member outcomes will be met by the on-going development of the 
existing regulatory framework.  Whilst it is correct that there is no explicit requirement 
in the FCA Handbook to inform employers of the charges, this happens in practice 
given the employer’s involvement in the provider selection process.   

Investment governance 

26. While the consultation paper focused on fiduciary duties it is how a duty or role is 
carried out, rather than its underlying foundation, that has the most practical impact 
on outcomes.  This makes the requirements of investment governance of crucial 
importance and for work based pension schemes, particularly the governance of the 
default fund.  

27. An IGC can be expected to review a provider’s investment governance but a provider 
will already have processes and procedures in place to meet the needs of customers 
and the requirements of the FCA.  We believe that it is essential to have robust 
processes around the governance of investment.  A good governance process and 
approach will for example embed strategy, monitoring and responsibility into the 
oversight of a fund regardless of whether this is a default option. 

28. We support the use of the Investment Governance Group (IGG) ‘Annex A: template 
for governance plan’ for employers to establish what governance responsibilities they 
are retaining and which are outsourced to advisers or providers.   

29. Although the IGG template provides a good framework for governance 
responsibilities, outside of Stakeholder schemes the ownership of the default option 
responsibility lacks a clear legislative direction.  The responsibility can seemingly fall 
to providers through disinclination of other parties such as employers and advisers to 
accept any responsibility.  Providers fill this responsibility vacuum, reflecting FCA 
principles.  

30. Where a master trust or contract based scheme offers a solution for a relatively small 
employer it is most likely that an ‘off the shelf’ option will be used.  This should, as far 
as it’s possible to determine, align with the attitude to risk and needs of the 
employer’s workforce.  Where an employer is unwilling or feels unsuited to making a 
choice in the absence of an adviser, they will be invested in the provider’s default 
option. 

31. As illustration a high level overview of our own governance is described below. 

Standard Life’s approach to Investment Governance  

We have a range of insured funds available offering members a choice across a wide range 
of asset classes, fund managers (internal and external) and investment styles.  The insured 
fund range is reviewed regularly to ensure that it remains up to date and new funds are 
added as and when required. 

Contract based schemes may choose to select a ‘core’ or ‘self select’ range for their 
members which allows members to choose from a smaller list of funds.  For trust based 
schemes, the Trustees are responsible for selecting a ‘restricted’ range from which members 
can make a selection. 

Introduction of a default option is done in alignment with the Investment Governance Group 
(IGG) principle 3 ‘Appropriate investment options – to make certain that investment options 
take account of the range of risks and needs within the scheme membership.’  And in 
particular that ‘Decision makers should … offer an adequate range of investment options 



 

Page 6 of 11 

    17.01.14  Standard Life response to  
Fiduciary Duties of Investment Intermediaries 

October 2013 

 

 

given the expected risk tolerances and requirements of scheme members, including the 
likely format and structure of their retirement benefits, and consider how these options may 
change as they approach retirement.’ 

Good governance is embedded in our culture.  It involves working to ensure that funds 
perform in line with our expectations, and with those we set for customers.  Our governance 
process has two key components – we look both at the fund groups which manage our unit-
linked funds and at the funds themselves.  Fund performance is only one of the criteria we 
look at within the fund management process. We also analyse risk controls, structural 
issues, and any other underlying causes of performance anomalies. 

There are additional processes and controls in place around our ‘off the shelf’ auto-
enrolment default options to ensure that these are regularly reviewed and monitored.  Roles 
and responsibilities for the risk-based funds underlying these solutions are clearly defined 
between Standard Life and Standard Life Investments and the investment process is based 
on the same steps and expertise that underpins our MyFolio ranges, including the use of the 
independent expertise of Barrie & Hibbert in assisting to set the strategic asset allocation for 
each fund.  

Standard Life recognises how difficult it is for customers to select funds from an increasingly 
wide and complex fund universe.  The risk-based funds that underpin our auto-enrolment 
ready Investment Proposition are designed to make it easy for members to choose an option 
that reflects their own risk profile and investment style preference.  For members who wish 
to choose from amongst our risk-based solutions, we provide a simple and easy to use Risk 
Questionnaire to support them in their decision making. 

Members are provided with comprehensive literature pre and post-sale to make sure that 
they can make informed decisions about the investment options available to them.   
Members are also provided with information about their current investments and the value in 
each in their annual statements. They can access online the fund factsheets of any insured 
fund available to them which will show fund performance where applicable.  Additionally, for 
our risk based fund ranges, quarterly investment reports are available that provide further 
commentary on the performance, risk characteristics and outlook for these funds. 

Our Investment Solutions Forum has oversight and accountability for the decisions that are 
taken surrounding the governance of our fund range and have full autonomy to make 
changes when required.  Our Bespoke Investment Solutions Forum carries out a similar 
function for client specific bespoke solutions and blended funds.  These forums meet at least 
quarterly to ensure that any issues can be identified and addressed in an effective and 
efficient way.    

The strategic asset allocations and fund selections of the default investment option are 
reviewed quarterly, and the lifestyle profile glidepath annually, for each of the risk-based 
funds to ensure they remain appropriate and that the solutions overall remain appropriate for 
typical scheme populations.  

Employers remain responsible for ensuring that the default solution selected for their 
employees continues to be suitable given the demographics and specifics of their scheme 
membership. 

Members invested in a lifestyle profile will be provided with a reminder of where they are 
invested prior to the ‘de-risking’ phase with a call to action for them to check it’s still 
appropriate for their intended retirement aim.  Once the member gets within six months of 
their retirement date they will be provided with retirement pack which sets out their options, 
including the ‘open market option’ in respect of annuity purchase. 

Research carried out for Standard Life by the consultancy firm Investit suggests that for a 
typical scheme membership a ‘medium’ risk solution is suitable as a default solution as it 
balances a typical member’s ‘lower’ willingness to take on investment risk with their ‘higher’ 
need for risk given their typical contributions rates and required investment returns. We do, 
however, recognise that a higher or lower risk approach may be suitable for some schemes 
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so have pre-approved an additional nine ‘off the shelf’ strategic lifestyle profiles for clients to 
select from. 

 

Conclusion 

We fully support the aim of ensuring good member outcomes for pension scheme members. 
We expect the evolving regulatory framework and industry standards to help deliver this 
without need to introduce new fiduciary duties for employers or providers.  The most 
important factor in delivering good outcomes will be the level of contributions invested and 
appropriate choices at retirement.   Higher contributions and the confidence to actually make 
choices on retirement will be encouraged by generating underlying confidence in the industry. 

We believe that meeting standards of quality and transparency will be a key contributor to this 
and will help ensure the achievement of good outcomes.  Further negativity towards saving 
for retirement would be counterproductive. 
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Response to Questions 

1. Do consultees agree that Chapter 10 represents a correct statement of the current law? 

Yes 

 

 

2. Do consultees agree that the law reflects an appropriate understanding of beneficiaries’ best interests? 

Yes 

 

3. Do consultees think that the law is sufficiently certain? 

We agree with the analysis in paragraph 14.12 of the consultation paper that it is worth 
preserving flexibility, even if the result is some uncertainty. 

 

4. Should the Occupational Pension Scheme (Investment) Regulations 2005 be extended to all trust-

based pension schemes? 

No.   Schemes in the course of winding should be taking decisions based on the best time to 
disinvest.  It should also be noted that many small self administered schemes are not 
predominantly invested in regulated markets. 

5. Are there any specific areas, which would benefit from statutory clarification? 

No 

6. Do consultees agree that the law permits a sufficient diversity of strategies? 

Yes 

 

7. Do consultees agree that the main pressures towards short termism are not caused by the duty to 

invest in beneficiaries’ best interests? 

If there are pressures towards short termism they would not be caused by the duty invest in 
beneficiaries’ best interests. 

8. Do consultees agree that the law is right to allow trustees to consider ethical issues only in limited 

circumstances? 
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Yes, provided that the ‘limited circumstances’ are quite clear. 

9. Does the law encourage excessive diversification? 

No 

10. Does the law encourage trustees to achieve the right balance of risk and return? 

Yes.  We agree the Occupational Pension Scheme (Investment) Regulations 2005 set out the 
general principle appropriately. 

11. Are there any systemic areas of trustees’ investment strategies which pose undue risks? 

Potentially the concentration of savings into a few large schemes each following a similar 
default fund investments approach might limit diversity and introduce an element of systemic 
risk in return for the benefits of scale.  

 

12. Overall, do consultees think that the legal obligations on trustees are conducive to investment 

strategies in the best interests of the ultimate beneficiaries? 

Yes 

 

13. If not, what specifically needs to be changed? 

Not applicable 

 

14. Do consultees agree that the duties on contract based pension providers to act in the interests of 

scheme members should be clarified and strengthened? 

Contractual duties and regulatory responsibilities can be as effective as fiduciary duties in 
achieving good outcomes for members of pension schemes.  Contract based schemes are, 
by definition, different from trust based schemes in that the member and, sometimes, the 
employers, have the contractual right to make fund selections. 

Providers acting as scheme administrators do have some fiduciary type duties in respect of 
the distribution of discretionary death benefits but rather than looking to insert new duties it is 
more appropriate to focus on what will lead to good member outcomes.  While better defining 
how and where a duty of care should apply in the contractual relations that establish pension 
arrangements or for employer obligations, might make a contribution towards good outcomes 
these will already result from meeting existing obligations, for example FCA handbook 
requirements. 

These will be robustly supported by the emerging standards of good governance that the 
industry and government are developing and which are not limited to contractual 
arrangements.   We believe complying with these requirements together with existing trust 
law for trust base schemes and meeting FCA regulated firm obligations is sufficient without 
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need to introduce new fiduciary obligations. 

15. Should specific duties be placed on pension providers to review the suitability of investment 

strategies over time?  If so, how often should these reviews take place? 

Providers already have regulatory responsibilities to ensure that default strategies that they 
have designed and pooled funds for which they are responsible for managing perform in line 
with the expectations that have been set.  Unless it is the scheme default, the decision about 
which strategy or funds to use is however made by the employer (usually with advice) or the 
member under their contractual powers. The decision will be based on the needs of the 
employer’s workforce or the member’s own needs.   A variety of employers and trustees will 
use a default strategy and revising the existing strategy may make it become unsuitable for 
others.  For that reason the response to a change in the needs of the workforce will be for the 
employer to select another strategy available from the insurer.   Given the different roles 
played by various parties under different schemes, the current focus on guidance and 
regulatory responsibilities is the correct strategy. 

The operation of good investment governance will involve and be demonstrated by the 
production of governance reports in line with good practice, guidance and any new quality 
standards.  We do not think that it is necessary to add any specific duties. 

The DWP guidance on the default funds requires a full review of the design, performance and 
continued suitability of the default option and its investment strategy at least every three years 
and requires the performance of funds within the option should be checked informally at 
regular intervals throughout the year. 

16. Should members of Independent Governance Committees be subject to explicit legal duties to act 

in the interests of scheme members? 

No we do not think it necessary to subject members of an IGC to explicit legal duties to act in 
the interests of scheme members.  Unlike trustees they would not have powers to make 
decisions but should be under an obligation under the committee’s terms of reference they 
agree to on appointment, to review likelihood of the scheme providing good member 
outcomes and to highlight these to the provider board. 

The decisions on a comply or explain basis would remain with the board. 

17. Should pension providers be obliged to indemnify members of Independent Governance 

Committees for liabilities incurred in the course of their duties? 

No 

 

18. Do consultees agree that the general law of fiduciary duties should not be reformed by statute? 

We agree with the analysis in the consultation paper, which suggests that the general law of 
fiduciary duties should not be reformed by statute 
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19. Should rights to sue for breach of statutory duty under section 138D of the Financial Markets and 

Services Act 2000 be extended? 

No 

 

20. Is there a need to review the regulation of investment consultants? 

As the advice of investment consultants may be important but may not be necessarily formally 
regulated, it is understandable that concerns have been raised.   

21. Is there a need to review the law of intermediated shareholdings? 

No comment 

22. Should the FCA review the regulation of stock lending by custodians? 

No comment 

 

 

 

About Standard Life 

Established in 1825, Standard Life is a major long term savings and investment company, 

with around six million customers worldwide.  At the end of September 2013 the Group had 

total assets under administration of over £237bn. 

 

 

For further information contact: 

Malcolm Winter 

Workplace Policy Manager 

 

 

 

 

 

 



 

Dear Mr Akinbami, 

 

I am writing to let you know that in my experience as a pension fund member, the law on 
trustees’ fiduciary duties set out in your consultation paper does not reflect its application by 
my fund. 

I am a member of a trust-based occupational pension scheme which currently holds 
investments in British American Tobacco (USS the universities’ pension scheme). It is my 
opinion that investments in tobacco are unethical – smoking is one of the biggest causes of 
premature death worldwide.  As a general practitioner I am seeing the effects of smoking on 
my patients regularly and it is clearly a cause of distress to know that my pension is 
dependent on the ill health of others. 

I contacted my fund to express this view and request that they screen out investments in 
tobacco companies.  I know that a number of my fellow members also contacted the fund on 
this issue and indeed I think it unlikely that a majority of members of USS would support the 
holding of shares in British American Tobacco or other tobacco companies. 

The response I received included the statement that “the fund is not able to make ethical 
choices in its investments” and that “The legal advice that the fund has received is that USS 
is not permitted to make investment decisions based purely on an ethical or moral stance.” 

However, in your consultation paper, you state that “when trustees think that beneficiaries 
hold a particular moral view, they may use this as a tie-breaker. They may avoid 
investments which they consider scheme members would regard as objectionable, so long 
as they make equally advantageous investments elsewhere.” 

Your clarification that trustees may take ethical factors into account under the ‘tie-break’ 
principle is at odds with my fund’s statement that they are “not able to make ethical 
choices”. In terms of practical application, my fund does not appear to feel able to apply the 
tie-break principle. Rather than consider whether they could ‘avoid investments’ such as 
tobacco which scheme members ‘regard as objectionable’ and make ‘equally advantageous 
investments elsewhere’ the fund refused to given any consideration to the application of such 
a tie-break as regards tobacco despite members raising ethical concerns. 

A further issue seems to be that the fund trustees are obliged to act in the best interests of 
the members.  For me making money out of the diseases and deaths of others causes me 
distress and therefore is not in my interests.  So I would welcome a reconsideration of what 
‘the members’ bests interests are’ which in my view would take into consideration the 
possibility of trade off between financial gain and ethical principles.  

My pension fund clearly feels prohibited from considering the tie-break principle because of 
legal advice that ‘the fund is not able to make ethical choices in its investments’.  I 
understand the Law Commission’s view to be that ethical concerns of members can be 
accommodated so long as they do not result in financial detriment.  It is obvious from my 
experience that this view is not shared by all pension funds and legal practitioners. 



The Law Commission must provide absolute clarity on trustees’ duties in such circumstances 
and address this confusion. 

 

Yours sincerely, 

 

Professor Paul Kinnersley FRCGP 

The Medical School 

Cardiff University 
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COMMISSION’S CONSULTATION ON FIDUCIARY DUTIES 
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This document is submitted by Social Finance to the Law Commission’s consultation on 
Fiduciary Duties of Investment Intermediaries, Consultation Paper No 215.    

Preliminaries 

Social Finance is a social investment financial intermediary, established by Sir Ronald Cohen et 
al in October 2007 as a response to the UK Commission on Unclaimed Assets.  We have been 
directly engaged with investors, including pension funds, for over six years helping them to 
make social investments and incorporate issues other than solely financial returns into 
investment portfolios. 
 
Social Finance welcomes the commitment by the government through BIS and DWP to 
investigate the important issue of fiduciary duties.  We strongly believe that this is an area 
lacking clarity and any assistance with this will help to significantly widen the investor base for 
those who may wish to incorporate Environmental, Social and Governance (ESG)-type issues 
within their investment portfolios. 
 
Given that Social Finance has limited legal expertise, we have restricted our comments to 
reflections on how we see the investment market operating and areas where we believe the 
Law Commission’s review could help to improve the situation.  Social Finance also broadly 
concurs with the recommendations put forward by ShareAction. 

Pension Trustees’ Duties (Q1-8) 

ESG factors 

Social Finance welcomes the Law Commission’s clarification that fiduciary investors may, and 
arguably should, consider ESG factors when making investment decisions.  In Social Finance’s 
experience however there remains substantial misunderstanding about this issue amongst 
investors, lawyers and consultants.  We regularly hear the statement that anything other than a 
pure focus on maximising financial returns is “a breach of fiduciary duty”.  The Commission 
should therefore as a minimum seek to clarify in its final report to fiduciary investors 
and market participants that the law allows ESG factors to be considered and taken into 
account in investment decisions, both in terms of excluding and including investments.  
If such clarification by the Commission is deemed insufficient to change opinion and behaviour, 
then more formal legal clarification should be considered. 
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Social Finance also encourages the Commission to clarify that fiduciary investors can 
and should consider macroeconomic and systemic risks affecting their portfolios.  We 
would caution against placing too much emphasis solely on investor collaboration as in a 
market renowned for established patterns of behaviour this will simply lead to paralysis whilst 
each waits for another to move first. 
 
The Commission notes that the law “allows trustees discretion not to take an ESG approach if 
after due consideration they consider that another strategy would better serve the interests of 
their beneficiaries”.  Given both the acknowledgement that ESG factors influence financial 
performance and the growing interest in and understanding of these elements, Social Finance 
suggests that the Commission recommends that all fiduciary investors are required to 
regularly [annually] publicise their approach to ESG factors to their beneficiaries.  Such 
transparency would be welcomed by beneficiaries and give trustees who are adopting such an 
approach the opportunity to state the reasons and intended benefits.  Similarly, trustees would 
still be allowed under law not to take an ESG approach but would need to justify to members 
why another strategy was considered more appropriate. 

Stewardship 

Social Finance is concerned about the Commission’s approach to stewardship and the 
conclusion that it is “only relevant for the very largest schemes”.  Indeed, such a conclusion 
seems to contradict the Commission’s own statement that “Stewardship may be an element of a 
trustee’s duty of care”. 
 
Social Finance believes that it is a breach of such duty of care to allow company owners (i.e. 
trustees on behalf of shareholders) to neglect their stewardship rights simply because the 
proportion of ownership is relatively small.  The implication of this in today’s markets is to 
implicitly endorse “ownerless corporations” whose lack of accountability is recognised as a 
growing problem and something that the government should most definitely not be 
encouraging. 
 
Whilst we agree that direct engagement with investee companies would be too time consuming 
and costly for most schemes, the vast majority of smaller schemes hold their assets via fund 
managers who now commonly offer such stewardship services on behalf of investors.   It is 
therefore perfectly possible for schemes to indirectly exercise their stewardship rights with 
minimal additional time or cost constraints.  Social Finance suggests that the Commission 
recommends that stewardship is clarified as part of a trustee’s duty of care and should 
be exercised either directly or indirectly via third party managers.  For the avoidance of 
doubt, indirect stewardship should allow for trustees to pass their discretion on to a third party 
manager to vote and/or engage on their behalf. 

Non-financial factors 

Social Finance welcomes the Commission’s confirmation that fiduciary investors are not 
restricted solely to considering beneficiaries’ financial interests, but may also take account of 
their wider interests.  However, we have concerns as to the Commission’s limitations around 
many of these points. 
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Whilst the ability to consider non-financial factors is stated, we are concerned by the 
underlying bias to justify every such decision solely against its financial benefit.  We agree that 
trustees must focus on “providing pensions to their members”, but not that they “should only 
be guided by ethical factors in limited circumstances”.  Indeed, such a statement seems to once 
again reinforce an underlying view that fiduciary duties are all about financial returns.  It is 
critical to step back from this and consider what the beneficiaries actually want in totality and 
whether we wish to encourage market participants to behave amorally as a matter of course in 
order to achieve this.  Creating strong financial pension returns at the cost of the environment, 
poor social cohesion and irresponsible governance is not in anyone’s interests.  This concurs 
with Professor Kay’s view that “the morality and ethics that [trustees] apply should essentially 
be those that would be appropriate to the beneficiary” – which is very different from advising 
trustees to apply no moral compass at all except in very rare cases.  In light of this, prudent 
ethical investment policies are something to be welcomed rather than discouraged. 
 
This is further reinforced by the comments of Lord McKenzie, House of Lords spokesman on 
Work and Pensions for the government, during debates on the Pensions Bill 2008: 
 
“There is no reason in law why trustees cannot consider social and moral criteria in addition to 
their usual criteria of financial return, security and diversification.”1 
 
It should also be noted that the requirement to justify ethical considerations masks another 
underlying misconception that incorporating ESG or other such factors into portfolio 
composition must be detrimental to financial performance.  There is a growing body of 
evidence that the opposite is in fact true.  We therefore believe that financial and ethical 
considerations should be brought on to an equal footing and that trustees should be able to 
balance the moral and ethical views of the majority of their members equally with the financial 
aims of the scheme. 
 
We believe that the ‘ethical tie-break’ principle reinforces the (false) belief that fiduciary duties 
are primarily about financial returns.  Social Finance encourages the Commission to 
consider recommending an amendment to the law to allow all schemes (not only those 
set up by religious groups, charities or political organisations) to consider ‘quality of life’ 
factors and the moral and ethical views of its beneficiaries equally alongside the 
financial performance targets and not only in limited circumstances. 

Beneficiaries’ views 

Social Finance agrees that trustees must retain their ability to make the ultimate decisions, but 
we do not believe that consulting with beneficiaries undermines this principle.  Indeed, we 
strongly believe that trustees should make serious efforts to understand the views of those on 
whose behalf they are managing the assets.   
 
  

                                                             
1 http://www.publications.parliament.uk/pa/ld200708/ldhansrd/text/80710-0012.htm 
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It is clear from our experience that significant proportions individual beneficiaries are 
concerned about ESG-related issues and see these as part of a trustees’ fiduciary duties.  Social 
Finance’s own October 2012 “Microfinance, Impact Investing and Pension Fund Investment 
Policy Survey” report2 cites a number of examples of this, such as: 
 
“... when setting up the UK government-backed pension scheme, NEST, the Government undertook 
a public consultation with written responses and a series of roundtables. It was clear from the 
consultation that “[…] respondents thought given environmental, social and governance 
considerations may improve investment returns, responsible ownership properly falls within the 
fiduciary duty of trustees.” 
 
Similar views were expressed to EIRIS in their October 2013 survey3 of DC scheme holders: 
 

 65% of adults felt that it was either essential or very important that a pension scheme 
invests in companies that act in line with conventions and principles that prevent child 
labour; 65% felt the same on preventing forced labour; 55% on respecting workers’ 
rights; 54% on protecting human rights, and 46% on safeguarding the environment; 

 Close to one in five (19%) of respondents would either be very or fairly interested in 
switching the standard default pension offered by their employer to a green and ethical 
product even if its financial performance rates and benefits were slightly less than other 
similar pension funds without an ethical or green focus.  

 
Social Finance therefore encourages the Commission to enshrine the rights to 
consultation for beneficiaries and to outline the minimum standards and process for 
such consultation. 

Is the law sufficiently certain? 

As stated above, it is Social Finance’s experience that considerable uncertainty remains about 
the scope of fiduciary investors’ duties.  We do not share the view that legislative clarification 
would make the law less flexible and suggest that uncertainty and narrow interpretations of 
the law have resulted in a perception of inflexibility which limits trustees’ ability to act.  It is 
important to establish a clearly defined safe harbour for trustees.  That is one of the reasons 
why we have suggested that the Commission clarifies that legislation says trustees “may” take 
into account a wider range of factors, rather than that they “must” do so.  Such a permissive 
approach would not impede flexibility. 
 
We note that the illustrative draft legislation published by ShareAction in 2012 clarified that, in 
discharging their duty to act in beneficiaries’ best interests, trustees may have regard to: 
 
• the long-term consequences of their investment activities; 
• impacts on the financial system and the economy; 
• environmental and social considerations; 
• impacts on beneficiaries’ quality of life; and 
• beneficiaries’ views, including their ethical views. 
 

                                                             
2 http://www.socialfinance.org.uk/resources/social-finance/microfinance-impact-investing-and-pension-fund-investment-policy-survey 
3 http://www.eiris.org/media/press-release/dc-pension-holders-seek-ethical-option-as-uk-ethical-investment-grows-to-12-2-bn/ 
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This was suggested in the light of not compromising a primary objective of securing long-term 
investment returns in order to provide financial benefits.  Again as noted above, we would go 
further and weigh all of these factors equally with any financial return objectives. 

Diversification of strategy and short-termism 

Social Finance agrees that the law per se does not require or directly encourage short-termism 
or that all schemes follow the same strategy and these are tendencies which have their roots in 
many other inter-related problems.  However, the practical out-working of the belief that 
financial returns are all that really matters results is a “lowest common denominator” approach 
which exacerbates the tendency to fixate on short-term financial performance and seek 
protection by doing the same as everyone else. 
 
Social Finance therefore recommends that the Commission clarifies that the law gives 
trustees considerable discretion to make decisions and consider investment horizons 
that are appropriate for their specific situation rather than mirroring other market 
participants.  If done in conjunction with the above suggested clarification that fiduciary 
duties extend beyond financial maximisation, this will help provide clarity and surety to 
trustees who wish to adopt alternative appropriate strategies. 

Investment consultants (Q20) 

Social Finance’s experience is that a very small number of investment consultants hold 
substantial power over a large range of pension funds.  Whilst regulation limits them to only 
giving “generic advice” it is commonly accepted practice that a consultant must approve an 
investment before their clients will consider it.  It is therefore somewhat unclear as to the 
where the line between this and specific investment advice lies.  We also see the potential for 
conflicts of interest, particularly in light of a small but growing number of in-house investment 
offerings.  For example, it seems somewhat unfair that managers must reveal the details of 
their funds whilst undergoing due diligence by the consultant, only for that same consultant to 
then be able to offer a similar investment product. 
 
In light of these factors and the conclusion that the law is unclear, Social Finance would 
concur that a review of the regulation of investment consultants seems appropriate. 

Conclusion 

Social Finance welcomes and broadly agrees with a number of the Commission’s conclusions 
but has concerns about the restrictive nature of certain aspects and would like to see further 
clarity.  Specifically we recommend clarification as to the law with regards to the following 
issues: 

 fiduciary duties extend beyond simple maximisation of financial returns and elements 
such as ESG factors can be considered and taken into account both in terms of including 
and excluding investments; 

 macroeconomic and systemic risks can and should be considered; and 
 trustees have considerable discretion to make decisions and consider investment 

horizons that are appropriate for their specific situation rather than mirroring other 
market participants. 
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We believe it would be helpful for the Commission’s final report to bring these issues together 
into a comprehensive statement of the law which would provide trustees with legal clarity.  If 
this is not ultimately deemed to be sufficient, more formal legal clarification should be sought. 
 
Social Finance also suggests that the following points are considered and implemented: 
 

 fiduciary investors are required to regularly publicise their approach to ESG factors to 
their beneficiaries; 

 stewardship is clarified as part of a trustee’s duty of care and should be exercised either 
directly or indirectly via third party managers; 

 all schemes may consider ‘quality of life’ factors and the moral and ethical views of their 
beneficiaries equally alongside the financial performance targets and not only in limited 
circumstances; and 

 enshrine the rights to consultation for beneficiaries and to outline the minimum 
standards and process for such consultation.. 

 
 
We trust that the Commission will find these thoughts helpful and consider their inclusion in 
the final report.  We remain at the Commission’s disposal to discuss any of these issues in more 
detail. 
 
David Hutchison 
CEO, Social Finance Ltd 



Response to consultation paper on trustees' fiduciary duties

From: Kate Malleson 
Sent: 20 January 2014 09:24
To: fiduciary
Subject: Response to consultation paper on trustees' fiduciary duties

Dear Mr Akinbami,

 

I am writing to let you know that the law on trustees’ fiduciary duties set out in your consultation paper does not

reflect my experience of my pension fund’s approach to ethical investing. 

I am a member of the Universities Superannuation Scheme which currently holds large investments in two tobacco

companies. It is my opinion that investments in tobacco are unethical. I contacted my fund to express this view and

request that they screen out investments in tobacco companies.  I know that a number of my fellow members also

contacted the fund on this issue.

The response I received included the statement that “the fund is not able to make ethical choices in its investments”
and that “The legal advice that the fund has received is that the USS is not permitted to make investment decisions
based purely on an ethical or moral stance.” However, in your consultation paper, you state that “when trustees
think that beneficiaries hold a particular moral view, they may use this as a tie-breaker. They may avoid
investments which they consider scheme members would regard as objectionable, so long as they make equally
advantageous investments elsewhere.”

Your clarification that trustees may take ethical factors into account under the ‘tie-break’ principle is at odds with my

fund’s statement that they are “not able to make ethical choices”. In terms of practical application, the USS does not

appear to feel able to apply the tie-break principle. Rather than consider whether they could ‘avoid investments’
such as tobacco which scheme members ‘regard as objectionable’ and make ‘equally advantageous investments
elsewhere’ the fund has not given adequate consideration to the application of such a tie-break as regards tobacco

despite members raising ethical concerns which can reasonably be taken to be representative of the majority of

members views. The USS clearly feels prohibited from applying the tie-break principle because of legal advice that

‘the fund is not able to make ethical choices in its investments’.  

I understand the Law Commission’s view to be that ethical concerns of members can be accommodated so long as

they do not result in financial detriment. It is clear from my experience that this view is not always applied in

practice. The Law Commission must provide absolute clarity on trustees’ duties in such circumstances and address

this confusion so that pension funds are better able to reflect the wishes of their members in relation to ethical

investments.

 

Yours sincerely,

 

Kate Malleson

-- 

 Professor Kate Malleson

http://www.law.qmul.ac.uk/staff/malleson.html

This email was received from the INTERNET and scanned by the Government Secure Intranet anti-virus service
supplied by Vodafone in partnership with Symantec. (CCTM Certificate Number 2009/09/0052.) In case of problems,

http://www.law.qmul.ac.uk/staff/malleson.html
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Fiduciary Duties of Investment Intermediaries 
 

We reply to this consultation as individuals. Duncan Sheehan  
is Professor of Commercial Law at the University of East Anglia and has written on personal 
property and trusts law over many years. Dr Magdalena Raczynska 

 is lecturer in law at the University of Bristol. She 
undertook her PhD at UEA in secured finance law and has also written on trusts law. We 
have not answered all the questions in the consultation, but hope that it is clear to what part of 
the consultation we are referring. References to CP mean “Law Commission, Consultation 
Paper No 215, Fiduciary Duties of Investment Intermediaries”. 

Starting with Question 1, we believe that chapter 10 does give a reasonably accurate picture 
of the law, and the law does seem to reflect an appropriate understanding of the beneficiaries’ 
best interests. The starting point for assessing the law on investment of trust money in the 
interests of the beneficiaries is, as stated in the CP1, Cowan v Scargill2. The impact of that 
case is not, however, as it might be simplistically portrayed, a case of denying trustees the 
ability to look at any consideration other than profits, and you are correct to state3 that it does 
not preclude the trustees from taking into account environmental and social considerations.  
The judge said,  

When the purpose of the trust is to provide financial benefits for the beneficiaries, as 
is usually the case, the best interests of the beneficiaries are normally their best 
financial interests. In the case of a power of investment, as in the present case, the 
power must be exercised so as to yield the best return for the beneficiaries, judged in 
relation to the risks of the investments in question; and the prospects of the yield of 
income and capital appreciation both have to be considered in judging the return from 
the investment.4 

Megarry J himself denied that the case required profit maximisation at all costs and the 
requirement to bear in mind the purpose of the trust supports this.  

Harries v Church Commissioners5 supports this in a slightly round-about manner. The 
commissioners stated that they do not invest in companies whose main business is in 
armaments, gambling, alcohol, tobacco or newspapers, but allowed themselves these 
exclusions because there was an adequate range of alternative investments. This in the end 
rather makes the point. In the context of a pension fund, a pensioner-beneficiary will only 
complain where he feels that there is not or will not be sufficient money in the pot for his 
pension. He will not complain that although the fund’s obligations to him are met the trustees 

                                                            
1 CP para 10.1. 
2 [1985] Ch 270. 
3 CP para 10.10. 
4 Ibid 286. 
5 [1993] 2 All ER 300. 



have failed to invest in an arms firm. This is perhaps easiest to see in a defined benefit 
scheme than a defined contribution scheme, albeit only because of the ease in seeing there is 
insufficient money in the “pot”. The judge in Harries therefore accepted that the 
commissioner could take non-financial considerations into account to the extent that such 
considerations do not significantly jeopardise or interfere with accepted investment 
principles. The Trustee Act 2000 generally requires that trustees take into account the 
suitability of investments and the diversity of the portfolio (sections 4-5), as do6 the 
Occupational Pension Scheme (Investment) Regulations 2005, so long as their discretion is 
not fettered trustees may make policy as they see fit. 

To the extent that environmental and social factors indicate that there might be concerns 
about the sustainability of a business, a pension fund may well conclude – particularly given 
the long term nature of its own business – that investment is unwise even if there might be 
high short term profits. This type of calculation should not be condemned, and the use of 
ESG in this fashion is discussed in the CP7. We think you are correct that pension fund 
trustees may take this type of concerns into account, but that they do not have to do so. It is 
certainly not a breach of fiduciary duty not to take the concerns or factors into account. We 
agree with Rosy Thornton that the tie break principle is insufficiently nuanced to deal with 
“non-financial considerations”,8 although we think this because we do not see how a tie-
break works. Given what has just been said – non-financial considerations is a misnomer, as 
environmental, social, political, macro-economic or quality of life factors may all have a 
financial element, indicating at the very least the long term sustainability of a business model. 
This means that we do not agree with your conclusion in the CP9 that trustees should be able 
to use beneficiaries’ views as a tie-breaker. For one it is almost impossible to see when such a 
tie might appear given the variety of differing factors that might impact on the financial 
performance of the investment in question. More importantly in a large pension fund – or 
even most smaller ones – the idea that one could identify the scheme members’ views is 
worrisome. The most that could be done is to go on the basis of some democratic opinion 
poll, but that would seem to fetter the trustees’ discretion, and in any case leave a sour-taste 
at the pure majoritarianism of the mechanism. This type of mechanism only really makes 
sense in those cases where a fund – a unit trust or other investment mechanism markets itself 
on the basis that it is “ethical” in one way or another, and then only because those investing 
are self-selecting in some way. The idea that the membership of the Universities’ 
Superannuation Scheme has a view on investing in arms’ firms for example seems to us 
implausible. You do accept this10, but seem not to take this to its logical conclusion. That 
said, we agree that ethical considerations should normally be of secondary importance to the 
financial interests of the beneficiaries, but so long as the strategy of disinvestment can be 
defended as sound in financial terms it seems to us unproblematic to use ethical or ESG 
factors as part of the mix of factors involved in the decision. We suspect that this will allow 

                                                            
6 CP para 10.28. 
7 CP paras 10.43 ff. 
8 R Thornton ‘Ethical Investments: A Case of Disjointed Thinking’ [2008] CLJ 396. 
9 CP para 10.114. 
10 CP para 14.27. 



only a small increase in the circumstances in which such factors can be used from your own 
views set out in CP, paras 14.25ff. 

It is worth pointing out at this point that although you do recognise that there is a wider and a 
narrower meaning of fiduciary duties, it is not always clear in what sense you or those you 
quote are using the phrase. Tomorrow’s Company11 says that lack of awareness of these 
factors might be a breach of fiduciary duty. Fiduciary duties properly so-called, however, are 
negative and prophylactic in nature (as recognised at CP paras 5.22ff), and it is unclear 
whether your consultee understands this. The Kay Review itself falls into this trap, 
commenting that fiduciary duties are derived from the obligation to behave as a prudent man 
in managing his own affairs.12   

On balance, and despite this, we believe, in answer to Question 3, that the law is sufficiently 
certain. It is notable that when you discuss fiduciary duties in chapter 5 you state that the law 
is flexible but also uncertain. The issue is that because the fiduciary duty is by its nature 
parasitic on the other – more substantive – duties that a fiduciary might owe, it seems to be 
more mysterious, unclear and confusing. There does need to be very clear delineation 
between fiduciary duties and the other duties that a fiduciary might owe, and it is not an easy 
analytical line to draw, particularly when you consider the point that Matthew Conaglen 
makes in his book13 that neither good faith nor the obligation to act for proper purposes is a 
fiduciary duty. However, the question it seems to us, is whether any attempt to statutorily 
codify the law would make the law easier to apply. It is not obvious to us that it would do so, 
and, as will be seen, we agree that there should be no general reform of the law of fiduciary 
duties.  

Other uncertainties arise in terms of when those duties arise – under which circumstances and 
in which relationships? In terms of identifying when a fiduciary obligation might arise, 
fiduciary law is often seen as a question of “I can’t define it, but I know it when I see it,” 
although some authors have attempted to synthesise an explanation of when they arise, based 
on voluntary undertakings.14 That is a necessary condition; it is impossible to be a 
constructive fiduciary. You must have voluntarily undertaken a relationship with the principal 
which is deemed to be fiduciary. Edelman goes further, however, in arguing that fiduciary 
obligations arise where as a result of the voluntary undertaking there is a reasonable 
expectation of them.15 The greater the degree of trust, vulnerability, power or confidence 
reposed the greater the likelihood of the fiduciary obligation. As Millett LJ said in Bristol & 
West BS v Mothew,16 “A fiduciary is someone who has undertaken to act for or on behalf of 
another in a particular manner in circumstances which give rise to a relationship of trust and 
confidence.” That though is not a definition; it is rather a description; not all relationships of 
trust and confidence give rise to fiduciary duties. Edelman rejects the view that there is just a 
list and that this is as far as it goes. Edelman is correct that there is more than just a random 
                                                            
11 Quoted at CP para 10.61. 
12 J Kay Review of UK Equity Markets and Long Term Decision-Making. Final Report (2012) para 9.17. 
13 M Conaglen Fiduciary Loyalty (Hart Oxford 2010) 40-50. 
14 J Edelman ‘When do Fiduciary Duties Arise?’ (2010) 123 LQR 302. 
15 Ibid 317. 
16 [1996] 4 All ER 698 (CA) 711.  



list, but it is not the whole story. The trust reposed in the fiduciary needs to be trust 
concerning the management of some affairs or property of the principal. The fiduciary has a 
power or discretion to affect the principal’s interests.17 A trustee for example manages the 
beneficiary’s assets. The principal is therefore in a position of vulnerability and this is what 
frequently typifies new fiduciary relationships. What the fiduciary does affects his interests 
quite directly, because of the direct control that the fiduciary has over those interests. On this 
basis we find it hard to understand why some stakeholders would say18 that fiduciary duties 
would not extend to contract-based pension providers. Those providers are still taking money 
from the investor in order to produce a return for them and the investor is in their hands as to 
whether and how that is accomplished. We believe that the Kay Report was correct in 
suggesting that fiduciary duties apply between all financial market actors whenever they have 
discretion over the investments of others or give investment advice,19 and this – irrespective 
of the sophistication of the counter-party – should apply throughout the investment chain. To 
the extent that this is unclear, we believe it needs clarification, but our preference would be to 
leave it to the courts to undertake that, as we believe any statutory reform to the law on 
fiduciary duties is unnecessary – and indeed potentially counter-productive.  

Turning to Question 6, it is not quite true, we think, that so long as the trustees keep the 
purpose of the power of investment in mind and consider relevant factors, the courts will not 
second guess their decisions. It is true that in deciding whether they have exceeded their 
powers or followed an incorrect (or correct) process this is right, however, we think there is a 
sense in which your stakeholders are right about herding. Section 1 Trustee Act 2000 judges 
trustees against what is reasonable to expect of the person in that profession. You stress that 
this refers not just to what others are doing, but what a reasonable trustee would do. The 
question comes down to what is reasonable, and who decides what is reasonable. 
Reasonableness cannot be judged ex post. It must be judged at the time – in court the judge 
will decide what is reasonable in part at least on the basis of expert evidence, which is 
unlikely to assert that a strategy followed by a large number of people – possibly including 
well known leaders in the area was unreasonable (except with hindsight which is an 
impermissible way to judge matters). You are right, we think, that herding is natural human 
behaviour, but the instinct to herd is reinforced by the law. It seems to us that although a 
contrarian investment strategy may well be perfectly reasonable, the current law could 
reinforce a safety first approach – particularly for smaller trusts – which may not have the 
same access to investment advice and detailed analysis as larger funds. So while the law does 
permit a sufficient diversity of strategies including contrarian strategies by including the 
reference to reasonable, it fails to sufficiently encourage sensible contrarian investing. 
Perhaps a change to “defensible” or “resting on sufficient evidence” would nudge such a 
change?  

Many of the following questions in the first section (Duties to act in the best interests of the 
beneficiaries) are linked and the following is offered as being relevant to Questions 7-12. 

                                                            
17 Frame v Smith (1987) 42 DLR (4th) 81, 98-99 (Wilson J). 
18 As discussed at CP para 11.08. 
19 J Kay Review of UK Equity Markets and Long Term Decision-Making. Final Report (2012) para 9.17. 



The beneficiaries’ best interests as indicated above are that they obtain the financial rewards 
promised – a pension. Their individual interests therefore are long term, or possibly quite 
short term depending on how close they are to retirement. This is why investment advisers 
often suggest that in our own investments we move out of equities as we range, as equities 
can be seen as more volatile but also good for long term capital growth. For DB schemes as a 
whole, however, their interest collectively is in being able to pay out on their obligations in 
the long term, so that younger members can obtain their pensions in 30 years time, older ones 
in one year’s time and current pensioners now. This creates a complex web of obligations, 
and the statutory funding obligation must attempt to balance these out. The obligation to 
prepare valuations of the assets held and to assess if accrued benefits can be paid as they fall 
due in the future is therefore an appropriate one, but the market-to-market valuation seems to 
us an inappropriate way to assess this. A longer period between valuations might also reduce 
the temptation to concentrate purely on the next valuation. Tentatively a period between 5 
and 10 years might be appropriate.  

As a means of protecting the investment and the beneficiaries, diversification is important. It 
is not, however, true to say that fiduciary duties require excessive – or indeed any – 
diversification. Being purely negative and prophylactic that is not the function of the 
fiduciary duty. We agree that excessive diversification would have adverse consequences and 
suggest that if pension funds generally follow the same type of diversification strategy that 
creates systemic risk in that if it goes wrong for one fund, it will go wrong for all. The law 
should aim to promote diversity of investment strategies and diversity of diversification 
strategies. The question again boils down to what is reasonable to protect the investment from 
disaster, so that not all parts of the fund go down in value together. It is the Trustee Act and 
the Investment Regulations that require the diversification. It seems to us that if the strategy 
is defensible, and rests on sufficient evidence that the regulators should have no problems 
with it.  

In answer to Question 14, we believe that the duties require strengthening and clarifying. We 
have already mentioned that we believe contract-based pension providers should, for 
example, be treated as fiduciaries. They are in the business of managing assets on behalf of 
others. They conduct company research, appoint investment managers and give them 
authority to buy assets. Members of a pension scheme rely on the pension provider to protect 
their economic interests. Each member, when entering into a contract with a provider is 
promised a payment of benefit in the future. The value of the benefit depends on the acts of 
the provider as pension is calculated taking into account nominal performance of asset 
classes, as you say in the CP20. For this reason it is important that the duties on contract-
based providers are clarified and strengthened.  

                                                           

Contract-based pension providers should be required to act in the best interests of the pension 
scheme members. The FCA regulatory requirements already provide a satisfactory standard 
as providers of personal or stakeholder pension “must act honestly, fairly and professionally 

 
20 CP para 3.77. 



in accordance with the best interests of its client”.21 When assessing the suitability of the 
investment, they must “take reasonable steps to ensure that a decision to trade is suitable for 
its client”.22 They must do so by obtaining the necessary information regarding the client’s 
financial situation and investment objectives as well as information necessary “to understand 
the essential facts” about the client.23 This standard, we think, is adequate and need not be 
strengthened. What requires clarification is what this standard applies to. The standard, it is 
submitted should apply to the selection of investments as well as their review, as discussed 
below, in the answer to Question 15. Any clarification or strengthening of contract-based 
pension providers’ duties should take place by an amendment to the regulatory framework. 
The courts evaluate the standard of skill and care by taking into account FCA regulatory 
requirements24 and they are not willing to go beyond them.25 In Seymour v Caroline Ockwell 
& Co26 the court was unwilling to find a duty of care on the part of an independent consultant 
for policy reasons as it would mean bypassing the regulatory regime.27  

The regulatory framework regarding exclusion of liability for contract-based pension 
providers could be further strengthened. The current FCA regulatory requirements stipulate 
that liability cannot be at all excluded or restricted in relation to the duties under the 
regulatory system.28 If the duties under the regulatory system are clarified and strengthened, 
as suggested below in the answer to question 15, the current formulation of prohibition of 
exclusion of liability for breach of regulatory requirements will be sufficient and the 
exclusion of liability for contract-based pension providers will be stronger. 

As far as other duties are concerned pension providers can exclude or restrict their liability if 
it is honest, fair and professional to do so.29 Thus, liability for breach of fiduciary duties that 
contract-based pension providers owe to pension members can presumably be excluded if, for 
example, the pension provider honestly discloses this fact and such exclusions are typically 
made by other providers. The requirement of fairness is rather vague. It is not clear whether 
fairness of exclusion would be judged by a subjective standard (such as the view of the 
pension provider in question) or objectively. We think this does not protect the interests of 
the pension members sufficiently. If any exclusion of duties outside regulatory framework 
(including fiduciary duties) is to be permitted the standard for exclusion should be objective 
and higher, for example “where necessary and reasonable to do so”. 

In answer to Question 15, we believe that pension providers should be obliged to review the 
suitability of investment strategies over time. The current regulatory framework does seem to 
impose a duty to review investments. The rules refer only to “acting” in the best interests of 
the clients and ensuring that personal recommendation and “decision to trade” is suitable for 

                                                            
21 COBS 2.1.1R 
22 COBS 9.2.1R 
23 COBS 9.2.2R. 
24 Loosemore v Financial Concepts [2001] Lloyd’s Rep PN 235 as noted at CP paras 11.65-11.66. 
25 As correctly noted at CP para 12.22. 
26 [2005] EWHC 1137 (QB); [2005] PNLR 39. 
27 Seymour at para 143 (Judge Havelock-Allan QC). 
28 COBS 2.1.2R. 
29 COBS 2.1.3G. 



the client. This applies when members enter the scheme30 and when investments are 
managed.31 It is suggested in the CP that the hurdle for reviewing investments under the 
regulatory framework is high32 as the provider “is entitled to rely on the information provided 
by its clients unless it is aware that the information is manifestly out of date, inaccurate or 
incomplete”.33 This regulatory rule, it is submitted, does not provide for even a high hurdle 
for reviewing suitability of investments; it has very little to do with a review. First, under the 
regulatory framework the information is only relied on to assess suitability of investments 
when “personal recommendation” or a “decision to trade” is made.34 Once these acts are 
performed, the information is no longer relied upon and therefore it is irrelevant that it may 
have become “manifestly out of date” after the recommendation or decision to trade was 
made. Second, COBS 9.2.6R stipulates that when a provider “does not obtain the necessary 
information to assess suitability, it must not make a personal recommendation to the client or 
take a decision to trade for him.” In other words, if the information is out of date or 
incomplete, the provider has a duty not to act. This cannot be interpreted as positive duty to 
review suitability.  

In our view, the lack of a duty to review suitability of investments is a serious omission given 
that pension is a long-term investment. Pension providers ought to be charged with a duty to 
review investments “honestly, fairly and professionally in accordance with the best interests 
of its client”. More specifically, they ought to be required to take reasonable steps to ensure 
that not only the selection but also the review of investment is suitable for the client based on 
the up-to-date information. For this duty to be meaningful there should also be a duty on the 
provider to obtain such up-to-date information, analogous to the duty to obtain information in 
COBS 9.2.2R. We do not have a strong view as to the frequency of the review but suggest 
that this should take place regularly and as often as necessary. 

In answer to Question 16, if Independent Governance Committees are to be introduced at all, 
they should be subject to the same standard as the pension providers. As noted in the CP, 
Independent Governance Committees would consider members’ interests35, whether the 
scheme offers value for money36 and they could scrutinize transaction costs37. Their task 
would be to identify any problems and report on an action to the pension provider’s board, 
which the board would then need to implement or explain why it has not done so.38 It would 
be odd if the committees could propose an action to the board that would not be in the best 
interest of the scheme members. In such a case, presumably, the board would need to refuse 

                                                            
30 CP para 12.19. It may be worth noting that the regulatory rules actually do not expressly say that suitability of 
investments is assessed when members enter the scheme. The obligation to do so could perhaps be inferred from 
the duty to ensure that “personal recommendation” is suitable for the client (i.e. advice given when a member 
joins a pension scheme). 
31 In COBS 9.2.1R there is a reference to making suitable decisions when managing investments. 
32 CP para 12.20. 
33 COBS 9.2.5R. 
34 COBS 9.2.1R. 
35 CP para 2.64. 
36 CP para 13.56. 
37 CP para 13.35. 
38 CP para 13.56. 



to implement because it would not be in the best interests of the scheme members. This 
would be inefficient and wasteful.   

We do agree with your position that the general law of fiduciary duties need not be reformed 
by statute (Question 18). You correctly identify the following two arguments supporting this 
point:  

(i) fiduciary duties are better left flexible and without a set definition in the interests of 
justice39 and that  

(ii) a reform would likely lead to new uncertainties and have unintended consequences, 
especially for trusts.40  

We could add that the general law of fiduciary duties is nuanced and detailed. Any statutory 
reform would likewise need to be detailed. The value of having the law codified would be 
likely outweighed by the time and cost invested in drafting it. Moreover, whilst the general 
law of fiduciary duties is better left unreformed this does not preclude a statutory reform of 
aspects of the law in this area where needed, as for example was the case with the fiduciary 
duties of company directors (Companies Act 2006, ch 2 Pt 10). 

There is a need (Question 20) to review the regulation of investment consultants. Currently 
investment consultants fall outside the FCA regulatory regime so long as they only give 
“generic advice”.41 It would be useful to know how often “generic advice” is dispensed in 
practice and whether investment consultants give what appears to be generic advice but is in 
fact relied upon. Application of the regulatory regime means that particular standards are 
imposed on the consultant. In determining whether the consultant should act according to a 
particular standard it should be relevant whether the managers (trustees) of a pension fund 
relied on the advice if it was reasonable for them to do so rather than whether the advice was 
generic or not. Under the current law investment consultants will rarely owe a duty to care to 
anyone other than the client, as illustrated in Seymour.42 and also noted in the CP.43 In the 
context of pension funds investment consultants ought to have a duty to give advice suitable 
to pension members and in the best interests of pension members insofar as they have 
information about such members. If the advice is relied upon it has impact on the 
performance of investments. It should be considered to what extent pension providers seeking 
advice from investment consultant should have a duty to inform the consultants about the 
purpose of investment and share other information about their client. This might raise 
confidentiality issues. However, a review of the regulation is needed to help prevent the 
weakening of protection of pension members in the investment chain.  

In answer to Question 21, there is also a need to review the law on intermediated securities 
as it does not seem to be sufficiently clear, transparent or generally fit for modern purposes. 
A debate is needed as to the nature of intermediated securities. This has implications in 
practice in relation to taking security in securities (financial collateral) as it is not clear what 
                                                            
39 CP para 14.62 
40 CP para 14.63 
41 CP paras 8.20-8.22. 
42 [2005] EWHC 1137 (QB). 
43 CP paras 11.70-11.76. 



constitutes “control” of securities. Securities are valuable assets which can be used to raise 
secured finance but access to finance may be unnecessarily restricted if law on securities 
remains uncertain. Another key and as yet unanswered question is who bears the risk of the 
insolvency of a securities intermediary. The answer is hugely important for the system as a 
whole (systemic risk).44 Another point that should be debated is whether retail investors 
should be given consumer protection.45 Given that the European Securities and Markets 
Authority is currently working on European Securities Law legislation, which is relevant to 
intermediated securities, it may be sensible to postpone the review until after the outcome of 
this work is known. 

The FCA should in the future review the regulation of stock lending by custodians (Question 
22). It is clearly unfair to the pension members that they bear the risk, however small, of 
stock-selling transaction without any reward. Professor Kay suggested that any profit earned 
on a stock lending should be turned to the pension members. We agree with this approach. 
Although under the current law the default rule is that a custodian would breach the trust if it 
kept any profit, the rule can be, and often is, modified by contract.46 A more restrictive 
approach is needed, perhaps one where passing profit to members is mandatory. This 
approach might, however, remove the incentive on the part of the custodian to lend in the first 
place. This is fine if the aim of the legal system is to diminish the practice of stock lending. 
If, however, there are policy reasons for not discouraging the practice of stock lending, the 
custodians should be allowed to profit from stock lending in whole or in part. In such cases, 
pension members should not bear the risk of such transactions. This could be achieved, for 
example, by requiring the custodians to provide adequate protection of pension member 
interests.  

 

 

 

 

                                                            
44 R Goode ‘Removing the obstacles to commercial law reform’ (2007) 123 LQR 602, 604. 
45 N Moloney ‘The investor model underlying the EU's investor protection regime: consumers or investors?’ 
(2012) 13 Eur Bus Org L Rev 169. 
46 CP para 12.65. 
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1st Floor, Tower, 52  

Queen Anne’s Gate, 

London SW1H 9AG 

 

21 January 2014 

Dear Sirs, 

CP 215: FIDUCIARY DUTIES OF INVESTMENT INTERMEDIARIES 

The International Securities Lending Association (“ISLA”) is grateful for the opportunity to 

respond to the Law Commission’s Consultation Paper 215: “Fiduciary Duties of Investment 

Intermediaries”. As the industry representative body for the securities lending1 market in 

Europe our response is deliberately focused only on matters relating to this particular market 

(namely Question 22). We hope that our response below is helpful to the Law Commission in 

considering how the law of fiduciary duties applies to investment intermediaries in the context 

of stock lending.  

By way of background we begin by summarising our response to Professor Kay’s Review on The 

Effect of UK Equity Markets on the Competitiveness Of UK Business. In this we noted the 

following:- 

That it was accepted by leading policymakers that stock lending is essential 

for the effective functioning of the markets.  As an example we quoted Paul 

Tucker’s speech to the Association of British Insurers2, in which he stated that 

“ “Securities lending is essential for any capital market to work efficiently. 

Liquidity requires market makers or traders who willingly incur short positions 

to meet buyers’ orders. They will do so only if they can cover their short 

positions- meaning that they need to be able to borrow securities to deliver them 

into their sold positions. This in turn requires investors in those securities to be 

willing to lend them”.  

Some respondents to Professor Kay’s Review were critical of stock lending 

because they were critical of short selling. We noted that there have been 

large numbers of academic studies into the potential impact of short-selling 

activity on underlying asset prices both prior to and through the financial 

crisis (including when a number of jurisdictions introduced restrictions or 

                                         
1 “securities lending” and “stock lending” are synonymous terms.  
2 http://www.bankofengland.co.uk/publications/Documents/speeches/2012/speech566.pdf 
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outright bans on the activity). The overwhelming conclusion of those studies 

was that there was no meaningful correlation between short-selling activity 

and underlying asset prices, and the only discernible impact where short-

selling bans were introduced was a marked reduction in secondary market 

liquidity and a widening of bid/offer spreads in the relevant securities, to the 

ultimate detriment of investors.  Subsequent to our response short selling in 

the UK has become subject to an EU regulation3 designed to increase the 

transparency of short sale positions and to reduce perceived risks linked with 

uncovered and naked short selling.   

We also pointed out that for institutional investors such as pension funds, 

stock lending is a discretionary activity and that should an institution have any 

concerns over any aspect of the stock lending market (including the potential 

impact of short selling), it need not participate. We very conservatively 

estimated that long term institutional investors (such as pension funds) 

earned over €1bn from lending their securities.  Participation in the practice 

could therefore give long term asset holders such as pension funds and 

insurance companies a useful additional income stream to help meet their 

ultimate obligation to their stakeholders and policyholders. 

 

ISLA response to CP215 Question 22: Should the FCA review the regulation of stock lending 

by custodians? 

The question raised in the paper is whether regulation is needed to ensure that revenues from 

stock lending are appropriately rebated to the investor.  

Stock lending is a discretionary activity that many institutional investors choose to engage in as 

a way of generating incremental returns that can assist with meeting their long term liabilities. 

As with all investment techniques stock lending involves both returns and risks. We believe it is 

therefore appropriate that pension fund trustees conduct appropriate due diligence before 

engaging in the activity.  

In order to assist trustees in their understanding of stock lending a group of trade associations 

(including ISLA), developed some publications4 designed to explain the risks as well as the 

benefits of the activity to trustees, and provide them with a checklist of key questions that 

should be considered when establishing a stock lending programme.  The Bank of England, FSA 

and The Pensions Regulator acted as observers during the development of the publications.    

Virtually all institutional investors who engage in stock lending appoint an agent to act on their 

behalf. Custodians are the most commonly appointed agents but in some cases fund managers 

or specialist firms may perform this role. The appointment of a stock lending agent is akin to the 

appointment of an asset manager. The appointment takes place through the execution of a 

contract that sets out the roles and responsibilities of the agent, and will include any limitations 

                                         
3 Regulation (EU) No 236/2012 of the European Parliament and of the Council (the Short Selling Regulation – 
SSR) 
4 http://www.bankofengland.co.uk/markets/Pages/gilts/slrc.aspx 



 

or restrictions that the investor wishes to place on their program. The investor and agent will 

agree a commission or fee (commonly referred to as a “fee split”) for the provision of this 

discretionary service which will be recorded in the contract executed by both parties.  

Stock lending agents undertake a number of services for their clients which include the record 

keeping of all stock lending transactions, negotiation of loans with market counterparties, 

management of collateral (including the daily mark to market process), investment of any cash 

collateral in accordance with agreed client guidelines, the management of corporate actions on 

stocks that have been lent, collection of income from borrowers, and ensuring securities are 

recalled in the event these are needed for sales or voting. In some cases agents also provide 

indemnification whereby the agent or another party assumes some or all of the credit risk in the 

transaction. The costs associated with the systems, infrastructure and expertise required to 

perform these functions and ensure that risks are managed in accordance with clients’ policies 

are not immaterial.  

The report suggests that custodians keep some or even all of the income that is generated from 

lending their clients’ securities. As explained above the industry standard model for dealing 

with revenues from stock lending is that whilst all of the revenue generated belongs to the 

investor, the agent will be entitled, under the terms of the contract with the investor, to receive 

a fee or commission for providing the stock lending services. In practical terms the investor may 

agree that the payment of this commission can be made through a deduction from the gross 

revenues generated. We are not aware of any situations where a custodian keeps all of the 

revenues from lending clients’ securities as is suggested in the paper. 

In terms of relevant existing regulation, the FCA’s Handbook explicitly requires that a custodian 

must receive express prior consent from its client before engaging in stock lending5. This 

requires the establishment of a contractual arrangement between the custodian and its client 

which will detail the terms on which stock lending may be undertaken. The Handbook goes on 

to say that “Firms are reminded of the client's best interests rule, which requires the firm to act 

honestly, fairly and professionally in accordance with the best interests of their clients.” Whilst 

there is no explicit reference in this section of the Handbook to stock lending revenues the 

contract will contain provisions which detail how these are to be treated and how the custodian 

is to be compensated for providing this discretionary service.  

Stock lending may also be undertaken by collective investment schemes such as UCITS. In 

February 2012 ESMA published guidelines for UCITS funds6 which provided amongst other 

things more detailed guidance on how regulated funds should conduct stock lending. These 

include provisions ensuring minimum levels of disclosure for investors and a specific 

requirement that “All the revenues arising from efficient portfolio management techniques, net 

of direct and indirect operational costs, should be returned to the UCITS”. The meaning of this 

was subsequently further clarified  in a Q&A document7 published by ESMA which stated that 

“The guidelines do not prohibit the deduction from gross revenues arising from efficient 

                                         
5 FCA Handbook: CASS 6.4 Use of safe custody assets  
6 http://www.esma.europa.eu/system/files/2012-832en_guidelines_on_etfs_and_other_ucits_issues.pdf 
7 http://www.esma.europa.eu/system/files/2013-1547_qa_on_guidelines_on_etfs_and_other_ucits_issues.pdf 



 

portfolio management techniques of fees paid to securities lending agents as a normal 

compensation for their services in the context of such techniques”.  

We believe that the existing regulations contained within the FCA handbook (which require a 

specific agreement to exist between client and custodian for stock lending to take place) are 

sufficient to deal with any perceived risk that custodians may not be appropriately rebating 

revenues. Furthermore the ESMA Guidelines provide further comfort to the extent that a 

pension fund may invest in the units of a collective investment fund which undertakes stock 

lending.   

We hope that this response is helpful to you as you consider your recommendations and should 

you have any questions please feel free to contact me. 

 

 

Yours faithfully, 
 

 

 

    

 

Kevin McNulty  

 

Chief Executive 

International Securities  Lending Association 

4 Lombard Street 

London 

EC3V 9AA 

 

 

 

 

 

 

 

 

 
 



          
         
         
          
 
         
         
 
        20th January 2014 
 
Folarin Akinbami,  
Law Commission,  
1st Floor, Tower,  
52 Queen Anne’s Gate,  
London SW1H 9AG 
 
 
 
Dear Dr. Akinbami, 
 
RE: Fiduciary Duties of Investment Intermediaries - consultation 
 
I am pleased to see that the Law Commission is undertaking the above consultation, and 
would like to contribute to it.  My submission is made in a personal capacity, but is based on 
my experience as a former member of the Joint Negotiating Committee of the Universities' 
Superannuation Scheme (USS), a position to which I was elected through the University and 
College Union (UCU).  In that capacity I attended various meetings of the USS JNC and also 
attended meetings and seminars with USS's Responsible Investment team. 
 
I have been a campaigner on a number of issues over several decades now; my main concern 
is with global human rights.  Recently, when I opened a Stocks and Shares ISA for the first 
time, I took pains to ensure that all the funds I invested in were ethical ones and that they did 
not invest in fossil fuels, tobacco, the arms industry or countries notorious for human rights 
abuses.  Ironically, however, my pension fund USS holds far more money on my behalf than 
my ISA (I have about 30 years of contributions to date), and yet I apparently have no say in 
how this money is invested.  When I look at the top 40 investments of USS I find that they 
include Royal Dutch Shell, Nestle, BP, British American Tobacco, Imperial Tobacco and 
BAE Systems: between them these companies exemplify the various kinds of unethical 
investments made by my pension scheme on my behalf. 
 
My union, the University and College Union, has repeatedly affirmed its commitment to 
ethical investment, notably through the following motion carried overwhelmingly (perhaps 
even unanimously) at its Higher Education Sector Conference in 2011: 
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B7 USS and ethical investment 
 
"This Sector Conference notes with extreme concern the USS top 100 
investments, which currently include major banks and companies producing 
petroleum products, tobacco and weapons. 
 
Conference believes that UCU members' interests are not best served by 
having their pensions invested in companies whose practices are unethical. 
 
Conference resolves to work with Fairpensions to attempt to improve the 
practices of companies in which USS invests, but not to restrict itself to 
'responsible investment'. 
 
Conference instructs UCU's representatives on the USS board to press for 
policies of ethical investment, including divestment from companies whose 
practices cannot be reformed because of the intrinsic nature of the 
companies' activities, and companies which refuse to reform their practices. 
 
Conference agrees to campaign for UCU representation on the Investment 
Committee of USS to ensure that UCU has a direct input into investment 
decisions." 

 
 
However, as a representative of UCU on the USS JNC I felt powerless to do anything to 
implement my union's clearly stated policy, because USS takes the position, informed by its 
legal advice, that it would be illegal to take ethical considerations into account in its 
investment decisions. When I recently contacted USS about its investments in fossil fuels, I 
received an e-mail from Matthew Ford of USS's Communications Department dated 10th 
December 2013, which included the following: 
 
"However, the fund’s investment policy must be consistent with our legal responsibility under 
trust law which requires USS to maximise returns for the scheme’s beneficiaries as its 
primary objective." 
 
It appears to me that USS's position, based on its legal advice, is in fact at variance with the 
law on trustees’ fiduciary duties. 
 
In your consultation paper you state that “when trustees think that beneficiaries hold a 
particular moral view, they may use this as a tie-breaker. They may avoid investments which 
they consider scheme members would regard as objectionable, so long as they make equally 
advantageous investments elsewhere.” 
 
In my experience, USS does not appear to feel able even to consider whether the tie-break 
principle could be applied, and it appears to believe that it is legally prohibited from doing so 
because of legal advice that "the fund is not able to make ethical choices in its investments".   
 
I understand the Law Commission’s view to be that ethical concerns of members can be 
accommodated so long as they do not result in financial detriment.  Moreover, as long ago as 
7th October 2008 this was clarified in the House of Lords by Lord McKensie during the 
debate on the Pensions Bill: "There is no reason in law why trustees cannot consider social 
and moral criteria in addition to their usual criteria of financial returns, security and 
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diversification. This applies to the trustees of all pension schemes."  I understand that Lord 
McKensie made this statement in response to Lord Joffe, who had said: "Some trustees 
believe that the law does not permit them to take ethical practices into account in making their 
investment decisions. Rather more trustees question whether it is lawful for them to actively 
engage with corporations in relation to what they see as unethical practices. Even more 
trustees do not believe that they are permitted by law to disinvest from corporations whose 
practices they see as anti-social, anti-environmental or anti-human rights." 
 
Lord Joffe was absolutely right.  Unfortunately, the amendment he was proposing (on behalf 
of Lord Judd) was withdrawn in the light of Lord McKensie's clarification.  This would now 
seem to have been premature and unduly optimistic, given that all the misunderstandings on 
the part of trustees cited by Lord Joffe are still prevalent, with USS being a prime example. 
 
In order to end this confusion, which has gone on for long enough, I urge the Law 
Commission to recommend unambiguous clarification in statute that funds may take account 
of members' ethical views.  I cannot tell you how frustrated USS members like myself are at 
the scheme's failure to address our ethical concerns and their persistence in investing our 
pensions in companies, sectors and countries which we find morally abhorrent.  USS 
members, being entirely drawn from academic and academic-related staff in universities, are a 
well-educated and articulate group of people, and we would be easily capable of expressing 
our views on where we would like the ethical boundaries drawn around our pension scheme's 
investments if only USS would take the trouble to consult with us. 
 
I look forward to seeing the Law Commission's response in due course.  Thank you very 
much for taking the time to take my submission into account. 
 
 
 
Yours sincerely, 
 
 
 
 
Dr. Susan Blackwell 
 
 
 
 
 
 
 



Law Commission 
Consultation Paper No 215 

 
 
 

FIDUCIARY DUTIES OF INVESTMENT INTERMEDIARIES 

 

RESPONSE TO QUESTIONS 

This optional response form is provided for consultees’ convenience in 
responding to our Consultation Paper on Fiduciary Duties of Investment 
Intermediaries. 

The Consultation Paper is available free of charge on our website at: 
http://lawcommission.justice.gov.uk/consultations/fiduciary duties.htm 

The response form includes the text of the questions in Chapter 15 of the 
Consultation Paper, with checkboxes for answers and space for comments. You 
do not have to respond to every question. Comments are not limited in length 
(the box will expand, if necessary, as you type). 

Each question gives a reference in brackets to the paragraph of the Consultation 
Paper at which the question is asked. Please consider the surrounding 
discussion before responding. 

We invite responses from 22 October 2013 to 22 January 2014. 

Please return this form: 

by email to: fiduciary.duties@lawcommission.gsi.gov.uk or 

by post to (before 4 November 2013):   

Folarin Akinbami, Law Commission, Steel House, 11 
Tothill Street, London SW1H 9LJ. 

Tel: 0203 334 0200 

by post to (after 4 November 2013): 

Folarin Akinbami, Law Commission, 1st Floor, Tower, 
52 Queen Anne’s Gate, London SW1H 9AG. 

Tel: 0203 334 0200 

We are happy to accept responses in any form – but we would prefer, if 
possible, to receive emails attaching this pre-prepared response form. 
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Information provided to the Law Commission 
 
We may publish or disclose information you provide us in response to this consultation, 
including personal information. For example, we may publish an extract of your 
response in Law Commission publications, or publish the response in its entirety. We 
may also be required to disclose the information, such as in accordance with the 
Freedom of Information Act 2000. 
 
If you want information that you provide to be treated as confidential please contact us 
first, but we cannot give an assurance that confidentiality can be maintained in all 
circumstances. An automatic disclaimer generated by your IT system will not be 
regarded as binding on the Law Commission. 
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The Association of Corporate Trustees

Trustee

c/o Esther White 
Independent Trustee Services Ltd 
The St Botolph building 
138 Houndsditch 
London EC3A 7AW



We would like comments and responses on the following questions. 

PENSION TRUSTEES’ DUTIES TO ACT IN THE BEST INTERESTS OF 
BENEFICIARIES 

Question 1 Do consultees agree that Chapter 10 of the Consultation Paper 
represents a correct statement of the current law? (14.6) 

 Yes:   No:   Other: 

 

Question 2 Do consultees agree that the law reflects an appropriate 
understanding of beneficiaries’ best interests? (14.11) 

 Yes:   No:   Other: 

 3

Show font properties

We agree that beneficiaries "best interests" generally  means best financial interests but 
this does not mean that other interests can never be taken into account. 



 

Question 3 Do consultees think that the law is sufficiently certain? (14.15) 

 Yes:   No:   Other: 

 

Question 4 Should the Occupational Pension Scheme (Investment) Regulations 
2005 be extended to all trust-based pension schemes? (14.15) 

 Yes:   No:   Other: 

 

 4

  
Yes the existing flexibility is desirable as it enables trustees to adapt investment strategies 
to changing market conditions.

  
 



Question 5 Are there any specific areas where the law would benefit from 
statutory clarification? (14.15) 

 Yes:   No:   Other: 

 

Question 6 Do consultees agree that the law permits a sufficient diversity of 
strategies? (14.21) 

 Yes:   No:   Other: 

 

 5

Agreed that a wide variety of strategies can be pursued.



Question 7 Do consultees agree that the main pressures toward short-termism 
are not caused by the duty to invest in beneficiaries’ best interests? (14.24) 

 Yes:   No:   Other: 

 

Question 8 Do consultees agree that the law is right to allow trustees to consider 
ethical issues only in limited circumstances? (14.28) 

 Yes:   No:   Other:  
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There are a whole range of factors leading towards short-termism but the duty to invest in 
beneficiaries best interests is not one of them. 



Question 9 Does the law encourage excessive diversification? (14.32) 

 Yes:   No:   Other: 

 

Question 10 Does the law encourage trustees to achieve the right balance of risk 
and return? (14.32) 

 Yes:   No:   Other: 

 7

We do not think the law encourages excessive diversification.  Where this is a fault it 
tends to be caused by the advice provided by investment consultants. 

  
Difficult to answer in the abstract other than in the most general sense - where the answer 
is yes.  The "right balance" will vary from one pension scheme to another and from one 
trustee board to another.



 

Question 11 Are there any systemic areas of trustees’ investment strategies 
which pose undue risks? (14.32) 

 Yes:   No:   Other: 

 

Question 12 Overall, do consultees think that the legal obligations on trustees 
are conducive to investment strategies in the best interests of the ultimate 
beneficiaries? (14.33) 

 Yes:   No:   Other: 
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The highly regulated pensions arena, in particular the requirement to have triennial 
valuations carried out at a point in time on a mark to market basis, can be 
counter-productive and are not always conducive to investing in the best interests of the 
beneficiaries. 



Question 13 If not, what specifically needs to be changed? (14.33) 

  

 

FIDUCIARY-TYPE DUTIES IN CONTRACT-BASED PENSION SCHEMES 

Question 14 Do consultees agree that the duties on contract-based pension 
providers to act in the interests of scheme members should be clarified and 
strengthened? (14.42) 

 Yes:   No:   Other: 
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Yes, though there is a risk of creating an excessively complex regulatory environment for 
contract based schemes (as we currently have for DB schemes).



Question 15 Should specific duties be placed on pension providers to review the 
suitability of investment strategies over time? If so, how often should these 
reviews take place? (14.42) 

 Yes:   No:   Other: 

Question 16 Should members of Independent Governance Committees be 
subject to explicit legal duties to act in the interests of scheme members? (14.42) 

 Yes:   No:   Other: 
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Regular reviews should take place at least annually and perhaps more frequently if 
circumstances warrant it. 

Otherwise the purpose of such committees is ambiguous.  



Question 17 Should pension providers be obliged to indemnify members of 
Independent Governance Committees for liabilities incurred in the course of their 
duties? (14.42) 

 Yes:   No:   Other: 

 

FIDUCIARY DUTIES IN THE REST OF THE INVESTMENT CHAIN 

Question 18 Do consultees agree that the general law of fiduciary duties should 
not be reformed by statute? (14.61) 

 Yes:   No:   Other: 
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Yes we agree.



Question 19 Should rights to sue for breach of statutory duty under section 138D 
of the Financial Services and Markets Act 2000 be extended? (14.67) 

 Yes:   No:   Other: 

 

Question 20 Is there a need to review the regulation of investment consultants? 
(14.71) 

 Yes:   No:   Other: 

 

 12



Question 21 Is there a need to review the law of intermediated shareholdings? 
(14.74) 

 Yes:   No:   Other: 

  

Question 22 Should the FCA review the regulation of stock lending by 
custodians? (14.75) 

 Yes:   No:   Other: 
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Do you have any other comments about fiduciary duties in the investment chain, 
or how those duties are applied in practice? 

 

 

In this consultation the Law Commission has focussed on the issues in relation to pension 
trusts. If any of the proposals are taken forward they may impact upon the wider trust 
industry generally.  If that is likely we would appreciate further consultation to ensure that 
this did not have unexpected (and possibly unwelcome) consequences. 
 



 

 
 

Fiduciary duties of investment 
intermediaries: 

Completed Response 
 

Name:  Richard Keery 

Category:  Investment managers 

Email: 

Address:  Strathclyde Pension Fund 
6th Floor 
Capella Building 
60 York Street 
Glasgow G2 8JX 

Telephone 

 

Confidential: 
Off 

 

 
 

Question 1)  
Do consultees agree that Chapter 10 of the Consultation Paper represents a correct 
statement of the current law? (14.6) 

Response:  Yes 
 
Comments:   
We welcome the depth of the analysis and the clarity of the summary of the current 
legal position.  We believe that the law is often interpreted in a conservative way 
that may discourage decisions that would be in beneficiaries interests. We would 
therefore suggest that assistance is required to better achieve a healthier 
understanding and interpretation of the law.    We acknowledge that the 
Commission has worked closely with the Scottish Law Commission to identify 
similarities and differences between the law in the two jurisdictions. However, the 
focus of the work has been Trusts and Trustees. Scottish LGPS are not trustee 
schemes therefore we would ask for specific consideration of this legal position in 
the Commissions work. 

Question 2)  
Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests? (14.11) 

Response:  Yes 
 
Comments:   
 

Question 3) 
Do consultees think that the law is sufficiently certain? (14.15) 

Response:  Yes 
 
Comments:   



 

Question 4) 
Should the Occupational Pension Scheme (Investment) Regulations 2005 be 
extended to all trust‐based pension schemes? (14.15) 

Response:  Off 
 
Comments:   
 

Question 5) 
Are there any specific areas where the law would benefit from statutory 
clarification? (14.15) 

Response:  Off 
 
Comments:   
 

Question 6) 
Do consultees agree that the law permits a sufficient diversity of strategies? (14.21) 

Response:  Yes 
 
Comments:   
 

Question 7) 
Do consultees agree that the main pressures toward short‐termism are not caused 
by the duty to invest in beneficiaries’ best interests? (14.24) 

Response:  Yes 
 
Comments:   
 

Question 8) 
Do consultees agree that the law is right to allow trustees to consider ethical issues 
only in limited circumstances? (14.28) 

Response:  Yes 
 
Comments:   
We ask the Commission to clarify its use of term 'Ethics'. At 1.7 (2) "To clarify how far 
those who invest on behalf of others may take account of factors such as social and 
environmental impact and ethical standards."  We would ask the Commission to take 
care with terminology and be clear in its references to avoid confusion. The 
investment industry acronym ESG is accepted as 'environmental, social and 
governance', matters and would not include 'ethical' issues. 

Question 9) 
Does the law encourage excessive diversification? (14.32) 

Response:  Off 
 
Comments:   
 

Question 10) 



Does the law encourage trustees to achieve the right balance of risk and return? 
(14.32) 

Response:  Off 
 
Comments:   
 

Question 11) 
Are there any systemic areas of trustees’ investment strategies which pose undue 
risks? (14.32) 

Response:  Off 
 
Comments:   
 

Question 12) 
Overall, do consultees think that the legal obligations on trustees are conducive to 
investment strategies in the best interests of the ultimate beneficiaries? (14.33) 

Response:  Yes 
 
Comments:   
 

Question 13) 
If not, what specifically needs to be changed? (14.33) 

Response:   
 
Comments:   
 

Question 14) 
Do consultees agree that the duties on contract‐based pension providers to act in 
the interests of scheme members should be clarified and strengthened? (14.42) 

Response:  Off 
 
Comments:   
 

Question 15) 
Should specific duties be placed on pension providers to review the suitability of 
investment strategies over time? If so, how often should these reviews take place? 
(14.42) 

Response:  Off 
 
Comments:   
 

Question 16) 
Should members of Independent Governance Committees be subject to explicit legal 
duties to act in the interests of scheme members? (14.42) 

Response:  Off 
 
Comments:   



 

Question 17) 
Should pension providers be obliged to indemnify members of Independent 
Governance Committees for liabilities incurred in the course of their duties? (14.42) 

Response:  Off 
 
Comments:   
 

Question 18) 
Do consultees agree that the general law of fiduciary duties should not be reformed 
by statute? (14.61) 

Response:  Off 
 
Comments:   
 

Question 19) 
Should rights to sue for breach of statutory duty under section 138D of the Financial 
Services and Markets Act 2000 be extended? (14.67) 

Response:  Off 
 
Comments:   
 

Question 20) 
Is there a need to review the regulation of investment consultants? (14.71) 

Response:  Yes 
 
Comments:   
We would welcome a review 

Question 21) 
Is there a need to review the law of intermediated shareholdings? (14.74) 

Response:  Yes 
 
Comments:   
We would welcome a review 

Question 22) 
Should the FCA review the regulation of stock lending by custodians? (14.75) 

Response:  N/A 
 
Comments:   
We would welcome a review 

Question 23) 
Do you have any other comments about fiduciary duties in the investment chain, or 
how those duties are applied in practice? 

Response:   
 
Comments:   
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Faculty of Advocates Response  
 

to  
 

Law Commission Consultation Paper No 215 
 

FIDUCIARY DUTIES OF INVESTMENT INTERMEDIARIES 
 

1. Do consultees agree that Chapter 10 of the Consultation Paper represents a correct 
statement of the current law? 
 
We agree that paras 10.01-10.40 of the Consultation Paper represents an accurate statement of 
the law as we understand it. 
 

2. Do consultees agree that the law reflects an appropriate understanding of beneficiaries’ 
best interests? 
 
We do not consider that this is a query upon which the Faculty can comment. 
 

3. Do consultees think that the law is sufficiently certain? (14.15) 
 
 “There are few legal concepts more frequently invoked but less conceptually certain,” Justice La 
Forest, of the Supreme Court of Canada, has warned, “than that of the fiduciary relationship.” 
(Lac Minerals Ltd v International Corona Resources Ltd [1989] 2 SCR 574, 643-644)  
 
Many of the challenges that arise in practice arise not from the general law – which has its own 
difficulties – but with the contractual documentation which sets out the respective rights and 
duties of the parties. Whatever the common law of fiduciary duties may be, it is unusual for the 
default common law position to apply in isolation. A key issue, in our view, is the extent to which 
it is permissible to modify by contract the default fiduciary duties. It is because the facts or status 
or relationship of beneficiaries to trustees or other investment intermediaries is thought to render 
the beneficiaries “vulnerable” and therefore require the protection of fiduciary duties. That 
vulnerability, however, is difficult to reconcile with the principle that fiduciary duties ought to be 
capable of being freely modified by contract. If the parties were thought to be sufficiently capable 
of regulating their agreement by contract, there would be no need for fiduciary duties to be 
imposed by the law in the first place. It is for this reason that the courts are reluctant to impose 
fiduciary obligations onto arms-length commercial relationships (see Consultation, para 11.15 ff). 
 
It may also be pertinent to observe that in the context of pension trustees and other investment 
intermediaries, some legal uncertainty may reflect market uncertainty.  
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4. Should the Occupational Pension Scheme (Investment) Regulations 2005 be extended to 

all trust-based pension schemes? (14.15) 
 
We consider this to be a policy question which we are not well placed to address.  
 
 

5. Are there any specific areas where the law would benefit from statutory clarification? 
(14.15) 
 
(a) We have already referred, in our response to question 3 above, to the conflict between 

fiduciary duties and freedom of contract. We consider that serious consideration should be 
given to the extent to which it is permissible to regulate fiduciary relationships by contract to 
the prejudice of the beneficiaries. In making this suggestion, however, we are acutely aware 
of the considerable challenge that would be involved. Nonetheless, we consider that such a 
statement would be possible. It should not be possible, for instance, for someone who the 
law would consider to be in a fiduciary position to be able to contract out of all fiduciary 
duties: such a contract is inconsistent with the fiduciary relationship. There must, to use the 
well-known phrase, be an “irreducible core” of fiduciary obligations. Although not all duties 
will arise for all fiduciaries in all situations, there is a list of well-known fiduciary duties. 
Despite warnings that it cannot be done, we are of the view that it would be possible to 
codify the law of fiduciary duties. We refer in this regard to the codification of directors’ 
duties.  

 
(b) We accept that some contractual modification of fiduciary duties should be possible. But 

contractual modification of fiduciary duties should not be unfettered. The ability of company 
directors to contract out of their statutory duties is severely limited (Companies Act 2006, s 
232). Certain actions of a board of directors of a company are not open to ratification even 
by the unanimous consent of the shareholders (as in the case of a breach of legal rules that 
exist to protect creditors, such as the prohibition against unlawful distributions). In the law 
of fiduciary relationships there should be an irreducible core. 

 
(c) In the context of investment intermediaries and pension funds, it should not be possible to 

modify all the duties. We note that the Government’s own response to the Kay Review 
proposes a set of duties to be owed by all participants in the equity investment chain. These 
are to some extent co-extensive with some fiduciary duties but, taken as a whole, would 
impose minimum standards that fall considerably below fiduciary standards. Importantly, 
however, these duties may not be contractually overridden (see Consultation, para 1.10).  

 
(d) There arises the question of whether social and ethical considerations should be recognised 

factors to be considered by those parties who are involved in the investment chain. In the 
Scottish context, we consider, albeit tentatively, that it would be possible, for instance, to 
amend the Charities and Trustee Investment (Scotland) Act 2005 in such a way as to permit 
trustees to take social and ethical considerations into account.  The recent announcement 
that Comic Relief is to dispose of its multimillion-pound holdings in tobacco, arms and 
alcohol companies in response to, among other things, criticisms from some of its own high 
profile supporters indicates that this is a live issue of real concern to those who contribute to 
charitable funds. (theguardian.com, 26th December 2013) 

  
6. Do consultees agree that the law permits a sufficient diversity of strategies? (14.21) 

 
We do not consider that this is a query upon which the Faculty can comment. 
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7. Do consultees agree that the main pressures towards short-termism are not caused by the 
duty to invest in beneficiaries’ best interests? (14.24) 
 
We do not consider that this is a query upon which the Faculty can comment. 
 

8. Do consultees agree that the law is right to allow trustees to consider ethical issues only 
in limited circumstances? (14.28) 
 
This is a policy question. The case law has a well-argued logic. The difficulty with case law is 
applying decisions in one set of circumstances to others. A concise statement of general 
principles would better allow judgments to be made about the applicability of the principles to 
particular fact situations. 
 

9. Does the law encourage excessive diversification? (14.32) 
 
We do not consider that this is a query upon which the Faculty can comment. 
 

10. Does the law encourage trustees to achieve the right balance of risk and return? (14.32) 
 
This is a policy question which we are not best placed to address. We would, however, reproduce 
one summary of the Scottish position provided by two Scottish Law Commissioners (one 
former, one present) on the law of trustee duties: 
 

“…trustees have two types of investment duty. The first is not to invest in a way that is 
outwith their powers, even if the investment promises to be a good one. The second is 
to choose wisely between the various possible investments that are within their powers. 
Trustees are actually faced with a problem. It is a law of economics that the higher the 
yield, the higher the risk; and the lower the yield, the lower the risk. ……..In practice 
they tend to go for a diversified portfolio producing moderate yield and moderate risk, 
and the courts seem happy with that.” 
G L Gretton and A J M Steven, Property, Trusts and Succession (2nd edn 2013) para 23.22 

 
Trustees are under a statutory obligation to have regard to the need for diversification in the 
investment of the trust (section 4A(1)(b), Trusts (Scotland) Act 1921)..  
 

11. Are there any systemic areas of trustees’ investment strategies which pose undue risks? 
(14.32) 
 
We do not consider that this is a query upon which the Faculty can comment. 
 

12. Overall, do consultees think that the legal obligations on trustees are conducive to 
investment strategies in the best interests of the ultimate beneficiaries? (14.33) 
 
We do not consider that this is a query upon which the Faculty can comment. 
 

13. If not, what specifically needs to be changed? (14.33) 
 
No comment. 
 

FIDUCIARY-TYPE DUTIES IN CONTRACT-BASED PENSION SCHEMES 
14. Do consultees agree that the duties on contract-based pension providers to act in the 

interests of scheme members should be clarified and strengthened? (14.42) 
 
On balance, yes. There is some doubt about whether such a scheme can contract out of fiduciary 
duties in a case which, on one view, is otherwise a fiduciary relationship. We would query 
whether the apparent differentiation between trust-schemes and contract-schemes on the basis of 
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‘ownership’ (see Consultation Paper, paras 3.77-3.78) is realistic. Even in a trust-based scheme, 
the investor who makes contributions to the scheme by way of cash does not retain ownership of 
the money. The whole point of the contributions is to transfer ‘ownership’ of the money to the 
trustees so that the trustees can make investments. The trustees are not agents. No doubt, under 
English law (though not under Scots law) an investor would be seen as having a proprietary 
interest in the fund that represents the fruits of his contribution and the content of which, by 
virtue of real subrogation, will change.  
 
We note that in a contract scheme the contract is normally with the individual consumer investor, 
rather than a commercial contract between the employer and the pension provider. The duties 
owed to the end investor by those in the investment chain should be the same. We note that 
contract providers are subject to the same FCA rules. In particular, we take the view that contract 
providers should be subject to the same obligation to review the suitability of the scheme to the 
investor (see Consultation paras 12.18-12.22). 
 

15. Should specific duties be placed on pension providers to review the suitability of 
investment strategies over time? If so, how often should these reviews take place? (14.42) 
 
Yes. Annually. 
 

16. Should members of Independent Governance Committees be subject to explicit legal 
duties to act in the interests of scheme members? (14.42) 
 
Yes. 
 

17. Should pension providers be obliged to indemnify members of Independent Governance 
Committees for liabilities incurred in the course of their duties? (14.42) 
 
This may be necessary in order to secure the services of those best qualified to act, for the 
reasons articulated by Lord Hope of Craighead in Governors of Dollar Academy Trust v Lord Advocate 
1995 SLT 596. 
 
 
FIDUCIARY DUTIES IN THE REST OF THE INVESTMENT CHAIN 

18. Do consultees agree that the general law of fiduciary duties should not be reformed by 
statute? (14.61) 
 
No. In our view, it would be possible to codify, admittedly at a high level of generality, the 
different fiduciary duties that may, in any particular case, arise in a fiduciary relationship. The 
codification of directors’ duties in the Companies Act 2006 is a good example of how it can be 
done.  
 
The major challenge is not identifying the default legal duty, but applying it to complex facts, 
particularly where there are detailed contractual agreements, multiple tiers of intermediation and 
instruction of specialised professionals to provide advice to trustees on how to act.  
 
But a concise and transparent statement of the duties would be useful – not least because there is 
a danger that the statements of other duties – such as those under the FCA Handbooks and 
associated sourcebooks – are set out in concise statements. As the Consultation Document 
rightly points out, however, “these rules often fall below the fiduciary standards on which they 
are loosely based” (Consultation, para 8.32). As a matter of market ethos, therefore, providing a 
concise statement of what are presently common law fiduciary duties would be useful in 
highlighting to market participants in an intelligible form, what their duties are. The example 
given by Slaughter & May and reproduced in para 8.35 well highlights the practical questions that 
may arise as a result of the disparities.   
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There is also the difficulty of translating the technicalities of English law into terms that may be 
understood in international practice. In Första AP-Fonden v Bank of New York Mellon SA/NV 
[2013] EWHC 3127, para [176], Blair J said: 
 

‘But it does not follow that because the term “fiduciary” is used in documentation, 
fiduciary duties necessarily arise under English law. The term “fiduciary” is sometimes 
used to describe a particular type of financial business (as in Germany or Switzerland), 
and where it is used in a legal sense, as in common law jurisdictions, the term has 
somewhat different connotations from jurisdiction to jurisdiction, albeit derived from 
the same roots in equity’. 

 
We would, with all due respect, doubt whether the use of the term ‘fiduciary’ in Germany or 
Switzerland ‘has the same roots in equity’. But the concept of fiduciary duty is also mentioned in 
related EU legislation, as under the UCITS Directive, Annex 1, para 2(c), where ‘fiduciary duties’ 
are translated as ‘les devoirs fiduciaires du gestionnaire’/treuhänderischen Pflichten des AIFM.  
 
We also observe that the statement of ‘general covenants’, under Australian law, referred to in 
para 13.75, do look rather similar to the obligations already imposed by EU law under UCITS 
Directive (2009/65/EC), Art 14 (referred to briefly, in passing, at para 12.65 of the Consultation 
Paper and to which, admittedly, pension funds are not subject); and the Alternative Investment 
Fund Managers Directive (2011/61/EC), Art 12. In our view, no pension fund in the UK should 
be subject to less stringent standards than those set out in either the UCITS Directive or the 
AIFM Directive. 
 
 

19. Should rights to sue for breach of statutory duty under section 138D of the Financial 
Markets and Services Act 2000 be extended? (14.67) 
 
In our view, there is an existing difficulty with remedies for beneficiaries. Pension scheme 
investors, for instance, have none of the remedies that are, in principle, accorded to minority 
shareholders under sections 265 and 994 of the Companies Act 2006. Even where pension 
schemes are structured in such a way as to give rise to what, in functional terms, amounts to 
different classes of the pension investors, the alteration of the rights of that class of investors is 
not subject to the general company law of alteration of class rights attached to shares (see 
Companies Act 2006, s 629 ff). 
 
In practical terms, of course, it is often very difficult for minority shareholders to exercise any of 
the remedies conferred on them by statute. But in practice the fact that these remedies exist often 
give the minority shareholder leverage which she would not otherwise have.  
 
More generally, in our view, given the fragmentation of the investment chain the end investor 
should have a direct right of action against any party in the investment chain. The end investor 
ought not to have to concern herself with chain problems. Those in the chain are best placed to 
work out these issues among themselves.   
 
In a case where the allegation is breach of a delictual duty of care, we would draw the 
Commission’s attention to the decision of Lord Hodge in Trustees of the WTL International Limited 
Retirement Benefits Scheme v Eric Edwards and Scottish Widows Plc [2010] CSOH 34. 
 

20. Is there a need to review the regulation of investment consultants? (14.71) 
 
Yes.  We support the recommendation in the Kay Review that those in financial markets, 
including investment consultants, should be subject to duties so that “… the client’s interests are 
put first, that conflicts of interest should be avoided, and that direct and indirect costs of services 
provided should be reasonable and disclosed” (11.8)  Regulation can contribute to attaining that 
objective.  As the Law Commission notes, “the standard of the duty of care in negligence is likely 
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to be largely co-extensive with that imposed by the regulatory rules” (11.24, citing Jackson & 
Powell on Professional Liability (7th edn 2011)) but this is not a rule of law. The current position - 
that an investment consultant who gives negligent advice to pension scheme trustees is not liable 
to the scheme members - is unsatisfactory (11.76).  So too is the position that an investment 
consultant is not liable to the trustees of a pension scheme for purely generic advice (12.25).  This 
is so particularly because of the evidence to support the proposition that trustees do indeed rely 
on that advice.     
 

21. Is there a need to review the law of intermediated shareholdings? (14.74) 
 
We would observe only that the approach summarised at para 14.76 on the trust based structure 
does need to be critically examined from the perspective of Scots law. Scots law is well able to 
accommodate the trust-based solution, with associated insolvency effect, and in a way that is 
comprehensible to market participants based in countries which do not otherwise have the trust. 
But it does so without characterising any beneficiaries’ right as an ownership right.  

 
22. Should the FCA review the regulation of stock lending by custodians? (14.75) 

 
Yes. In general terms, it is in the very nature of a trust that title and benefit are separated. In 
Scots law, the beneficiary under a trust does not have a right of ownership in the trust property.  
The beneficiary’s rights are in the nature of a jus crediti or personal right against the trustees: 
Gloag & Henderson, The Law of Scotland 13th edn (2012) at para 41.04. Insolvency effect is 
explained on the basis that the trust assets are held in a separate estate or patrimony from the 
trustee’s private assets: Scottish Environmental Protection Agency v Liquidators of the Scottish Coal 
Company Ltd [2013] CSIH 108, para [123]. The titular holder of the assets, the trustee, is generally 
bound by his fiduciary duties not to benefit personally from the assets which he holds for 
beneficiaries. At first sight, therefore, and subject, to full disclosure and the granting of fully 
informed consent, the stock lending market operates in breach of that principle: a point 
recognised by Blair J in Första AP-Fonden v Bank of New York Mellon SA/NV [2013] EWHC 3127, 
para [181].  The Report of the Pensions Law Review Committee (1993) (page 342) included stock 
lending and borrowing within its working definition of an “investment”, although the Pensions 
Act 1995 does not define “investment”.  
 

 
 
 
 

 
 



FIDUCIARY DUTIES OF INVESTMENT INTERMEDIARIES

The Tax Justice Network’s response to Law Commission Consultation Paper No. 215

21st January 2014

Introduction

1. The Tax Justice Network (“the TJN”) is an independent international network launched in 
2003.  We conduct high-level research, analysis and advocacy on international tax; on the 
international aspects of financial regulation; on the role of tax in society; and on the 
impacts of tax evasion, tax avoidance, tax “competition” and tax havens.  We seek to create 
understanding and debate, and to promote reform.

2. We welcome the Law Commission's consultation paper on the fiduciary duties of 
investment intermediaries (“the Consultation”).  We note that it is prompted by a 
recommendation in the Kay review of UK equity markets and long-term decision making: 
final report (“the Kay Review”) that the Law Commission should be asked to review the 
legal concept of fiduciary duty as applied to investment to address uncertainties and 
misunderstandings on the part of trustees and their advisers.  We also note that the scope 
of the Consultation is wider than is envisaged by this recommendation, seeking in 
addition to (a) clarify how far those who invest on behalf of others may take account of 
factors such as social and environmental impact and ethical standards, and to (b) identify 
areas where changes are needed (alongside other additional objectives).

3. As set out below, we have helped shape the public debate about fiduciary duties insofar as 
concerns company directors’ duties and corporate tax behaviour.  This paper begins with 
a summary of our position on that issue and then extends into the realm of financial 
intermediaries.  The paper contains responses to some, but not all, of the questions in the 
Consultation.

Tax avoidance and the fiduciary duties of company directors

4. Our interest in fiduciary duties stems from the alleged fiduciary duty on the part of 
company directors to "maximise profits", which is said to translate into a fiduciary duty to 
avoid tax.  The degree of misunderstanding in relation to this issue, even among informed 

reply to:

DAVID QUENTIN
SENIOR ADVISER, TAX JUSTICE NETWORK LIMITED, COMPANY NUMBER 05327824
38 STANLEY AVENUE, CHESHAM, BUCKS HP5 2JG

                     website  www.taxjustice.net



commentators, is illustrated by Robert Peston's blog post on the BBC website at 
http://www.bbc.co.uk/blogs/thereporters/robertpeston/2010/09/is avoiding tax immo
ral.html, in which he writes "the advice to directors of public companies is quite clear: they 
are failing in their fiduciary duty if they allow their businesses to pay more tax than 
necessary".

5. In order to eliminate this myth from public debate about tax avoidance we instructed 
Farrer & Co to prepare a formal legal opinion (“the Opinion”) explaining that such a duty 
is unknown to English law.  The Opinion is available here: 
http://www.taxjustice.net/cms/upload/pdf/Farrer_and_Co_Opinion_on_Fiduciary_Duties
_and_Tax_Avoidance.pdf.  We published it online, and circulated it to the press and to 
senior officers of all the companies in the FTSE100, in September 2013.

6. Many tax professionals and other expert commentators responded publicly to the 
Opinion, generally conceding that it was indeed up to directors to decide for themselves 
where to "draw the line" on tax avoidance (we summarise responses on our blog at 
http://taxjustice.blogspot.de/2013/09/on-directors-duties-to-avoid-tax-case.html).  The 
strongest point made in response was that there was no countervailing duty militating 
against tax avoidance either.  We agree.  In our view fiduciary duties are a red herring in 
this context.  The directors of a company can choose whether to behave aggressively or 
with an ethos of social responsibility in relation to tax without fear of liability under a 
“fiduciary duties” rubric either way.

Corporate tax avoidance and stewardship on the part of investment intermediaries

7. Only one expert commentator addressed an important further issue indirectly raised by 
the Opinion, however, which is the question of what (if not fiduciary duties on the part of 
directors) is the key factor driving tax avoidance. That commentator was William 
Underhill, partner at Slaughter and May, who wrote as follows in the Tax Journal on 27 
September 2013:

One last point to bear in mind, however, is that in the world of listed companies, the 
directors expose themselves to re-election by shareholders every year. A board that 
decides to pay more tax than it needs to will have to convince shareholders that it is in 
their interests to do so, not in a court of law but at the AGM and when they fill in their 
proxy voting forms.

8. We do not find this suggestion plausible.  We share with Professor Kay the view that “an 
investment landscape characterised by a competitive fund management industry and the 
fragmented holding of shares” does not lend itself to the degree of shareholder 
engagement that Mr Underhill posits (Kay Review, para 5.34).

9. In our view the culture of tax avoidance that permeates the corporate sphere is driven by 
precisely the systemic focus on short-term measurable outcomes (as opposed to long-
term stewardship) that Professor Kay identifies in his review.  It is not so much a matter of 
company boards fearing that they will not be re-elected if they do not avoid tax, as Mr 
Underhill suggests.  It is more that companies who do not display the short-term 
measurable financial benefits that arise from the tax avoidance opportunities that are 
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available in their sectors will compare unfavourably to their immediate competitors in the 
market for investment capital. 

10. We take it as axiomatic that corporate tax avoidance (even where it is legally effective in 
achieving the tax reduction it sets out to achieve, which is of course by no means always 
the case) has an adverse risk-profile in the long term.  There are a number of reasons for 
this, including the following.

i. Tax avoidance drives systemic legal risk for business in the form of (for example) (a) 
specific anti-avoidance legislation which may catch “innocent” transactions, and (b) 
unpredictable reform of general global corporate tax norms.

ii. Tax avoidance results in underfunded public exchequers, resulting in lower standards 
of public health, education and infrastructure, which adversely affects workforces, 
operations and markets both directly and (as inequality rises and social cohesion is 
lost) indirectly.

iii. Tax avoidance adversely affects the reputations of companies among governments, tax 
authorities and the public, and adversely affects the relationship between the corporate 
sector generally and society at large.

11. This adverse long-term risk profile is to be contrasted with the short-term boost that tax 
avoidance provides in terms of measurable financial performance.  That boost may be 
necessary in order for a company to keep abreast of its sector competitors in terms of 
superficial performance data, but (crucially) it says nothing about the value or 
profitability of the underlying business.  It is often nothing more than a paper exercise, 
serving only to (in effect) extract value from the public exchequer at the expense of other 
taxpayers, and bearing no relation to the value-creating operations with which proper 
stewardship should concern itself.  To adopt an analogy from nutrition, tax avoidance 
bears a similar relation to corporate performance as refined sugars do to the performance 
of the human body – tax avoidance brings empty financial calories and long-term health 
risks.

12. Tax avoidance is therefore a paradigmatic illustration of the failure of the prevailing 
systems of intermediated share ownership to encourage long-term stewardship as 
contrasted with a focus on short-term measurable financial outcomes.  We would 
therefore propose it as a “litmus test” issue when considering suggested reforms to the 
prevailing systems of intermediated share ownership, at least to the extent such reforms 
have (as was indicated to be needful in the Kay Review) the encouragement of long-term 
stewardship as their aim.  If the reforms are not such as would tend to suppress corporate 
tax avoidance, those reforms must be taken to be demonstrably inadequate on their face.

Responsible corporate tax behaviour as a shareholder “value”

13. Further, since tax paid has a measurable beneficial social impact (in terms of funds 
available for public spending) which is quantitatively equal to the adverse short-term 
impact of not avoiding it on a company’s financial performance, tax behaviour is perhaps 
the starkest “zero-sum game” of all the diverse claims on the social responsibility of 
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companies.  Viewed through the lens of tax avoidance, the issue of long-term stewardship 
therefore appears to bear a substantial overlap with the question of how progressive or 
ethical shareholder values can be realized in practice, in circumstances where the journey 
of those values, from the mind of the collective investment scheme participant or pension 
fund beneficiary to the mind of the corporate decision-maker, takes place across that 
hostile “investment landscape characterised by a competitive fund management industry 
and the fragmented holding of shares” (Kay Review, para 5.34).

14. The specific progressive shareholder “value” in this context might be the belief that tax on 
corporate profits is not a cost to be eliminated, but is rather a distribution of profits to 
society (as stakeholder) which a company should be proud to make in full.

15. There are some who believe that companies should not be required to pay tax at all, for 
reasons promulgated by the libertarian fringe of academic economics, and there are 
others who believe that a company’s contribution to society should be measured by 
reference to the consumption and labour taxes that it collects rather than solely by 
reference to the taxes that it actually bears.  There are even people who positively approve 
of corporate tax avoidance on the basis that the state is evil and should be starved of funds 
by any means possible.  But many people, including collective investment scheme 
participants and pension fund beneficiaries, believe that a company’s social licence to 
operate requires it to contribute a share of its profits towards the costs of maintaining the 
human, infrastructural and institutional substrate out of which its profitability arises.

16. As the Opinion makes clear, that specific progressive shareholder value could translate 
into an “enlightened shareholder value” to be pursued by the board of a company by 
virtue of section 172 of the Companies Act 2006, without fear of liability under a 
“directors’ duties” rubric, provided that the value itself can find safe passage across the 
intermediating badlands that Professor Kay identifies.

Fiduciary duties and the transmission of shareholder values: Consultation conclusions

Areas where we agree with the conclusions of the Consultation

17. We agree with the view expressed in paragraph 10.64 of the Consultation to the effect that 
fiduciary duties do not militate in favour of ethical behaviour, and this view chimes with 
the consensus response to the Opinion noted above.  We share the view expressed in the 
Consultation at paragraph 10.91 that the discretionary powers of a fiduciary will be 
constrained by the purpose pursuant to which the powers have been vested in her (as 
embodied in the terms of the vesting instrument), which in an investment context would 
not ordinarily include the pursuit of progressive social and environmental objectives.

18. By the same token and for the reasons set out in paragraph 10.102 of the Consultation we 
agree that the pursuit of social or environmental objectives by a fiduciary can only be 
properly conducted within a stipulated framework of values.  We agree that, absent such a 
framework, it would not ordinarily be appropriate for someone managing assets in a 
fiduciary capacity to apply her own ethical values or the perceived values of her principal 
so as to materially affect her investment decisions, for the reasons referred to in 
paragraphs 10.108 and 10.119 of the Consultation.  We also agree with the proposition in 
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paragraph 10.113 of the Consultation (which as the Consultation notes is borne out by the 
reality of the pensions landscape) that it would be consistent with an investment 
intermediary's fiduciary duties to make investment decisions within such a framework of 
values, even in circumstances where such decisions produce sub-optimal investment 
results, provided the principal or beneficiary consents to the framework.

19. It follows from the foregoing that fiduciary duties are at least capable of serving as a 
vehicle for specific progressive or ethical values on the part of a principal or beneficiary, 
even if in practice they are not generally deployed in this way among investment 
intermediaries more widely and more creatively than is set out in 10.111 to 10.114.  In 
paragraph 10.110 it is said that trustees should only be swayed by ethical factors in the 
ways set out in paragraph 10.111 to 10.114.  We agree with this to the extent that those 
are the only existing mechanisms for transmitting ethical values across the investment 
landscape of fiduciary intermediaries, but we would strongly resist any suggestion that 
this limitation derives from the law in this area rather than from the paucity of such 
mechanisms in the current market.

Paragraph 10.116 of the Consultation perpetuates the prevailing misconceptions

20. Broadly, then, we agree with the conclusions of the Consultation regarding the existing 
law of fiduciary duties as they apply to investment intermediaries.  We would, however, 
sound a note of caution or even alarm regarding the views expressed at paragraph 10.116. 
We do not agree that, as a matter of trust law, investment intermediaries are prohibited 
from taking decisions based on ethical factors which are to the financial detriment of the 
scheme or fund.

21. The observations at paragraph 10.116 of the Consultation may be correct in respect of an 
investment intermediary where the terms of the relationship require the fiduciary only to 
produce financial benefits for beneficiaries, but it is not consistent with the broad 
principle expressed in paragraph 10.91 of the Consultation, which is that the 
discretionary powers of a fiduciary will be constrained, not by a general legal requirement 
to optimise financial performance, but by the purpose pursuant to which the powers have 
been vested in her, which will be embodied in the terms of the vesting instrument.  Those 
terms may provide for the pursuit of ethical values even to the detriment of financial 
performance.  This is recognised at paragraph 10.113 of the Consultation, where it is 
noted that financially sub-optimal decisions may be taken by an investment intermediary 
with the informed consent of the principal or intermediary.

22. The conclusions in paragraph 10.116 of the Consultation are, in addition, not supported 
by the material offered in their support.  DLA Piper’s observations, cited in that 
paragraph, are predicated on an express assumption that the objects of the investment 
intermediary are merely to produce financial benefits.  Those observations do not even 
purport to be a summary of the law as it applies to all investment intermediaries.

23. We therefore believe that the material in paragraphs 10.98 to 10.116 of the Consultation 
“Ethical Factors” would better describe the law if it had ended with the observations of 
the 1993 Pension Law Review Committee at paragraph 10.115.  Those observations are 
balanced, considered, consistent with the foregoing material in the Consultation, and we 
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agree with them. The observations at paragraph 10.116, by contrast, do not correctly state 
the law, are not consistent with the foregoing material in that section of the Consultation, 
are unsupported, and seem to us to reflect a bias in favour of regarding investment 
intermediaries as ultimately and necessarily constrained by financial performance factors. 
In other words the conclusion of the Consultation’s section on “Ethical Factors” 
perpetuates the very misconception about fiduciary duties which resulted in the Kay 
Review recommendation that those duties be clarified.

The categories of values-driven investment intermediation are not closed

24. The overall impression given by the section of the Consultation on “Ethical Factors” is that 
the existing exceptions to the industry norm of pursuing financial benefit to the exclusion 
of all other considerations are the only exceptions permitted by law.  As noted above this 
is a possible reading of paragraph 10.110 of the Consultation, and the impression is borne 
out by the summary of conclusions in Chapter 14, which asserts at paragraph 14.6(4) that 
ethical factors “may only” be taken into account in the existing ways identified in 
paragraphs 10.111 to 10.114.  We believe that this impression is misleading, and confuses 
existing market practice with law.  We believe the law of trusts and fiduciary obligations to 
be tremendously flexible, and we believe that innovative instruments could be developed 
which would serve to convey ethical values across the investment landscape of fiduciary 
intermediaries.

25. While we would not wish to take the analogy too far, because we would not perceive the 
innovative instruments that we posit to necessarily serve a public benefit function, the 
“programme-related” and “mixed-purpose” investment on the part of charity trustees 
which the Consultation notes at paragraph 10.132 illustrate the flexibility offered by the 
law of trusts when it comes to building hybrid fiduciary obligations which (a) require the 
fiduciary’s activity to be in the nature of investment, but also (b) mandate the pursuit of 
specified values even where such pursuit brings financial detriment as compared to 
optimal investment performance.  Like the ethical retail investment offering described at 
paragraph 10.113, these activities sit on a spectrum between pure performance-driven 
investment at one end and the pure pursuit of non-financial values at the other.

26. Given that one of the purposes of the Consultation is to clarify how far those who invest on 
behalf of others may take ethical factors into account, and given the context of the Kay 
Review which calls for innovation tending to broader and deeper stewardship in the 
holding of equities, we believe it is an error on the part of the Consultation to suggest that 
the categories of values-driven conduct on the part of investment intermediaries are 
closed.  There is no reason in law why innovative fiduciary machinery could not be 
developed which carries specified progressive values on the part of individual collective 
investment scheme participants or pension fund beneficiaries across the landscape of 
investment intermediaries, into decisions by intermediaries as to which investments to 
prefer, and consequently on into the decision-making processes of company directors.

Our response to Consultation questions 1 & 8

27. Our response to Consultation question 1 is therefore as follows:
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Q1: We broadly agree with the Consultation’s conclusions as regards the existing 
state of the law on fiduciary duties, but we take issue with the suggestions that (i) 
the categories of machinery whereby investment intermediaries may take into 
account ethical factors are closed, and (ii) that outside those categories the law is 
that investment intermediaries must pursue financial benefit to the exclusion of 
ethical factors.

As is recognised by the Consultation, a decision of a fiduciary in an asset-
management role can lawfully have a hybrid purpose on a spectrum between 
financial performance and the pursuit of non-financial values, provided that the 
purpose is clearly embodied in the terms of the instrument giving rise to the 
fiduciary relationship.

It follows that there is no reason in law why innovative fiduciary machinery could 
not be developed which carries specified progressive values on the part of 
individual collective investment scheme participants or pension fund 
beneficiaries across the landscape of investment intermediaries, into decisions 
by intermediaries as to which investments to prefer, and consequently on into the 
decision-making processes of company directors.

28. It follows from the foregoing that Consultation question 8 is wrongly put.

Q8: It is not the law that prohibits trustees from considering ethical issues except in 
limited circumstances.  What prohibits trustees from considering ethical issues 
except in limited circumstances is the prevailing practice regarding the terms of 
the instruments giving rise to their fiduciary obligations.

Fiduciary duties and the transmission of shareholder values: the future

Fiduciary duties are not “the problem”: Consultation questions 7 & 18

29. The world of investment intermediaries is currently under sustained criticism from a 
number of quarters.  Whether it is said to have failed to act in the long-term interests of 
beneficiaries, or failed to foster greater social and environmental responsibility in the 
corporate sector, its defence is often that it is compelled to behave as it does because of 
fiduciary duties.  This creates an impression that fiduciary duties are (so to speak) “the 
problem” with the system of intermediated share ownership.

30. The Consultation takes a defensive stance on behalf of fiduciary duties.  It seeks to refute 
the suggestion that fiduciary duties are “the problem”.  We agree with the Consultation 
that fiduciary duties do not, in themselves, contribute to short-termism, thwart 
stewardship, or prevent investment intermediaries from fostering greater social and 
environmental responsibility in the corporate sector.

31. Fiduciary duties are, however, a crucial part of the legal underpinning of much of the 
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system of intermediated share ownership, and that system does encourage short-
termism, thwart stewardship, and prevent investment intermediaries from fostering 
greater social and environmental responsibility in the corporate sector.  This is not to 
blame fiduciary duties for those problems; the system could in our view be structured to 
(a) encourage stewardship and (b) carry progressive values from ultimate beneficiary to 
company director, without the nature of fiduciary duties having to be changed.  Our 
responses to questions 7 & 18 are therefore as follows:

Q7: Yes

Q18: Yes

Fiduciary duties could, however, be part of the solution: Consultation questions 12 & 13

32. We acknowledge in common with the Consultation that many progressive values are not 
shared by everyone, and that a default purpose for investment, once all other values are 
stripped away, is financial performance.  The pursuit of financial performance at any cost, 
however, is itself a “value” in this sense, and it is not one shared by many collective 
investment scheme participants or pension fund beneficiaries.

33. Many people recognise that the pursuit of financial performance at any cost can lead to a 
huge range of adverse social and environmental consequences which should not be 
subordinated to the accumulation of private wealth, including gross human rights 
violations, corruption, circumvention of the rule of law, armed civil conflict, catastrophic 
pollution, runaway exhaustion of the Earth’s resources, severe labour abuses of various 
kinds which pervade the supply chain, and tax dodging.

34. A value system which treats these matters as irrelevant to investment decisions is 
systemically imposed upon most low-to-moderate-net-wealth beneficial owners in the 
world of intermediated share ownership.  Those least likely to share the values of 
rapacious unfettered capitalism – salaried workers making monthly pension 
contributions out of modest wages, people with modest savings held in consumer 
collective investment schemes – are currently compelled to adopt those values in their 
most extreme form, and are denied the opportunity theoretically afforded by an equity 
participation in the world of business to withdraw their capital from activities they do not 
agree with.

35. Taking tax avoidance as an example, it is not currently possible for a collective investment 
scheme participant or pension fund beneficiary to tick a box which asserts the progressive 
value we identify in paragraph 14 to the effect that tax on corporate profits is not a cost to 
be eliminated but is, rather, a distribution of profits to society which a company should be 
proud to make.  But if there were such a tick-box, and the implications of ticking it were 
made clear to the investor so as to amount to consent along the lines referred to in 
paragraph 10.113 of the Consultation, fiduciary machinery could mandate investment 
intermediaries to pursue that progressive value, even to the investor’s financial detriment 
as compared to optimal investment performance, provided always that the decisions 
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taken in pursuit of that progressive value are proper and prudent investment decisions on 
other grounds.

36. If, in order to discharge their fiduciary duties, investment intermediaries were required to 
pursue that specific progressive value to the extent possible within the range of prudent 
investment options, it would be available to companies to differentiate themselves from 
their sector competitors in the market for investment capital by implementing fair and 
progressive tax policies at the conservative end of their wide range of tax behaviour 
options within the scope of s.172 Companies Act 2006, and to eschew the empty financial 
calories of tax avoidance.

37. No doubt other companies could seek to appear to have adopted such policies without 
actually having done so, and consequently a certain amount of due diligence would be 
required on the part of the investment intermediary to establish whether or not any given 
company had properly adopted the value on an operational level rather than merely 
making a show of it.  That due diligence exercise would be wasted effort on the part of the 
investment intermediary in circumstances where a short-term exit is in prospect, and so 
long-term engagement and stewardship on her part would be encouraged.  A virtuous 
circle could thereby be established between the adoption of values-driven investment by 
intermediaries and the ethos of stewardship that is widely thought to be lacking in the 
current system.

38. This improvement to the system of intermediated share ownership could be effected by 
reference to a number of progressive social and environmental values, and without 
change to the law of fiduciary duties.  Indeed it would be by virtue of the law of fiduciary 
duties that such a system would take effect.  Accordingly, rather than merely concluding 
that fiduciary duties are not broken and do not require fixing, we suggest that the Law 
Commission’s final report on this topic recommends that creative use of fiduciary duties 
be made so as to bring about a progressive transformation of the world of intermediated 
share ownership.

39. For example, civil society in consultation with the investment industry could develop 
something amounting to an industry-standard questionnaire of “tick-box” progressive 
social and environmental values in the nature of the progressive value we have identified 
in relation to tax conduct.  The investment industry in consultation with specialist bodies 
such as the Society of Trust and Estate Practitioners, the Charity Law Association or the 
Chancery Bar Association could at the same time develop new fiduciary investment 
instrument norms effective to carry those values along the investment capital supply 
chain so that investment decision-makers give effect to them, with the consequence that 
those values are fostered and encouraged in the boardroom.

40. Since the values on the questionnaire would not be shared by all beneficiaries, and indeed 
as the Consultation notes at paragraph 10.102 some values would be inconsistent with 
others, the system of intermediated share ownership would gradually repurpose itself 
under the pressure acting on its fiduciary participants, evolving into a mechanism which 
enables those individual tranches of investment capital that share a similar pattern of 
progressive social and environmental values to find each other as they cross the landscape 
of intermediated share ownership, group together, and ideally effect the real change in the 
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world that the ultimate beneficiaries would like to see.

41. Our responses to questions 12 & 13 are therefore as follows:

Q12: No; we believe that investment industry norms currently impose a value system 
on pension fund beneficiaries and collective investment scheme participants that 
they do not necessarily share, so that they are denied the opportunity to 
withdraw their capital from activities they do not agree with.

Q13: Innovative systems of intermediated share ownership need to be developed 
which carry progressive social and environmental values from the beneficiary 
across the intermediating territory and ultimately into the boardroom.

21st January 2014
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Fiduciary Duties of Investment Intermediaries 
Ben Rudder, BSc, PhD                           
 
Dear Commissioners, 
I write in response to your Consultation Paper. I write in a personal capacity. The 
response to your questions is attached below. 
 
My background 
Following experience in large-scale commercial operational planning, 

 I have worked for a decade as a 
consultant to a sponsoring body of lay trustees to some large pension fund boards. The 
work included investment data collection, research and the preparation of educational 
material on governance responsibilities of trustees, the requirements of the IORP 
Directive, and papers regarding recent academic discussion of fiduciary duty and 
macroeconomic issues for large funds. The papers are available on request. 
 
Key points of Law Commission paper 
I welcome the consultation document as an important contribution to industry 
understanding of current law. For most trustees, the Paper will be their first ever 
definitive explanation of the current standing of the law. In a summarised form it should 
form part of training for all in the investment chain, and I hope the Commission will be 
able pursue such training material with relevant agencies: BIS, TPR, FRC, IMA and 
others. 
 
The two key clarifications appear to be as follows: 
 
1. The lawfulness of investment strategies that take account of wider investment factors.  
In particular, it is useful that the paper recognises that consideration of social, 
environmental and economic factors are valid in the search for improved returns over a 
long time horizon. Long-term wider factors impacting on the future purchasing power of 
the pension should no longer be considered “ethical” matters, as the Commission 
acknowledges. 
It is also welcome and useful that the Paper accepts that collaboration between funds for 
governance purposes is lawful and particularly beneficial for smaller funds. 
 
2. The difficulty in law of extending fiduciary obligations to agents, as proposed by Kay.  
The implication of the Commission Paper appears to be that “fiduciaries” do indeed exist, 
that trustees have the highest duties in the chain of asset governance, and further, that 
these fiduciary duties are not shared by any agent (save in cases of full delegation of 
powers). This ends a long period of confusion; a confusion which itself suggests that 
trustees must now review SIPs, and all contracts, mandates, performance targets and fee 
incentives for all their agents with some urgency. 
 
The Paper represents the most complete and authoritative clarification I have yet read. Its 
production is long overdue, because confusion and/or indifference in the investment 
chain have undoubtedly contributed to the problems discussed by Kay and Myners. 



 
In the next phase of the Commission’s work on this topic, it would be useful if some of 
the implications of the work to date could be further explored. I make some suggestions 
below. 
 
Trustees are desperately in need of authoritative guidance on their role. Now the 
Commission has confirmed their seniority as sole fiduciaries, as well as confirming the 
lawfulness of consideration of wider factors, further authoritative guidance is required.  
 
If there is one single suggestion I would make, it is that the Commission find a way, 
alongside other authoritative bodies, to provide ongoing opinions regarding the 
lawfulness of changes that trustees must now be encouraged to make — i.e., changes in 
investment strategies, and the assertion of their fiduciary duties through the chain of 
agents by a thorough review of contracts, mandates, performance targets and fee 
incentives. 
 
Contrary to the legal notion that pension boards are a “sophisticated” party in contractual 
relations with agents, they are typically “lay” representatives of sponsors and 
beneficiaries, and need the maximum protection by regulators from the commercial and 
legal clout of large investment managers. 
 
If trustees propose a novel practice, they need to know whether it is lawful. They can pay 
to seek opinion, but even then, there is no certainty. Conservatism is built into investment 
practice through the cost, risk and effort of testing the lawfulness of progressive 
initiatives.  
 
In short: The problems highlighted by Kay stem not from the law itself, but from the 
failure of regulators to offer adequate support and guidance to trustees regarding the 
lawfulness of the implementation of solutions. 
 
What is badly needed, given that trustees have spent 30 years with misinterpretations of 
Megarry cited at them, is a place for them to go for authoritative guidance on the 
lawfulness of new approaches to contracts and strategies. Case law is largely a history of 
liability and prohibitions; what is needed is an exploration of lawful options and 
opportunities. A standing panel with Commission input that could consider proposals 
from trustees and publish opinion to the industry as a whole would give enormous help to 
trustees — especially now that it seems clear that the burden of fiduciary duty falls solely 
on them. 
 
Your Paper has been described in the press as a “status quo” result. In fact, it should be 
the starting point, from a clarified position, for a renewed advance in governance 
practice. 
 
Further questions for possible consideration: 
1. Is it true to say, that barring full delegation of powers, trustees are the sole fiduciaries 
in the investment chain of most pension funds? 



2. Are they also therefore solely responsible, while taking advice from agents, for 
ensuring governance oversight of assets? 
3. Are they also solely responsible for ensuring that all mandates, contracts, fee 
incentives and performance targets for agents are compliant with, and actively pursue 
the aims of Regulations and the Statement of Investment Principles (SIP)? Does the 
Commission believe that its current clarification of duties will require trustees to conduct 
an immediate review of all contractual arrangements with agents? 
4. If trustees cannot find agents able or willing to accept such contractual terms, would 
they be lawful in developing such expertise outside the existing market? 
5. Should trustees at all times have legal title to, and up-to-date knowledge of asset 
holdings for governance purposes, regardless of who holds them for trading or custodial 
purposes? 
6. Are adequately empowered potential collaborative fiduciaries available in other 
medium-to-long-term funds — DC schemes, insurance funds, etc. If so, can the 
Commission identify the relevant equivalent roles within the management of such funds? 
7. If commercial funds are found to have no fiduciaries, does the senior asset governance 
role therefore lie with the insurance company shareholders? 
8. If trustees are the sole fiduciaries, and have senior duties in the chain of investment, 
should they not also have the most senior role in consultations of the industry with 
regulators? 
 
Implications regarding Kay Review 
As a quick reminder of Kay’s key findings and recommendations, (with the difficult 
proposal to extend fiduciary duty to agents in brackets): 
• He found that short-termism is a problem in the UK economy — underinvestment 

being a major issue 
• He found a decline in trust and misalignment of incentives in the investment chain 
• (He wanted fiduciary standards of care by all who manage or advise) 
• He hoped to emphasise trust and diminish trading and transactional activities 
• He wanted the creation of Statements of Good Practice for each of the key players in 

the investment chain 
• He hoped to address disincentives to engagement arising from fragmented ownership 

and perceived regulatory barriers — and to establish an Investors Forum 
• He wanted to improve the quality of engagement 
• He wanted to find a way for asset managers to hold more concentrated portfolios  
• He wanted to find a method of improving investment practice through market 

structures rather than more codes 
• He wanted to tackle misaligned incentives through the disclosure of investment costs 

and stock lending 
• He wanted to reduce the pressure for short-termism arising from quarterly reporting etc 
 
Kay also says in his summary: “We conclude that the principal role of equity markets in 
the allocation of capital relates to the oversight of capital allocation within companies 
rather than the allocation of capital between companies. Promoting good governance and 
stewardship is therefore a central, rather than an incidental, function of UK equity 
markets.” 



 
In other words, those with the senior governance role over companies (confirmed, 
effectively, in the CLR, as shareholders, therefore including fund trustees) are expected 
to consider, at least in terms of motions at AGM and board appointments, the allocation 
of capital of companies across the economy. 
This is surely a factor tending to the view that long-term, economy-wide considerations 
are integral to investment strategies, and therefore always must be considered, and 
decisions and actions reported to beneficiaries. 
And with increasing cross-border asset holdings, UK assets are under the influence of 
overseas governance structures, while UK trustees must consider governance 
responsibilities for overseas assets. 
Furthermore, the banking sector, with its impact on the performance of all other sectors in 
the economy, suggests that a special class of governance duties may be necessary. 
Government regulation in the sector could likely be more effective with engagement of 
bank shareholders.  
 
Further questions for possible consideration: 
9. Do duties of UK trustees regarding asset governance apply to overseas holdings? 
Should consideration be given to the degree of engagement permitted by foreign 
jurisdictions? 
10. Do overseas holders of UK assets need to be afforded or denied any protections or 
powers in UK law if they collaborate with fellow fiduciaries in the UK in the governance 
of UK-based assets? 
11. Does UK law do enough to encourage overseas holders of UK to participate in 
collaborative activity and assist in the aims of the UK Stewardship Code? 
12. Though Kay was principally looking at UK equities, the senior role in governance 
implied by the Paper suggests that trustees’ duties of asset governance and engagement 
extend also to all other asset classes — private equity, bonds, property, hedge funds. Is 
this the case? 
13. Do the 2005 Regulations requiring strategies appropriate to time horizons, and 
diverse holdings suggest that the Commission should strengthen its “may consider” 
wider factors, to “must consider”, with an obligation to explain the results of those 
considerations.  
14. Should a special case for improving governance also apply to the banking sector? 
Are there any implications for the law? 
15. Given that assets are typically diversified for all funds, large and small, should the 
Commission strengthen its “may consider” collaboration, to “should consider”, with the 
obligation to explain considerations to beneficiaries? 
 
If an extension of fiduciary duties to intermediaries is difficult in law, then another 
approach to the problems raised by Kay needs to be found. 
It means rather that trustees must assert their fiduciary duties upon their agents not by 
relying passively on a change in the law, but instead by the nature of the contracts and 
mandates they maintain with agents, and the setting of appropriate targets against which 
agent performance can be measured. 
 



The difficulty here lies in the current absence of adequate and knowledgeable advice to 
trustees regarding both  

a) the formulation of appropriate contracts and mandates, and 
b)  advice on macroeconomic and sector-wide governance issues. 

 
Furthermore, the advice and management sector has a history in brokerage, and has a 
strong attachment to transaction-based fee structures, exclusion clauses, and commercial 
secrecy clauses, etc. 
 
Kay suggests that an Investors Forum might assist here, alongside a Best Practice guide 
for trustees and each of their agent categories. This may help in encouraging the 
development of new contractual relations and advice regarding wider investment factors. 
 
One might imagine a scenario in which a collaborative group of fund trustees develop 
model mandates, and simply hold out against the agency sector until some agents develop 
adequate advice. But this would be to put current management at risk. 
 
Further questions for possible consideration: 
16. If trustees develop a new set of mandates, preferred fee incentives and performance 
targets, but cannot find an experienced agent prepared to accept them, what remedy do 
they have? What happens if pursuit of lawful strategies is met by hostility from the agent 
industry? 
17. If trustees, after due consideration, decide they wish to pursue a strategy involving 
wider factors, but cannot find an agent with adequate expertise, would they be able to 
cite the Forum, or a Best Practice guide as adequate advice? 
18. How are trustees to establish the lawfulness of their novel mandates, contracts, 
performance targets and fee incentives? Should regulators offer more support to trustees 
in this regard, given that they will likely be attempting to advance their diligence? 
19. Who does the law suggest should be called on to develop a Best Practice guide for 
trustees? Will the Commission participate? 
20. Who should be called on to develop a Best Practice guide for the different agent 
types? Will the Commission participate? 
21. Should the Commission participate in a standing body, drawn from regulators, to 
give advice to fiduciaries regarding the lawfulness of novel investment strategies? 
 
Kay seeks transparency in regard to costs, fees, stock lending etc. Transparency is 
increasingly considered a remedy for market failures. 
 
Further questions for possible consideration: 
22. Trustees decide they will publish all their mandates and contracts to beneficiaries. 
The agents have inserted commercial confidentiality clauses into all documentation and 
sue. Do the trustees have any protection from fiduciary law? If not, why not? Is there a 
remedy here? 
23. If trustees decide to share purchased research with each other, do they have any 
protection in fiduciary law? 
24. Should there also be transparency regarding the governance practice of trustees 



themselves? Who might carry out such an auditing function, and should it be published 
for beneficiaries? 
25. Could a contract oblige advisors to raise governance matters with trustees? Might 
this be a remedy to problems in asset governance? Should trustees be obliged to report 
on governance and engagement matters raised by advisors? (The UNPRI Fid II report 
suggested that most advisors do not raise governance matters with trustees). 
 
Finally, suppose that collaborating funds put pressure on two companies in dispute over 
patents to drop the case, and share the patent, on the grounds that a legal dispute between 
two companies the funds jointly own is diverting company budgets away from research. 
What likelihood is there that directors might cite their fiduciary duty to the company over 
their duty to shareholders? 
 
Further questions for possible consideration: 
26. Does the Commission see any potential conflict between the fiduciary law of trustees 
and that of company directors? Or would the shareholders most likely prevail in their 
strategic ambition? 
 
 
See next page below for Answers to Commission’s Questions



PENSION TRUSTEES’ DUTIES TO ACT IN THE BEST INTERESTS OF 
BENEFICIARIES 
Question 1 Do consultees agree that Chapter 10 represents a correct statement of the 
current law? (14.6) 

Yes. But the interests of beneficiaries implies an appropriate time horizon for them too, 
as the 2005 Regulations state. This suggests that especially for larger funds, that factors 
1,2 and 3 “must” be considered, even if no further action is eventually taken. Best 
Practice Guidance might also include a requirement for trustees to explain their activities 
in these areas in annual reports, so that changes in industry practice may be monitored, 
and beneficiaries kept informed. 

It is also worth noting that many trustees are unlikely to have seen anything as 
comprehensive as the preliminary report from so authoritative a source. Even in the past 
few years, the 30-year-old Megarry ruling is still cited by fund legal representatives as a 
bar from taking into account wider investment factors. 

The main problem with recent advice to trustees is that it deals principally with liabilities 
and cases where conflict has emerged on trust boards. Trustees also need guidance on the 
lawfulness of alternative opportunities and options for investment strategies. The 
Commission might consider whether funds could bring novel proposals to an 
authoritative body more frequently, so that the industry as a whole may adopt new lawful 
methods in the knowledge that legal challenge is unlikely. 

Question 2 Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests? (14.11) 

In the context of the Kay Review, it is important that the time horizon of the beneficiary 
interest is always stressed as innately associated with it. 

It is welcome that the Commission has clearly separated factors of a macroeconomic and 
environmental and social nature that are likely to influence the future purchasing power 
of the expected benefit, from those of a moral or ethical nature. ESG factors are not “non-
financial” ones. 

However, the Commission might also like to consider whether trustees, after attempting 
to maximise the future value of pension payments, might also lawfully consider whether 
they wish to engage in the governance of assets which influence non-pension income, 
such as the purposes to which government borrowing is put, infrastructure investment, 
housing costs, tax rates etc. 

Question 3 Do consultees think that the law is sufficiently certain?  

No. Investment practices, regulation and codes are constantly changing. Trustees require 
more certainty about the likely lawfulness of their decisions and actions. To this end, the 
Commission might consider how authoritative opinion on proposed new practices can be 
obtained more regularly, and shared among the whole trustee community. For example, 
TPR or FRC might invite funds to submit questions regarding the lawfulness of novel 



strategies etc, which the Commission could consider if required, and publish findings to 
the benefit of the industry as a whole. 

Question 4 Should the Occupational Pension Scheme (Investment) Regulations 2005 be 
extended to all trust-based pension schemes? (14.15) 

Yes. Though some consideration might be given to requirements which may be 
excessively onerous for small schemes. The 2005 Regulations set a sensible common 
standard in investment terms, and such a change would simplify the law, and may assist 
in improving the national pool of persons with trustee training suitable for large schemes. 

Question 5 Are there any specific areas where the law would benefit from statutory 
clarification? (14.15) 

Probably. In the light of this Preliminary Report, two key areas of change are indicated. 

Firstly, the current Review seems to indicate that, contrary to the view of government, 
“fiduciaries” do exist, they are a specific category in law, and they stand in a senior role 
regarding the governance of assets and the appropriate setting of contracts and mandates 
with agents. However, at present, by practice or from confusion, as Kay indicates, 
trustees often consider that they must “obey” advisors. 

Secondly, the clarification contained in this Review regarding wider factors of investment 
is the first time an authoritative source has stated them. The current regulations do not 
even state that trustees may consider such factors, nor that they may collaborate with 
other fiduciaries to pursue them. 

In addition, this Paper does not discuss the two-fold components of assets held on behalf 
of beneficiaries, their pecuniary value and their governance rights. Kay argues that the 
role of asset governance in influencing the deployment of capital in the economy is 
increasingly important, and requires both active engagement and transparency.  

Regulations requiring fiduciaries to explain their approach to governance, including 
voting records and engagement activity may be useful. 

Question 6 Do consultees agree that the law permits a sufficient diversity of strategies? 
(14.21) 

In the light of the current opinion, the answer is probably yes. What the law permits, and 
what trustees can be sure it permits are not the same thing however. This is another 
argument for maintaining a method of dialogue between trustees and authoritative bodies 
on the likely lawfulness of alternative strategies. 

Question 7 Do consultees agree that the main pressures towards short-termism are not 
caused by the duty to invest in beneficiaries’ best interests? (14.24) 

Yes and no. It is not the duty at fault, but its faulty interpretation, and the lack of clarity 
around the relative roles and powers of fiduciaries and agents. 



The simple formulation “in the beneficiaries best interests”, when stated without 
reference to time horizons, is widely asserted as a defence for a focus on quarterly 
earnings, high levels of stock churning etc.  

Furthermore, the Commission itself has provided the first authoritative interpretation of 
how beneficiary interests may be interpreted regarding wider factors. And by clarifying 
the difficulty of extending fiduciary duties to agents, posed issues for fiduciaries 
regarding their responsibilities for governance throughout the investment chain that to 
this point they were probably unaware. (Especially the likely requirement for more 
specific mandates and contracts to assert fiduciary imperatives over agency practice). 

If Question 7 is posed to suggest that the fault lies not with the law, but the structures of 
the industry, then this is untrue too. The structures of the industry have in large part 
arisen through lack of clarity of the purposes of the law and its legally required roles of 
affected parties. 

This is another argument for more frequent opinion and clarifications from authoritative 
bodies. 

Question 8 Do consultees agree that the law is right to allow trustees to consider ethical 
issues only in limited circumstances? (14.28) 

Yes. So long as it is made clear that efforts to pursue long-term and social and 
environmental goals that improve future pension benefits do not fall under this heading. 

Question 9 Does the law encourage excessive diversification? (14.32) 

Probably not. Large funds are likely to hold stock in all major companies as a matter of 
prudence, while smaller funds and DC schemes with holdings in pooled vehicles will also 
be diversified to the extent of the larger parent fund. 

However, even a limited amount of diversification implies the need to collaborate with 
other fiduciaries on asset governance matters. 

It is valuable therefore that the current Paper has suggested collaboration to be both 
lawful and a method for small funds to improve asset governance. 

 Question 10 Does the law encourage trustees to achieve the right balance of risk and 
return? (14.32) 

Probably. In practice, however, fiduciaries and the industry should seek to reduce risks 
and increase fair returns in all assets. The law may take too simplistic a view about a 
portfolio holding assets on a one-dimensional scale from risk to safety. A whole portfolio 
approach should also look to synergies across the asset base, and collaboration with other 
funds to achieve whole economy performance.  

That the Commission believes collaboration to be a valid approach is a step to placing 
more emphasis on whole-economy and long-term thinking, with engaged holding of 



diversified stock for a long-term purpose supplanting excessive stock trading. 

Question 11 Are there any systemic areas of trustees’ investment strategies which pose 
undue risks? (14.32) 

Recent attempts to broaden the permitted allocations to private equity, hedge funds and 
other novel investment vehicles may actually reduce diversity, because such funds are 
typically highly concentrated on a small group of assets. 

There are also risks with such vehicles that governance rights over assets are lost because 
such rights do not fall within rules for quoted markets, and must be negotiated one-by-
one. 

Some authoritative guidance on the governance duties of trustees regarding novel 
investment vehicles would be highly useful. 

Question 12 Overall, do consultees think that the legal obligations on trustees are 
conducive to investment strategies in the best interests of the ultimate beneficiaries? 
(14.33) 

Overall, and in the light of the Commission’s clarifications, the answer is probably yes. 
Once again, the key lies in the need for a major effort to introduce this Review’s findings 
and its implications to all players in the investment sector, and particularly trustees 
themselves. Trustees are burdened with the highest legal obligations in the chain, and 
require the maximum protection and support from regulators and regulatory bodies. 

Question 13 If not, what specifically needs to be changed? (14.33) 

FIDUCIARY-TYPE DUTIES IN CONTRACT-BASED PENSION SCHEMES 

Question 14 Do consultees agree that the duties on contract-based pension providers to 
act in the interests of scheme members should be clarified and strengthened? (14.42) 

Yes. The central issue relates to the identification of the senior role in asset governance, 
and the application of adequate fiduciary standards to that role. 

It may be that if assets are legally held by companies, and there is no beneficiary 
representation at fiduciary level that the company shareholders may emerge as the senior 
body regarding asset governance. The law needs clarification on this matter not only for 
beneficiaries, but also so that fiduciaries on other funds know who they can collaborate 
with. 

Question 15 Should specific duties be placed on pension providers to review the 
suitability of investment strategies over time? If so, how often should these reviews take 
place? (14.42) 

Yes. Probably yearly, since this would not place too great a burden on large providers, 
and oblige providers to take an active interest in market and economic change. 



Question 16 Should members of Independent Governance Committees be subject to 
explicit legal duties to act in the interests of scheme members? (14.42) 

Yes, subject to the question as to who has the senior governance rights over assets. If 
such rights appear in law to reside with the company and its shareholders, then the senior 
fiduciary obligation could possibly be shared by the committee and the company, with a 
duty to act in the sole interest of the beneficiary (with the appropriate time horizon) in 
cases of a conflict of interest. This might require revision of the form of the investment 
fund as a trust, which might lead to some caution from providers. Examination of the 
legal ownership of the investment fund is therefore essential. 

Question 17 Should pension providers be obliged to indemnify members of Independent 
Governance Committees for liabilities incurred in the course of their duties? (14.42) 

Yes, especially where training has been successfully achieved or is in progress. 

FIDUCIARY DUTIES IN THE REST OF THE INVESTMENT CHAIN  

Question 18 Do consultees agree that the general law of fiduciary duties should not be 
reformed by statute? (14.61) 

Probably not. There are two very important points of clarification in this Paper, 
specifically the identification of the sole and senior fiduciary role of trustees in the 
investment chain, and the inclusion of wider factors. It may be impossible to provide 
enough protection for trustees to explore novel contracts and strategies simply through 
guidance. On balance, a statutory clarification, with improvements in other matters 
addressed by the Commission and consultees, is probably required. 

Question 19 Should rights to sue for breach of statutory duty under section 138D of the 
Financial Markets and Services Act 2000 be extended? (14.67) 

If it can be determined that this change would improve the protection of savers, or 
advance improved governance of assets, then yes. 

Question 20 Is there a need to review the regulation of investment consultants? (14.71) 

Perhaps. A central finding of UNPRI’s “Fiduciary II” report was the failure of investment 
consultants to raise governance and wider matters with trustees. A requirement on 
investment consultants to raise all matters that fall within fiduciary duty would require 
also a checklist of such duties maintained by an authoritative body. There may be some 
advantage to such a requirement in that trustees might receive prompting by advisors in 
line with their full range of fiduciary obligations, and thus improve decision-making 
throughout the investment chain. 

The fact that some investment consultants do not seem to fall within any professional 
code or publicly-acknowledged standard of training is worrying. If trustees are often lay 
appointees of sponsors or beneficiaries, and their inner circle of advisors are not held to 
any professional standard, beneficiaries are doubly vulnerable to poor practice further 



along the chain. 

On the other hand, one would not want trustees who desired to improve their practice to 
be thwarted the absence of useful advice in the regulated agency sector. Trustees need 
also to be exposed to non-regulated input from sponsors, academic studies, and charitable 
bodies with concerns and interests in the advancement of fiduciary practice. If regulation 
is extended to paid advisors, then regulation should also encourage input from non-
regulated bodies, which have often be the source of improvements in practice. 

Question 21 Is there a need to review the law of intermediated shareholdings? (14.74) 

Yes. It seems essential for good governance of assets that legal ownership and rights are 
known and preferably ascribed to fiduciaries, and that they are in a position to exercise 
their rights at any time. The Commission appears to be keeping an eye on this issue, and 
should be encouraged to pursue it further. 

Question 22 Should the FCA review the regulation of stock lending by custodians? 
(14.75) 

Yes. The evidence suggests that stock lending earns very little income for funds, but can 
gain large margins for short-term market players trading on their own accounts. 
Beneficiaries made aware of the practice would probably consider it highly irregular that 
assets can be lent for shorting. The practice creates even more confusion about legal 
ownership and where the governance obligations of assets lie. It should be more tightly 
regulated and possibly outlawed. 



Aviva response to the Law Commission consultation on 
fiduciary duties of investment intermediaries (CP215) 

  
 
Q1. Do consultees agree that this is a correct statement of the current law?  

Q2. Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests? 

This seems to be a reasonable summary of the different areas of current law 
impacting this area as we understand it. 

 

Q3. Do consultees think that the law is sufficiently certain? 

We do not think the flexibility and discretion afforded to trustees should be removed. 
The law around trustees, fiduciary duties and investments is not contained in one 
document or piece of legislation.  It may however be helpful for a ‘guidance’ 
document on what fiduciary duties are considered to exist in the investment chain to 
be produced containing summaries of the law and relevant factors that need to be 
taken into consideration. It could possibly contain details of cases where fiduciary 
duties have deemed to be breached (e.g. Scargill) for those trustees who may come 
under pressure to act in a way which breaches fiduciary duties. It will also help 
trustees to ensure they are complying with the law.  

Alternatively, consideration could be given to a consolidation of the law into one Act; 
however this would require considerably more work. 

Q4. Should the Occupational Pension Scheme (Investment) Regulations 2005 be 
extended to all trust-based pension schemes? 

Many smaller trust based schemes are invested wholly in insurance contracts.  It 
would be retrograde for the trustees to be responsible in any further way for the 
investment selection.  Likewise the insurance product must be seen as being 
probably suitable for the members of the scheme.  Unless any party has undertaken 
specific investigation of the needs to the membership the investment may not be the 
most potentially suitable available for them. 
 
In respect of some contract based arrangements these will also be subject to scheme 
rules with a trustee so it would be helpful if there was a clear definition of trust-based 
schemes and contract based schemes. There needs to be some clarity as to what 
applies to ‘pure’ trust based arrangements and IPP/SIPP scenarios where these are 
overseen by a trustee.  
 
Small schemes currently operate under an exemption to reflect the fact that they are 
often buying packaged solutions which cover both administration and investment 
services and the rules should continue to reflect this.  The exemption for DB 
schemes (fewer than 100 lives) could be extended but, in practice, this would 
increase a scheme administration and advisory costs and is unlikely to change the 
outcome for the scheme or its members.  As the summary paper says, trustees 
already have fiduciary duties to members regarding investment.  Such small 
schemes usually delegate their investment responsibilities as much as possible for 
reasons of practicality, cost and risk management. For example most of the schemes 
we administer hold insured assets where the investment provider is already subject 
to fiduciary type responsibilities under the requirements of the FCA/PRA. 



 
Replaced leavers from trust based schemes create a scheme in their own right; 
some degree is some form of exemption being applied, particularly where the 
trustees are inactive?  The same question would also apply if the scheme is winding 
up in the absence of active trustees.     
 
Q5. Are there any specific areas which would benefit from statutory clarification? 

See response to Q4. The most important point is that the duties must be clear.  The 
most appropriate way to deliver this clarity needs to be decided, that is whether it is 
appropriate to hard code it into legislation or whether there is more flexibility if 
included in a Regulator’s rule book.  
 

Q6. Do consultees agree that the law permits a sufficient diversity of strategies? 

Q7. Do consultees agree that the main pressures towards short-termism are not 
caused by the duty to invest in beneficiaries’ best interests? 

It would seem that other factors contribute more towards short-termism and ‘herding’ 
rather than fiduciary duty considerations. Law and regulations surrounding pension 
schemes take into consideration the long term nature of the product and, historically 
where DB schemes were more prominent, the risk to members’ benefits. The culture 
and processes surrounding investment managers and their decisions would seem to 
have more of an impact on short-termism with other social and economic factors 
representing the current economic environment seemingly having more impact on 
investment decisions than fiduciary duties.  

Q8. Do consultees agree that the law is right to allow trustees to consider ethical 
issues only in limited circumstances? 

Case law has set precedents for trustees to follow should they personally have 
issues with certain investments. It has been made clear that trustees should not act 
on opinions they hold in a personal capacity. We think clarification and guidance in 
this area has already been provided through the Courts but it may not be in a format 
that is easily accessible to trustees.  Any further guidance or clarification could 
therefore collate precedents and summarise the law in this area to act as a reminder 
or point of reference for trustees. 

Q9. Does the law encourage excessive diversification? 

It may be argued that the law could encourage excessive diversification as trustees 
have a duty to consider a wide variety of options that are available to them in order to 
minimise risk.   

Q10. Does the law encourage trustees to achieve the right balance of risk and 
return? 

Trustees are coming under continued pressures which may seem to skew decision 
making towards considering risk over return, with a focus on protecting investments 
rather than taking an element of risk with a view to achieving higher growth. This may 
however be due to other external factors rather than the current law. 

Q11. Are there any systemic areas of trustees’ investment strategies which pose 
undue risks? 

In a DB scheme, the investment risk is borne by the sponsoring employer rather than 
the scheme membership.  Trustees will usually set their investment strategy in 
consultation with the sponsoring employer, and it will reflect the level of investment 



risk that the employer wishes/can afford to support.  Clearly investment is an 
inherently risky undertaking but we do not believe the law on trustee responsibilities 
could be changed to reduce that level of risk. 
 

Q12. Overall, do consultees think that the legal obligations on trustees are 
conducive to investment strategies in the best interests of the ultimate 
beneficiaries?  
 
These could be counter-productive with trustees being more interested in avoiding 
liability rather than trying to obtain the best result.  It is impossible for everyone to 
beat the market.  The aim should be for trustees to be seen to be doing a reasonable 
job, not the best possible job as the latter could be very expensive and thus destroy 
value for members.  The ideal is probably trustees to document the decisions and the 
reasons they came to decisions or for them to offload the process to qualified third 
parties. Please also see answer to Q10 as arguably for DC schemes trustee focus is 
on protecting rather than growth. 
 
From a DB perspective, where the ultimate investment risk is borne by the 
sponsoring employer and not the scheme members, we believe that trustees’ current 
legal obligations are conducive to meeting the best interests of members although 
there are differing views regarding the requirements of consideration of employer 
covenant strength.   
 
 
Q13. If not, what specifically needs to be changed? 
 
If trustees document their decisions (as referred to in Q12) they should be able to 
document their view on why they believe they have achieved an appropriate balance 
between risk and return. 
 
For DC schemes work could be done to increase member engagement to establish 
what individual members want to achieve, as this will have an impact on overall 
requirements. 
 
Q14. Do consultees agree that the duties on contract-based pension providers to 
act in the interests of scheme members should be clarified and strengthened? 
 
Initially, we think there needs to be clarity as to the understanding of contract based 
schemes where a trustee exists and the responsibilities the trustee has to the 
individual members (this would be a fiduciary responsibility). However, what also 
needs to be recognised from the paper is that previous regulatory guidance on 
‘provider / distributor’ responsibilities has also described where the product provider 
responsibility begins and ends. Currently, there are also TCF obligations placed upon 
product providers to ensure that their products are distributed appropriately (hit the 
right target market / exceptions in sale process noted). Regulated firms will need to 
apply the ‘clients’ best interest rule’ irrespective of whether there is any fiduciary 
obligations on firms.  

 
We would agree that the obligations in respect of trustees of Personal Pension 
schemes need to be clarified, particularly, where, for example, there are different 
asset structures (IPP – backed by an insurance contract and SIPP – assets held by 
the trustee of the scheme). We do have concerns around the intimation that 



providers of contract based arrangements have similar responsibilities to monitor and 
manage the schemes and their suitability on an ongoing basis for members (assume 
GPP). This is beyond the currently understood regulatory responsibilities and would 
place product providers with far more legal and regulatory responsibility at a time 
when regulatory bodies are looking to manage costs.  

 
A balance would be to make trust based arrangements subject to the same 
regulatory requirements of contract based schemes to ensure consistency of 
approach. There is a high degree of regulation for contract based schemes, for 
example the TCF requirements for contract based which don’t strictly apply to trust 
based schemes. 

 
The actions already planned, i.e. the formation of Internal Governance Committees, 
along with clarification, should be sufficient to meet these needs.   

 
Q15. Should specific duties be placed on pension providers to review the suitability 
of investment strategies over time? If so, how often should these reviews take 
place? 
 
We consider that pension providers should, as part of the normal fund governance 
arrangements, review funds provided to schemes to ensure they remain generally 
suitable for the type of scheme it is provided for.  However, providers will not have 
the demographic details of individual members or their attitude to risk and therefore a 
move to greater responsibility for providers would bring with it greater operational and 
regulatory risk.  
 
Guidance regarding default investment approaches is already sufficient and places 
an ongoing liability on providers to review the suitability of such funds.  Our view 
would be that if this is a normal default fund – an annual review of fund performance 
and adherence to risk and investment objectives should be sufficient. Should the 
responsibilities be extended then this is likely to limit bespoke fund choices by 
individual schemes (the more responsibility given to providers, the greater their 
oversight requirements and resource required to be dedicated to individual solutions, 
the more homogeneous the options provided will end up being). This is likely to limit 
choices for default structures where provided for employers/IFAs.  

 
The suitability of individual funds to be held on provider’s systems should be covered 
by existing fund governance processes. 

 
 
Q16. Should members of Independent Governance Committees be subject to 
explicit legal duties to act in the interests of scheme members? 
 
How these committees are set up and resourced has not been finalised. Given it is 
proposed they sit within pension providers the issue of conflicts should be carefully 
considered. Should these committees have to be indemnified by pension providers 
this would likely cause conflict issues within providers should there be any conflicting 
duties.  
 
The remit of the committees will no doubt cover the duty to act in the interest of 
members.  There seems little value in making this explicit and as the interests of 
some members may not be in line with the interests of others under the scheme it 
might be difficult to qualify when such an explicit duty was breached or met. 



Q17. Should pension providers be obliged to indemnify members of Independent 
Governance Committees for liabilities incurred in the course of their duties? 
 
These could follow the example of With Profit Committees where individuals would 
effectively be similar to ‘Approved Persons’. We would think that provider firms would 
have a concern over providing individual indemnities as we consider the premise of 
the approved person regime should apply so where an individual is making 
judgements as to the fairness to members this is better facilitated by individual 
accountability; an open-ended indemnity from the firm would seem to contradict this 
regulatory principle which has recently been reinforced where the PRA/FCA have 
taken the view that customer interests are better served by individuals being 
personally accountable for their actions. This would prevent the IGC being 
appropriately resourced by the provider firm and this will ensure that the firms and 
customer interests are aligned. This will also prevent any dispute between the IGC 
members and firms as where an indemnity is provided a firm may be concerned if it 
fundamentally disagrees with an IGC decision as it carries the liability. Any indemnity 
that is to be provided should only be on the basis the IGC’s are acting within their 
legal and regulatory remit; it should not be a blanket open ended indemnity. 
 
Q18. Do consultees agree that the general law of fiduciary duties should not be 
reformed by statute? 
 
Would further definition merely act as an encumbrance, or give trustees a false 
sense of limits, given that the overall duty is rightfully very broad?  Clarity must be 
good but this must be balanced with the need to make any requirement practical and 
cost effective. 
 
It would appear that whilst the current legal views can create uncertainty, this is 
mainly due to overlapping legal and regulatory regimes. It would not appear 
particularly advantageous for customers or firms where a higher level of responsibility 
is placed on firms beyond normal regulatory compliance, bearing in mind the 
principles based requirements and the Ombudsman’s ability to look beyond the law 
to what is ‘fair and reasonable’.  

 
Inevitably, where provider firms are taking on more responsibility for ensuring 
appropriate consumer outcomes they will require greater reward for doing so, or will 
withdraw from markets where risks of future litigation are perceived to be greater.  

 
It would however be helpful if the regulatory regimes were consistent and did not 
create contradictory requirements on firms under different legislative regimes and this 
would include any fiduciary responsibilities that firms (their pension trustees) 
undertake. A simpler pension regime would aid firms in this respect which could act 
as a consolidation exercise however as stated in Q3 this could be a complicated and 
costly process. 
 
Q19. Should rights to sue for breach of statutory duty under s138D of the Financial 
Services and Markets Act 2000 be extended? 

We have concerns that the breach of statutory duty is proposed to be extended to 
cover FCA Principles – particularly TCF. TCF is subjective and therefore it would 
leave an uncertainty for firms as to what the courts may view fairness to be. Most 
such claims we would expect to fall within the scope of FOS (up to the £150,000 
limit) and therefore we would be concerned about any extension of a cause for a 
claim to be extended to such a subjective area. We currently see no evidence for the 



extension of this ability or customer detriment. It should also be noted that in terms of 
enforcement action against firms this tends to be based upon Principles and 
therefore regulated firms can already be held to account as to their overall behaviour.  

 
We agree with the reasoning for not extending the rights under s138D as discussed 
in the consultation paper. 
 

Q20. Is there a need to review the regulation of investment consultants? 
 
Our view would be that ultimately this is a matter for FSMA and the courts. Where 
such activities are not captured by the Regulated Activities Order (‘RAO’) this would 
extend to other firms providing similar services and customer information. Due to 
RDR, customers are relying upon providers to give them information and assistance 
where they are unable to either obtain advice or it is not economical for firms to 
provide advice. An extension of the RAO to cover ‘generic advice’ or similar activities 
would inevitably pick up other informational activities that are helpful to customers.  

 
There needs to remain the ability to give generic advice without an unduly onerous 
regulatory regime e.g. the ability of a scheme actuary to give trustees generic 
investment advice.   

 
Where such investment consultants are not governed by, for example, some sort of 
professional code (e.g. actuarial), then perhaps there is some scope to increase the 
regulation.  However, it is our experience that ‘investment consultants’ do not 
generally restrict their advice to the generic and so fall within the existing regulatory 
regime for those giving specific investment advice. 

 
 
Q21. Is there a need to review the law of intermediated shareholdings? 
 
The law in this area appears to be drafted on the basis of original principles – share / 
stockbroking custody. The FCA are currently reviewing the CASS requirements 
mainly because some of the rules do not align to current trading environments 
(platforms / on-line dealing / wider range of securities and products) and therefore it 
would seem sensible for the law relating to such holdings to be clarified. The 
incidence of the Lehmans collapse indicated deficiencies in the draft FCA rules in 
relation to client money and therefore it would appear sensible for custody 
requirements to be revisited and where assets are held by trustees (incl. bare 
trustees) that there are clear and unambiguous interpretations as to the difference of 
treatment between the two.  
 
Q22. Should the FCA review the regulation of stock lending by custodians? 
 
There needs to be clarity as to the objectives here; if there is a concern that a 
custodian is effectively acting as a ‘fiduciary’ and should therefore not be making a 
secret profit then the regulator will need to understand two elements 1) who is the 
custodians client – is this indeed the life company and not the customer; 2) who 
bears the risk of the stock-lending activity – if this is the life company (as it has a 
contractual liability to the customer which it must fulfil) then it would be harder to 
argue that the customer is likely to suffer detriment or has any fiduciary relationship 
with the custodian (unlike collectives where there is client money and client assets). 
The other point would be; ultimately does the stock-lending activity mean that for 
purposes of custody fees the life company and ultimately the customer bears a 



reduced cost as the stock lending activity may subsidise the overall custody fees. 
Any change in these arrangements needs to be considered from that angle taking 
into consideration any unintended consequences.  

 
Perhaps this practice is indicative of the activities that the Kay Review was 
concerned about, i.e. short term gain rather than prioritising the wider implications 
and we would support its review. 
 
 
 
Other points to consider: 
 
There is reference in the paper to a fiduciary obligation creating the situation on 
compensation and rather than a ‘recission approach’ putting the customer back into 
the position they would have been in should an error have occurred, this would be 
revised to where this has resulted in a potential profit the customer would have a 
claim for the profit realised. This could increase redress costs substantially and it’s 
also arguable whether this is foreseeable as a loss. This newly proposed approach 
puts this area on a different basis to other forms of legal redress e.g. only actual loss 
rather than potential loss of future profit. Allowing future profit claims could influence 
the choice of providers. It could also encourage speculation on behalf of individuals 
as it would effectively be creating a safety net.  
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FAO Mr Folarin Akinbami 
Law Commission, 
1st Floor, Tower 
52 Queen Anne’s Gate 
London, SW1H 9AG  
 
 
 
Dear Mr Akinbami, 
 
WMA’s1 response to the Law Commission’s Consultation Paper No 215: Fiduciary Duties 
of Investment Intermediaries  
 
The WMA read with great interest the Law Commissions consultation paper on the Fiduciary 
Duties of Investment Intermediaries. We have found your analysis to be an extremely useful 
summary of the current law. 
 
The WMA have welcomed this paper and awaited its publication with a keen interest. It is, 
however, unfortunate that the context with which it was written largely focuses on UK pension 
funds as this has meant that, despite the analysis being of much interest, the majority of the 
consultation is not of relevance to WMA members who provide investment services to over 4 
million retail clients. We had hoped that more consideration would have been made with regards 
to other aspects of retail investment, not just in relation to pension funds.  
 
In response to the specific consultation questions, please see below: 
 
Question 18 Do consultees agree that the general law of fiduciary duties should not be 
reformed by statue? 
We agree with the papers findings, there is a danger that reforming the law and being too specific 
as to its application may have unintended consequences. We recognise that this is an area of law 

                                                 
1
The Wealth Management Association (formerly the Association of Private Client Investment Managers and 

Stockbrokers - APCIMS) is a trade association representing 182 Wealth Management firms and Associate Members. 
With formal contracted client relationships our firms deal in stocks and shares and other financial instruments for 
individuals, trusts and charities and offer a range of services across a spectrum spanning execution only through to full 
discretionary services. 
 
Our member firms act for over 4 million private investors and carry out around 20 million transactions a year in the 
marketplace.  Our members also manage £600 billion of wealth in the UK, Ireland, Channel Islands and Isle of Man, 
operate across more than 580 sites and employ approximately 32 000 staff. 
 
Our aim is to ensure that any changes including operational, regulatory, tax and other business matters across Europe 
and the rest of the world are appropriate and proportionate for our wealth management community and, most 
importantly, their clients. 

http://www.thewma.co.uk/
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that requires a degree of flexibility to allow for the courts to assess individual circumstances, as 
well as make up for any unintended gaps there may be in current regulations.  
 
Furthermore, the main driver of this paper has been the Kay Review which raised concern about 
a central problem of “short-termism”, whilst we recognise that there are market practices that may 
encourage this, we are of the opinion that the proper application of current law and the rules 
governing suitability do not.  
 
Question 19 Should rights to sue for a breach of statutory duty under section 138D of the 
Financial Services and Markets Act 2000 be extended?  
The WMA agree with the provisional conclusion of the Law Commission, we feel that the existing 
position is adequate. 
 
Question 20 Is there a need to review the regulation of investment consultants?  
In response to comments in S.151, the WMA agree that there is a need to review the regulation 
of investment consultants. 
 
Please do not hesitate to contact us if you would like to discuss the content of our response. 
 
Yours faithfully, 
 

 
 
Shennelle Morant 
Policy Advisor 
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FIDUCIARY DUTIES OF INVESTMENT INTERMEDIARIES 

 

RESPONSE TO QUESTIONS 

This optional response form is provided for consultees’ convenience in 
responding to our Consultation Paper on Fiduciary Duties of Investment 
Intermediaries. 

The Consultation Paper is available free of charge on our website at: 
http://lawcommission.justice.gov.uk/consultations/fiduciary duties.htm 

The response form includes the text of the questions in Chapter 15 of the 
Consultation Paper, with checkboxes for answers and space for comments. You 
do not have to respond to every question. Comments are not limited in length 
(the box will expand, if necessary, as you type). 

Each question gives a reference in brackets to the paragraph of the Consultation 
Paper at which the question is asked. Please consider the surrounding 
discussion before responding. 

We invite responses from 22 October 2013 to 22 January 2014. 

Please return this form: 

by email to: fiduciary.duties@lawcommission.gsi.gov.uk or 

by post to (before 4 November 2013):   

Folarin Akinbami, Law Commission, Steel House, 11 
Tothill Street, London SW1H 9LJ. 

Tel: 0203 334 0200 

by post to (after 4 November 2013): 

Folarin Akinbami, Law Commission, 1st Floor, Tower, 
52 Queen Anne’s Gate, London SW1H 9AG. 

Tel: 0203 334 0200 

We are happy to accept responses in any form – but we would prefer, if 
possible, to receive emails attaching this pre-prepared response form. 
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Information provided to the Law Commission 
 
We may publish or disclose information you provide us in response to this consultation, 
including personal information. For example, we may publish an extract of your 
response in Law Commission publications, or publish the response in its entirety. We 
may also be required to disclose the information, such as in accordance with the 
Freedom of Information Act 2000. 
 
If you want information that you provide to be treated as confidential please contact us 
first, but we cannot give an assurance that confidentiality can be maintained in all 
circumstances. An automatic disclaimer generated by your IT system will not be 
regarded as binding on the Law Commission. 
  
The Law Commission will process your personal data in accordance with the Data 
Protection Act 1998. 
 

 

YOUR DETAILS 

 

Name of respondent:  

Type:  

Postal address: 

Telephone:  

Email: 

Confidentiality: 
 
Please read the Freedom of Information statement above 
before checking this box. 
I wish to keep this response confidential. 
 
Please explain why you regard the information as confidential: 
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Dr. Jonathan Mukwiri

Academic

Durham Law School, 



We would like comments and responses on the following questions. 

PENSION TRUSTEES’ DUTIES TO ACT IN THE BEST INTERESTS OF 
BENEFICIARIES 

Question 1 Do consultees agree that Chapter 10 of the Consultation Paper 
represents a correct statement of the current law? (14.6) 

 Yes:   No:   Other: 

 

Question 2 Do consultees agree that the law reflects an appropriate 
understanding of beneficiaries’ best interests? (14.11) 

 Yes:   No:   Other: 

 3

Show font properties

The underlying pension trustees' duty is to provide a pension to the beneficiaries.  In so 
providing a pension, the trustee has a duty to (a) avoid conflict, (b) have no secret profit 
(c) have undivided loyalty, and (d) keep confidentiality -- these duties are correctly 
presented in Chapter 10 of the Consultation Paper.

For pension trustees with a duty to provide a pension, acting in the best interests of the 
beneficiaries is essentially to act in best financial interests of the pensioners -- the law, 
especially case law, reflects an appropriate understanding of this.



 

Question 3 Do consultees think that the law is sufficiently certain? (14.15) 

 Yes:   No:   Other: 

 

Question 4 Should the Occupational Pension Scheme (Investment) Regulations 
2005 be extended to all trust-based pension schemes? (14.15) 

 Yes:   No:   Other: 
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Question 5 Are there any specific areas where the law would benefit from 
statutory clarification? (14.15) 

 Yes:   No:   Other: 

 

Question 6 Do consultees agree that the law permits a sufficient diversity of 
strategies? (14.21) 

 Yes:   No:   Other: 
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Question 7 Do consultees agree that the main pressures toward short-termism 
are not caused by the duty to invest in beneficiaries’ best interests? (14.24) 

 Yes:   No:   Other: 

 

Question 8 Do consultees agree that the law is right to allow trustees to consider 
ethical issues only in limited circumstances? (14.28) 

 Yes:   No:   Other:  
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Short-termism is an investor culture, and not due to any deficiency in the law of trustees' 
fiduciary duties.  In intermediary investments, short-termism is unlikely to be resolved by 
any change in trustees' fiduciary duties.  Elsewhere on directors' duties, section 172 of the 
Companies Act 2006 provides, in part, that "a director of a company must act in the way 
he considers, in good faith, would be most likely to promote the success of the company 
for the benefit of its members as a whole, and in doing so have regard (amongst other 
matters to - (a) the likely consequences of any decision in the long term" - this, arguably, 
addresses the problem of short-termism, but this has not so far been effective, at least it 
did not prevent short-termism in the run-up to the financial crisis and subsequently.  To 
address the problem of short-termism in intermediary investments, simply changing the 
law on trustees' fiduciary duties would be unsatisfactory response.  The law is not the best 
tool: changing investor cultures is not primarily a legal question.  The law may encourage 
long-term investment, and that is what section 172 Companies Act 2006 does, but a legal 
reform in trustees' fiduciary duties is unlikely to be effective in changing investor culture.



Question 9 Does the law encourage excessive diversification? (14.32) 

 Yes:   No:   Other: 

 

Question 10 Does the law encourage trustees to achieve the right balance of risk 
and return? (14.32) 

 Yes:   No:   Other: 
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Question 11 Are there any systemic areas of trustees’ investment strategies 
which pose undue risks? (14.32) 

 Yes:   No:   Other: 

 

Question 12 Overall, do consultees think that the legal obligations on trustees 
are conducive to investment strategies in the best interests of the ultimate 
beneficiaries? (14.33) 

 Yes:   No:   Other: 
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Question 13 If not, what specifically needs to be changed? (14.33) 

  

 

FIDUCIARY-TYPE DUTIES IN CONTRACT-BASED PENSION SCHEMES 

Question 14 Do consultees agree that the duties on contract-based pension 
providers to act in the interests of scheme members should be clarified and 
strengthened? (14.42) 

 Yes:   No:   Other: 
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Question 15 Should specific duties be placed on pension providers to review the 
suitability of investment strategies over time? If so, how often should these 
reviews take place? (14.42) 

 Yes:   No:   Other: 

Question 16 Should members of Independent Governance Committees be 
subject to explicit legal duties to act in the interests of scheme members? (14.42) 

 Yes:   No:   Other: 
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The frequency of these reviews will depend on the nature of the investment and the 
length thereof, a matter of difficulty in setting a general time frame.  It would suffice to 
require prudent regular review as necessary to keep the strategy sound and to tie the 
review period to any change in the market that would affect the investment strategy 
should trigger a review.



Question 17 Should pension providers be obliged to indemnify members of 
Independent Governance Committees for liabilities incurred in the course of their 
duties? (14.42) 

 Yes:   No:   Other: 

 

FIDUCIARY DUTIES IN THE REST OF THE INVESTMENT CHAIN 

Question 18 Do consultees agree that the general law of fiduciary duties should 
not be reformed by statute? (14.61) 

 Yes:   No:   Other: 
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Question 19 Should rights to sue for breach of statutory duty under section 138D 
of the Financial Services and Markets Act 2000 be extended? (14.67) 

 Yes:   No:   Other: 

 

Question 20 Is there a need to review the regulation of investment consultants? 
(14.71) 

 Yes:   No:   Other: 
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Question 21 Is there a need to review the law of intermediated shareholdings? 
(14.74) 

 Yes:   No:   Other: 

  

Question 22 Should the FCA review the regulation of stock lending by 
custodians? (14.75) 

 Yes:   No:   Other: 
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Do you have any other comments about fiduciary duties in the investment chain, 
or how those duties are applied in practice? 
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intermediaries: 

Completed Response 
 

Name:  Andrew Kirton 

Category:  Investment consultants 

Email:   

Address:  Tower Place West 
London EC3R 5BU 

Telephone 

 

Confidential: 
Off 

 

 
 

Question 1)  
Do consultees agree that Chapter 10 of the Consultation Paper represents a correct 
statement of the current law? (14.6) 

Response:  Yes 
 
Comments:   
We agree the that this is an accurate statement of the law as it is currently 
understood. 

Question 2)  
Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests? (14.11) 

Response:  Off 
 
Comments:   
No response. 

Question 3) 
Do consultees think that the law is sufficiently certain? (14.15) 

Response:  Off 
 
Comments:   
No response. 

Question 4) 
Should the Occupational Pension Scheme (Investment) Regulations 2005 be extended 
to all trust‐based pension schemes? (14.15) 

Response:  Off 
 
Comments:   
No response. 

Question 5) 



Are there any specific areas where the law would benefit from statutory clarification? 
(14.15) 

Response:  Off 
 
Comments:   
No response. 

Question 6) 
Do consultees agree that the law permits a sufficient diversity of strategies? (14.21) 

Response:  Yes 
 
Comments:   
We believe that the law does not act to overly constrain trustees when setting an 
investment strategy or in implementing one. Our annual asset allocation survey 
covering over 1200 pension plans representing over £600 billion of assets shows a 
wide diversification in asset allocation as shown on Page 14.   
 
We cite the following as evidence that 'herding', whilst inevitably present to a degree 
(there will always be 'followers'), is not a dominating factor in Trustee decision‐making: 
 
1. It is common practice amongst UK defined benefit plans for the investment strategy 
to be set with reference to scheme‐specific objectives and liability characteristics (so 
called liability driven investing) rather than through a peer comparison process.  The 
starting point is one's own situation rather than the generality. 
 
2. Whilst the direction of travel of maturing defined benefit plans is towards taking less 
investment and other risks over time, the evidence points to a diversity of investment 
strategies in terms of exposure to 'liability matching/defensive' and 'growth assets' and 
in terms of the degree to which interest rate and inflation risks are hedged.  Individual 
plans are at different stages of the 'journey', where the pace of travel, and mix of 
investments reflects scheme specific considerations such as funding status and 
objectives and nature of the liabilities.  
 
3. In terms of implementing investment strategies, DB and DC plans (particularly the 
former) in aggregate invest across a multitude of suppliers of investment management 
services. Indeed, the breadth of choice of investment managers has never been wider 
both in terms of number of suppliers, and approaches to investment (for example, for 
equities, there are many styles of investing; passive, value, growth, GARP, momentum, 
minimum variance, mid/small/smid cap, income, quant, fundamental and so on).  
 
4. Across many (including the largest) asset classes, the performance of investment 
managers is compared with market indices rather than with directly with each other. 
 
5. There is significant innovation within the investment management industry  in terms 
of the adoption of 'new' asset classes and approaches to investment. In the last five 
years for example, the following investment innovations have gained traction with 
institutional investors: dynamic asset allocation techniques, low volatility equity 
investing, buy‐and‐maintain credit investing, high yield credit, absolute return 



investing, high lease‐to‐value property, liquid alternatives, private markets, diversified 
growth funds.  
 
6. The development of the diversified growth fund market segment is a particular case 
in point. These funds seek to achieve competitive returns, akin to equity investing in 
the medium term, whilst experiencing lower than equity market absolute volatility.  
Over 100 such products are available to UK institutional investors (all developed over 
the last seven years or so) and follow a diverse range of investment strategies and 
asset mixes.  
 
All the above is not to say that investors always behave differently from each other. 
Some approaches to investment have gained wide usage over time, with individual 
institutions adopting in part because they see others doing so. The principal driver of 
mass adoption, however, is typically the recognition (real or perceived) that a new 
asset class brings common advantage.  
 
Where `herding' amongst DB plans is driven by actuarial and pension regulatory factors 
we suggest this should not be characterized automatically as inappropriate and 
detrimental. Investors, from our experience are not motivated primarily by peer 
comparison, and do not 'cling' to each other because their interpretation of the law on 
investment duties.  
 
We accept that the market for investment consulting services is relatively 
concentrated in the UK (albeit with over 20 providers this statement is a qualified one). 
This in itself, however, has not lead to uniformity of investment strategies, or of the 
use of a very restricted number of investment management providers.  
 
The larger investment consulting firms maintain substantial strategic and manager 
research programmes which they view as their most important 'competitive 
differentiators'.  The market is competitive with many trustees seeking to review all of 
their suppliers, including their investment consultant, every 3‐5 years. Consultants 
therefore have every incentive to differentiate themselves and to take new ideas 
proactively to clients. Whilst competitive differentiation does not automatically ensure 
diversity of strategy and by use of provider, it is a significant factor in preventing 
clearly damaging degrees of herding behaviour.  
 
In short, we believe that 'herding' is much less of an issue for institutional investors 
than is sometimes suggested. We believe the general move away from peer 
comparison performance assessment over the last 15 years or so has reduced the 
incidence and scale of herding. The investment consulting community has been a 
prime mover in the move away from peer comparison. The law on investment duties 
has prevailed throughout; a fact which doesn't support the contention that the law is 
an inhibitor to individual action. 

Question 7) 
Do consultees agree that the main pressures toward short‐termism are not caused by 
the duty to invest in beneficiaries’ best interests? (14.24) 

Response:  Yes 



 
Comments:   
Mercer believes that the main pressures towards short‐termism are caused by the 
quarterly reporting cycle.  Quarterly reporting by listed companies to their financial 
regulators, investors and `the market' is now universal. The quarterly reporting cycle 
has, understandably, filtered through to quarterly performance reporting by asset 
managers, which matches the typical quarterly trustee meeting cycle.   
 
We are concerned that this highlighting of quarterly numbers can lead to short‐
termism which itself may lead to funds not acting as effective owners and 
consequently to not acting in beneficiaries' best interests.  
 
We disagree strongly with Professor Kay's assertion under 14.24 that investment 
consultants are a source of short‐termist behaviour “because they are typically making 
recommendations to trustees based on recent performance histories, rather than the 
future approach and strategy of the manager”.  The majority of investment consultants 
seek to do the opposite to Professor Kay's assertion.  We illustrate this point below 
through describing how Mercer approaches the evaluation of investment managers.  
 
As one of the largest investment consultancies in the world, we commit millions of 
pounds to investment manager research and evaluation.  Investment manager 
research covering all asset classes is carried out by our dedicated manager research 
group.   
 
The manager research group comprises 99 full time manager researchers, working 
within four specialist global boutiques: Alternatives, Bonds, Equities and Real Estate.  
The boutiques operate independently, but within a consistent philosophy/framework.  
This provides all the benefits of a smaller focused boutique, but with the resources of a 
large consultancy. Boutique members are experts in markets and asset class 
characteristics.  The average investment experience of our manager researchers is 16 
years.  
 
The primary aim of our manager research process is to assess, for each investment 
product, its prospects for medium to long‐term out‐performance relative to its risks.  
The process follows a methodology which focuses on the key factors that determine 
investment success; specifically the ability to generate value‐adding investment ideas, 
and to build portfolios that implement them effectively.  
 
Please Refer to the Table on Page 14.  
 
Recent performance histories do not form part of this process and consequently are 
not an ingredient of our recommendations to clients. We are however conscious that 
performance numbers reasonably form part of a trustee group's investment manager 
evaluation process.  As part of our effort towards assisting our clients to be effective 
owners we emphasise the following areas in our quarterly reporting process: whether 
managers are following their stated long term objectives, whether they have adhered 
to their professed style of investing;  how effective they are as owners (e.g. are they 



voting on behalf of their clients, are they adhering to the Stewardship Code); whilst 
continuing to explain to clients the drivers behind their recent and future expected 
performance.    
 
From our perspective, trustees are generally tolerant of periods (sometimes extended) 
of underperformance so long as the idea generating and portfolio implementation 
characteristics of managers remains intact.  We do not see pressure from the Law or 
any other source, to remove an investment manager merely because of a handful of 
quarters of sub‐par investment performance. 

Question 8) 
Do consultees agree that the law is right to allow trustees to consider ethical issues 
only in limited circumstances? (14.28) 

Response:  Yes 
 
Comments:   
Mercer thinks that the Law as it currently stands does give trustees flexibility to 
consider ethical issues where they feel this to be appropriate.  However an indication 
of the emerging interest of mainstream investors in ethical issues is the growing body 
of research into environmental, social and governance (“ESG”) issues and their impact 
on financial performance. A recent study by RCM found that portfolios constructed 
based on sustainability criteria outperformed the MSCI World Equal Weighted Index 
across all regions.  A review of over 100 academic papers concluded that firms with 
strong ESG performance may now be enjoying both financial outperformance 
(particularly market‐based) and a lower risk as measured by the cost of equity and/or 
debt (both loans and bonds) capital in the short run.  An academic study published last 
year and co‐authored by Elroy Dimson of London Business School, determined that 
successful active engagement between investors and companies on ESG issues 
resulted in a positive one‐year excess return of up to 4.4%.  These findings suggest that 
trustees might find it profitable to consider ethical issues as part of their risk and 
return framework. 

Question 9) 
Does the law encourage excessive diversification? (14.32) 

Response:  No 
 
Comments:   
Mercer does not think that the law encourages excessive diversification.  We note that 
the Charity Commission guidance on Investment, CC 14, published in October 2011, 
states that Trustees are legally obliged to take account of the need to diversify 
investments. This statement of a legal duty to diversify had not previously been set out 
and we felt at the time that the renewed guidance in 2011 was a very useful 
clarification.  Prior to this revised guidance, there had perhaps been an over 
concentration by UK charities on investment in the UK equity market, and insufficient 
diversification into other global markets.   
We know, from industry groups to which we contribute, that charity trustees found 
the revised guidance on diversification in 2011 helpful.  
 
Asset allocation is appropriate if on a set of reasonable risk/return/correlation 



assumptions it delivers a pattern of performance that is explicitly aimed for.   Evidence 
suggests that this is generally the case with UK pension plans; most plans have explicit 
financial objectives, undertake modelling and strategy setting analysis and the 
translation of this into asset strategy.  There has also been a longer term development 
in the investment industry away from multi‐asset or “balanced” mandates towards 
best of breed mandates in the different asset classes.  This may have been partially 
responsible for the proliferation in average number of managers that the consultation 
references.  We disagree that this amounts to excessive diversification.  We note that 
consultants are blamed on one hand for “herding” clients and on the other for 
encouraging them towards excessive diversification. 

Question 10) 
Does the law encourage trustees to achieve the right balance of risk and return? 
(14.32) 

Response:  Yes 
 
Comments:   
As the consultation states, the Occupational Pension Scheme (Investment) Regulations 
2005 set out the general principle: the power of investment should be exercised in a 
manner “calculated to ensure the security, quality, liquidity and profitability of the 
portfolio as a whole”.  The assets should be properly diversified to “avoid excessive 
reliance on any particular asset, issuer or group of undertakings and so as to avoid 
accumulations of risk in the portfolio as a whole”. 

Question 11) 
Are there any systemic areas of trustees’ investment strategies which pose undue 
risks? (14.32) 

Response:  No 
 
Comments:   
Whilst Mercer is concerned about some risks inherent in the financial system: high 
frequency trading, the increasing flash crashes that this may cause, and the 
proliferation of Exchange Traded Funds which are priced to real time but cannot offer 
instantaneous liquidity, in our work we do not see trustees as a rule taking undue risks 
with their investment strategies.    
 
Liability driven investment (“LDI”) strategies with their use of derivatives and swaps 
may be considered by some to involve undue systemic risks.  We disagree, noting that 
LDI strategies worked in 2008 under conditions of huge stress when one prime 
counterparty, Lehman Brothers was declared bankrupt.  This event enabled the system 
to be tested under stress.  We note that reliance on one prime broker or one 
counterparty is no longer seen as acceptable practice. 

Question 12) 
Overall, do consultees think that the legal obligations on trustees are conducive to 
investment strategies in the best interests of the ultimate beneficiaries? (14.33) 

Response:  Yes 
 
Comments:   
We feel that the legal obligations on trustees are conducive to investment strategies 



that are in the best interests of the ultimate beneficiaries.  For charity trustees we feel 
that the CC14 Guidance issued in October 2011 was overall a helpful step in the right 
direction.  However we feel that the pressures on trustees of DB plans stem primarily 
from the requirements of the sponsoring company to manage its balance sheet within 
the confines of annual financial reporting, and to a lesser extent from the funding 
framework, with cash contributions being revisited as part of the triennial valuation 
cycle. 

Question 13) 
If not, what specifically needs to be changed? (14.33) 

Response:   
 
Comments:   
N/A 

Question 14) 
Do consultees agree that the duties on contract‐based pension providers to act in the 
interests of scheme members should be clarified and strengthened? (14.42) 

Response:  Yes 
 
Comments:   
Yes, in the absence of a requirement for any other governing body :  Even though 
most providers would say that they comply with the various industry initiatives and 
guidance in place to help improve member outcomes, we consider that providers have  
too many conflicts inherent in the management of contract‐based schemes to be able 
to say that they can  act in the interests of scheme members at all times and under all 
circumstances. The Pension Regulator, in its DC Code of Practice states that conflicts 
“will have a direct impact on members' best interests”. It goes on to say that “Trustees 
must have a process in place to identify and manage any conflicts of those involved in 
running the scheme” and includes “providers” as a party with scope for conflicts. 
Exhortations like these and their accompanying regulatory scrutiny is lacking in 
contract‐based arrangements. We believe that this must  be addressed in order to 
improve member confidence  and increase pension savings for the future (see Q15). 

Question 15) 
Should specific duties be placed on pension providers to review the suitability of 
investment strategies over time? If so, how often should these reviews take place? 
(14.42) 

Response:  Yes 
 
Comments:   
Yes, in the absence of a requirement for any other governing body :  However our 
preferred approach for contract schemes is for a governing tier that is independent of 
service providers. This could be via a governing board that is established by the 
employer, assuming it had the time, resource and advisory support to improve 
members' outcomes. However not all employers will have the capacity or inclination to 
do this. We believe that a master trust framework delivers better governance than 
provider governance. While delivering the economies of scale available through 
contract arrangements, a master trust also allows greater flexibility than contract 
arrangements in altering the investment mix, changing the default fund and 



communicating with members. The key here is to ensure that the trustees of the 
master trust are genuinely independent of the pension provider. Another approach to 
governance is for certain investment decisions to be delegated to a platform provider 
that is independent of the actual investment managers. Again, we believe that this is 
preferable to provider‐led governance although doesn't quite have all of the 
aforementioned flexibility afforded by a master trust framework. 

Question 16) 
Should members of Independent Governance Committees be subject to explicit legal 
duties to act in the interests of scheme members? (14.42) 

Response:  Yes 
 
Comments:   
Yes in the absence of a requirement for any other governing body : However for 
reasons outlined in Q15 above, we struggle to see how an Independent Governance 
Committee embedded within the provider can provide members of contract schemes 
on the same protection as those of trust schemes. 

Question 17) 
Should pension providers be obliged to indemnify members of Independent 
Governance Committees for liabilities incurred in the course of their duties? (14.42) 

Response:  Yes 
 
Comments:   
We agree that this seems the most logical approach, as per the reasons set out in the 
consultation document. Clearly, many of the risks could result from where a provider 
doesn't implement the Governance Committee's recommendations. From a risk 
limitation perspective, and to ensure serious consideration of these recommendations, 
there is an argument that the Governance Committee's recommendations should be 
published (with providers having the opportunity to publically respond)?  The quality 
of the Governance Committee's recommendations will then be open to scrutiny and 
act as some degree of guidance to at least advisers. The bigger question is the skill set 
of the Governance Committee in terms of understanding what a suitable 
recommendation is, given that there must be some degree of recognition of 
competitive market practice. Additionally, whilst advisers have access to detailed data 
on practice across a market, providers may be unwilling for this to be shared with 
competing providers. 

Question 18) 
Do consultees agree that the general law of fiduciary duties should not be reformed by 
statute? (14.61) 

Response:  Yes 
 
Comments:   
We agree with the analysis in the consultation paper, which suggests that the general 
law of fiduciary duties should not be reformed by statute. 

Question 19) 
Should rights to sue for breach of statutory duty under section 138D of the Financial 
Services and Markets Act 2000 be extended? (14.67) 

Response:  Off 



 
Comments:   
No response. 

Question 20) 
Is there a need to review the regulation of investment consultants? (14.71) 

Response:  No 
 
Comments:   
Mercer, when acting as an investment consultant in the UK is regulated by the FCA.  
The provision of investment advice is only a regulated activity in respect of specific 
advice.  The FCA regulatory framework, in this respect, is consistent with prevailing 
European directives; specifically the Markets in Financial Instruments Directive (MiFID). 
 
Although the provision of generic advice is not regulated directly, Mercer owes a 
general duty of care to our clients in respect of all advice.  Additionally, Mercer applies 
the same best practice procedures to all advice and therefore treats generic advice as 
if it were regulated.  
 
If the provision of generic advice, for example on the merits or otherwise of an asset 
class, leads to an investment in the asset class, this is typically implemented by way of 
a particular investment.  Advice on a particular investment (the so called 'specific' 
advice referred to above) is a regulated activity.  
 
Under 8.19 of the Law Commission report, the case of Martin v Britannia Life makes 
the link between generic and specific advice where the former leads to a particular 
investment.  
 
Currently the lack of regulation of generic advice in theory allows trustees to seek 
'advice' from a wide base of professionals including independent experts, their actuary 
and their investment managers.  The ability to 'canvas' a variety of sources is probably 
of advantage when seeking information and guidance on investment strategy matters. 
 
We disagree with comments under 12.24 of the Law Commission report regarding the 
dependence of clients on investment consultants.  It is rare for trustees to tolerate 
being 'told' what to do by their advisor.  Trustees are typically diligent individuals with 
a strong sense of their responsibilities.  Trustee boards frequently have investment 
subcommittee structures which allow trustees, their advisors and independent experts 
appropriate time to consider investment matters.  Whilst most trustees should not be 
considered to be investment professionals, neither is it accurate to portray them as 
vulnerable amateurs in the sway of their advisors.  
 
The Law Commission report also refers to conflicts of interest that may colour the 
advice of an investment advisor.  Mercer is acutely conscious of the imperative of 
being 'trusted' by its clients and does not seek to undertake activities that would 
weaken their trust.  It is clear to Mercer that a general loss of trust would place our 
business in jeopardy.  We would argue, therefore, that we have a strong self‐
motivation either to avoid conflicts of interest where possible, or to manage them 



well.  All other incentives to 'put our client first', for example through the law or 
regulation, are secondary to our understanding of the critical importance of client trust 
to our continuing existence.  
 
Beyond 'rational behaviour' arguments, Mercer demonstrates it's 'independence' from 
investment managers through the maintenance and application of formal written 
policies covering, for example, our manager research processes, gifts and 
entertainment, the explicit 'ratings' of products and the communication of product 
ratings changes.  Adherence to such policies is subject to regular internal compliance 
audit.  
 
In summary, we do not consider it necessary to extend FCA regulation to cover generic 
advice.  Mercer chooses to apply the same best practice procedures to all of our 
advice.  Whilst widening the regulatory regime would not alter our practices, it would 
likely cause a reduction in the number of sources of generic advice and information 
(and potentially entrench the position of the investment consultants). 

Question 21) 
Is there a need to review the law of intermediated shareholdings? (14.74) 

Response:  Off 
 
Comments:   
No response. 

Question 22) 
Should the FCA review the regulation of stock lending by custodians? (14.75) 

Response:  N/A 
 
Comments:   
Mercer is broadly supportive of asset owners who wish to engage in stock lending 
activities.  Providing sufficient care is taken in arranging collateralisation schedules and 
contractual protections, stock lending can provide additional revenue to an asset 
owner within reasonable risk parameters.   
 
We note the characterisation of stock lending as a mechanism to support short selling.  
We believe that such a narrow description of how stock lending supports market 
activities unfairly characterises the function and results in an undeserved negative 
perception of the activity.  Any comment the Commission makes on stock lending 
should seek to use more neutral language and reflect the significant contribution stock 
lending makes to market liquidity and capital adequacy within the financial sector.  
 
We agree with the principle put forward by Professor Kay of rebating all income but 
note the key difference between income net of costs and gross revenue.  Almost all 
securities lending activity is intermediated by agents who actively `broker' loans 
between owners and borrowers.  The agents also take on onerous operational and 
credit management activities for which they should be recompensed.    
 
We observe that asset owners who directly negotiate stock lending activities, when 
suitably advised, are capable of negotiating commercially balanced arrangements. The 



result is agents being fairly recompensed for the activities they undertake whilst the 
asset owner maximises revenue earned. This, in Mercer's view fulfills the principle 
espoused by Professor Kay.  
 
In the collective investment sector we do not observe the same adherence to 
Professor Kay's principle.  In general we observe that, despite significantly greater 
buying power, stock lending arrangements negotiated by fund promoters are less 
commercially satisfactory than those arrangements directly negotiated by asset 
owners.  This issue is particularly acute where the fund promoter and agent lending 
are subsidiaries of the same financial company, either a bank or asset manager.  In 
instances where the agent and fund promoter are part of the same financial company 
the share of stock lending revenue passed to the ultimate asset owner is significantly 
lower.  In our opinion this breaches the spirit, if not the letter, of Professor Kay's 
principle.   As such we suggest that any FCA investigation into stock lending should 
primarily be directed towards this sector.  
 
In our view the ESMA guideline is vaguely worded and has no impact on the vast 
majority of UCITS funds.  We recommend that the guidance is expanded to cover 
collective investments regulated under the AIFM and upcoming PRIPs directives to 
ensure the principle is applied to all collective investments an investor might access.  
 
In our experience stock lending performed by a custodian agent is always subject to 
explicit authorisation through the agreement of a separate contract governing the 
conduct of the stock lending program.  Further we note that generally the contract 
governing the provision of custodial services explicitly excludes stock lending unless 
governed by a separate agreement.  We have no concerns about stock lending 
activities occurring without the explicit permission of the asset owner.  
 
In summary, stock lending is predominantly an agent intermediated market and those 
agents undertake significant activities on behalf of asset owners.  The activities include 
arranging stock loans, daily collateralisation of loans and oversight of the credit 
worthiness of borrowers of stock. Performance of these activities has an associated 
cost and agents must be recompensed for the costs and be allowed to make a 
reasonable margin on their activities or they have no incentive to offer the service to 
asset owners.  
 
Where asset owners directly negotiate stock lending arrangements we generally 
observe good outcomes and do not feel there is an urgent need for review by the FCA.  
We do not see similar outcomes in the collective investment sector, especially where 
the fund promoter and agent lender are part of the same financial group. We believe a 
review of the commercial reasonableness of stock lending activities in this sector by 
the FCA would be likely to improve outcomes for fund investors. 

Question 23) 
Do you have any other comments about fiduciary duties in the investment chain, or 
how those duties are applied in practice? 

Response:   
 



 
 
Comments:   
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Dear Sir, 

1. Thank you for the opportunity to respond to your Consultation Paper number 215 on the 
Fiduciary Duties of Investment Intermediaries. We welcome your paper as a comprehensive 
review of the current state, definition and application of fiduciary duty. However, we consider the 
conclusions in the paper to be weak and locked to the status quo. We believe that BIS and the 
DWP as commissioners of the consultation paper have a unique opportunity to transform 
fiduciary duty from what you describe as a complex, clunky, costly and daunting task to a 
practical and clear safeguard that protects the long term interests of pension beneficiaries and 
others.  We encourage BIS and DWP to be ambitious when considering the reform of fiduciary 
duty and the way in which it could be applied to support economic and environmental stability.  
 

2. Our particular interest in fiduciary duty relates to its power to limit or prevent dangerous climate 
change and the associated economic consequences. We note your objection to pension trustees 
being pressured into combating social ills (paragraph 14.10) or taking account of “other” factors 
that might result in lower returns to the pension fund (paragraph 14.6). However, your report is 
silent on whether fiduciary duties should prevent or limit social ills from being generated in the 
first instance by fiduciaries’ investment practices.  Given that fund fiduciaries own a “slice of the 
economy as a whole” (paragraph 10.68), we do not think it is realistic to disassociate their 
investment practices from wider macroeconomic issues to which they both contribute and by 
which they are impacted. 
 
CDP represent 722 investors with total assets (including double counting between asset owners 
and managers) of $87 trillion (global GDP is $72 trillion). UN Secretary general Ban Ki-moon has 
said: “The work of CDP is crucial to the success of global business in the 21st century.... No 
other organization is gathering this type of corporate climate change data and providing it to the 
marketplace.” German Chancellor Angela Merkel has said: “Here, the capital market is of great 
importance and it is extremely important for investors to take account of climate change in their 
decision-making. I wish the Carbon Disclosure Project success with its further efforts both in 
Germany and worldwide.” 

 
Question 1 – Is the text in paragraph 14.6 a correct statement of the current law?  
 

3. As the law is currently drafted, we do not think there can be a “correct” statement of the law on 
fiduciary duty. As your report repeatedly states, the principles governing fiduciary duty are 
flexible and uncertain and their application is hotly contested. By definition, we do not think there 
can be such a thing as a correct statement of the current law on fiduciary duty.  The absence of a 
clear definition of fiduciary duty in part explains the dilemmas explored in your paper.  
 

4. We take exception to the classification of climate change and environmental degradation as 
“wider” and “quality of life factors” in paragraph 10.80 and paragraph 14.6. On 15 January 2014,  



 

 

 
Christina Figueres, the Executive Secretary of the United Nations Framework Convention on 
Climate Change identified climate change as “one of the biggest long-term threats to pensions, 
life insurances and nest eggs of billions of ordinary people and to the wealth of the global 
economy.”  We therefore fail to understand why climate change would be regarded as a “wider” 
or “other” factor that trustees may wish to take into account.  As one of the biggest long term 
threats to pensions, climate change is an integral element of long-term investing that should not 
be distinguished from any other element, such as market and liquidity risk (see  Paul Todd’s 
statement at paragraph 10.52).  
 

5. Scientists, politicians and inter-governmental organizations such as the UNFCCC all recognise 
the risks of climate change. Therefore, why should pension trustees and other actors in the 
investment chain should be entitled to ignore it even if taking climate change into account would 
result in a lower return (14.6(3)) or a strategy that ignores climate change would better serve the 
interests of beneficiaries (14.6(1))? We suggest that one of the reasons can be found in 
paragraph 4.13 of your report. The current law, whether you have stated it correctly or not at 
paragraph 14.6, is a “clunky adaptation of rules which developed historically.”  As your report 
rightly states at paragraph 6.55, the concept of risk must be adapted to current economic and 
market conditions and we contend that will involve requiring trustees and other actors in the 
investment chain to take climate change into account in their decision-making. 
 

6. At CDP, we already see significant evidence of institutional investors taking account of climate 
change related information in their research. CDP’s own climate change program, which 
requests data on corporate emissions and their climate change risks, is backed by more than 
700 investors around the world with assets of over $87 trillion, around a third of global investable 
assets.  CDP’s data is part of a set of environmental, social and governance data on Bloomberg 
which are downloaded 1 million times per month by investors like NBIM, the largest investor in 
Europe, as part of their analysis and engagement of companies.  In Europe, the Institutional 
Investors Group on Climate Change (IIGCC) is a forum for collaboration on climate change which 
has the backing of more than 80 pension funds and other financial institutions from 9 countries 
with assets in excess of $7.5 trillion. This organisation is mirrored by similar groups in Australia 
and the US and is clear evidence that significant numbers of investors already take climate 
change into account 

 
7. Therefore, whether or not the text at paragraph 14.6 represents a correct statement of the law, it 

is time for the law to be revised to take account of current economic, market and scientific 
conclusions that affect the expectations of beneficiaries of pension funds and the fiduciary duties 
of trustees and other actors in the investment chain.  
 
Question 2 – Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests? 
 

8. We agree that pension trustees should focus on the purpose for which their powers have been 
given (paragraph 10.24), that is on providing pensions. However, we do not think that the law 
does enough to encourage or allow trustees and others in the investment chain to take account 
of all of the factors that might secure beneficiaries’ best interests or prevent those interests from 
being protected. Furthermore, we do not think that beneficiaries’ best interests are confined to 
their financial interests, but extend to and cannot be separated from their interests in the 
environment.  
 

9. It seems to us that under current law and practice beneficiaries’ interests in the environment can 
be ignored for three reasons. First because of the provisos listed in paragraph 10 below, 

http://unfccc.int/files/press/press_releases_advisories/application/pdf/pr20140115_ceres_final1.pdf


 
 

 
40 Bowling Green Lane 
London EC1R 0NE 
United Kingdom 
 
+44 (0) 20 7970 5660 
info@cdp.net 
 
www.cdp.net 

 

Board of Trustees: Alan Brown, James Cameron, Ben Goldsmith, Chris Page, Chris Schröder, Jeremy Smith, Takejiro Sueyoshi, Tessa Tennant, 
Martin Wise. 
Carbon Disclosure Project Registered Charity no. 1122330. Company Registration no. 05013650. 

secondly, because of the failure by pension funds to take account of macroeconomic factors, and 
thirdly, because information sources on environmental risk are not routinely consulted and 
trustees lack resources or expertise to interpret those sources. 
 

10. Provisos that allow environmental risk to be ignored 
 
We are encouraged by the case law review in Chapter 10 of your report which suggests that 
trustees are not simply required to maximise profit at all costs (paragraph 10.11 and 10.15) and 
that the bundle of duties connected to the exercise of power and duties of is wide enough to 
allow environmental matters to be taken into consideration. However, in practice, we wonder 
whether environmental matters can ever be taken into account while the following provisos exist: 
 
a. the requirement that the connection between the investment factor under consideration and 

the furtherance of the powers’ purpose must not be too remote and insubstantial (paragraph 
10.54); 

b. the notion that pension trustees can and should act dishonourably (although not illegally) to 
obtain the best results for their beneficiaries (paragraph 10.6); and 

c. the duty that trustees must not fetter their investment discretion for reasons extraneous to the 
trust purpose (paragraph 10.14); 

d. it is not enough to show that the trustees’ deliberations have fallen short of the highest 
possible standards or that the Court would have acted in a different way (paragraph 10.64).  
 

11. Failure to take account of macroeconomic issues 
 
We support the comments in paragraphs 10.67 et seq that the interests of the beneficiaries of a 
particular pension fund cannot be disassociated from macroeconomic issues. We encourage BIS 
and DWP to refer to the evidence, such as UNEFPI’s 2011 report “Why environmental 
externalities matter to institutional investors”; on why principles of Universal Ownership 
(described in paragraph 10.69) should be applied to determining what is in the best interests of 
beneficiaries.  We also refer you to the highest United Nations official on the issue of climate 
change, Christiana Figueres’ whose statement 15 January 2014 stated: “Institutional investors 
who ignore the risk face being increasingly seen as blatantly in breach of their fiduciary duty to 
their beneficial owners”.  
 

12. As Share Action says (paragraph 10.72), there is limited recognition by fiduciary investors that 
what is good for individual banks may not be good for their portfolios as a whole.”  Unless 
macroeconomic factors are taken into account by pension trustees and other actors in the 
investment chain, we believe that beneficiaries’ interests are threatened by what the European 
Bank in their Working Paper 1327 calls “contagion risk”. This is caused by an initially 
idiosyncratic problem that is ignored at first, arguably because it is too remote from the purpose 
of the trust, but sequentially becomes widespread. Please note, we are not arguing that climate 
change should be taken into consideration in the conduct of fiduciary duty because of ethical, 
moral or quality of life issues, but simply because, as paragraph 10.107 of your paper says,  

http://unfccc.int/files/press/press_releases_advisories/application/pdf/pr20140115_ceres_final1.pdf


 

 

 
deliberately damaging the environment should be avoided on risk grounds.  
 
Information flows 

 
13. The Myners Review noted that pension trustees are centre stage in making crucial investment 

decisions but lack the resources or expertise necessary (paragraph 7.22). Although some 
improvements were made in 2004, they do not require trustees to have an understanding of or 
seek advice on the financial impacts of environmental risk.  Paragraph 10.61 refers to the 
conclusion by Tomorrow’s Company that “the lack of awareness of new potential risks that 
environmental and social impacts may have on pension funds’ assets could be interpreted as a 
breach of fiduciary duties.”  We argue that lack of awareness results, at least in part, from lack of 
information on environmental matters. We welcome BIS sponsored amendments to the 
Companies Act 2006 that now require companies to report their annual greenhouse gas 
emissions in their Strategic or Directors Report. Our response to questions 12 and 13 considers 
the action that could be taken to improve information flows as a means of raising awareness of 
environmental risk. 
 
Questions 12 and 13 – Do consultees think that the obligations on trustees are conducive 
to investment strategies in the best interests of the ultimate beneficiaries? If not, what 
specifically needs to be done? 
 

14. We do not think that the obligations on trustees are conducive to investment strategies in the 
best interest of the ultimate beneficiaries because: 
 
a. To the extent that the obligations arise from fiduciary duty, they are too uncertain and unclear 

as your paper explains; 
b. The best interests of beneficiaries are not sufficiently well defined so it is difficult to know what 

tests to apply to determine satisfactory discharge of fiduciary duty; 
c. The best interests of beneficiaries cannot be separated from macroeconomic factors such as 

climate change that affect portfolios and beneficiaries interests. While macroeconomic 
factors do not have to be taken into account by pension trustees, we cannot see how 
beneficiaries best interests can be served; 

d. The obligations on trustees are not supported by specific and reliable flows of information on 
which they can base their strategies. 
 

15. Our suggestions are that the obligations that arise from fiduciary duty are clarified as far as 
possible and that, as a macroeconomic issue that affects and is affected by investment practice, 
those duties include consideration of climate change.  Actions that might assist include: 
 
a. Information flows 

 
We acknowledge that pension trustees often lack resource and expertise to deal with the 
bundle of duties they must conduct and the diversity of subject matter. In the same way that 
International Financial Reporting Standards give financial statements credibility, consistency 
and recognised means of assurance, we believe that globally agreed standards and 
channels for presenting other types of information relevant to decision making would assist 
pension trustees in their duties.  

We recommend pensions trustees include a statement in their request for proposal relating to the 
selection and evaluation of managers as follows, shown in italics: 
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We require Managers to acknowledge our need to consider long-terms and systemic risks from 
climate change which are relevant on our Client’s long-term investment horizon and to fiduciary 
responsibilities. We notice the joint statement May 2009 signed by the National Academies of 
Science of Brazil, Canada, China, France, Germany, India, Italy, Japan, Mexico, Russia, South 
Africa, UK and USA that states: “The need for urgent action to address climate change is now 
indisputable. For example, limiting global warming to 2°C would require a very rapid worldwide 
implementation of all currently available low carbon technologies.”  

http://www.nasonline.org/about-nas/leadership/president/statement-climate-change.pdf 

Specific requirements include: 

 The Manager must acknowledge that both it and the Client rely on the integrity of the 
marketplace and will play a reasonably positive role in supporting appropriate market 
regulation and infrastructure. 

 The Manager will give due consideration to the desirability of government action to limit 
greenhouse gas emissions and will, therefore, instruct companies to desist from using 
shareholders’ funds, either directly or through trade associations, to oppose government 
action.  

 The Manager will give due consideration to the risk that investments in capital intensive fossil 
fuel recovery may be impaired, and indeed that such impairment may in general be a 
desirable outcome of government action. 

 Where the Manager believes that any policies or standards conflict with one another or with 
the Manager’s fiduciary duty to generate investment performance, whether generally or in 
specific circumstances, the Manager will consult in good faith with the Client as to which 
policies and standards shall and shall not be applied. 

 The Manager will provide a succinct annual overview of actions in response to the systemic 
risk of climate change. 
 

b. Statutory clarifications 
 
Your paper acknowledges the fragmentation and complexity of rules, practices, schemes 
etc. that need to be understood by those exercising fiduciary duty. We support statutory 
clarification of fiduciary duties wherever possible along the lines described in paragraph 
14.14 of your report, even if the purpose is only to enshrine good practice in law. 
 

c. Defining outcomes  
 
We think it would be helpful for guidance to be developed on the types of outcomes that 
exercise of fiduciary duty are expected to produce.  In particular, we wonder whether there 
are any overriding considerations that should be taken into account above and beyond the 
requirement to act in the beneficiaries’ best interests and for the purpose for which the trust 
was established. For example, is there an overriding requirement that the exercise of duties  

http://www.nasonline.org/about-nas/leadership/president/statement-climate-change.pdf


 

 

 
should not damage the public interest or cause contagion in markets? We note your 
comments at paragraph 10.97 that trustees should not be put in the invidious position of 
prioritising some members’ interests over others. However, what about the public interest? 
Could a public interest “test” be applied to sense check fiduciaries’ duties along the lines of 
the tests emerging for the media sector? We also wonder whether it would be helpful to look 
at the Social Value Act that sets out the duties of public authorities when spending public 
money, including the duty to weigh up the financial, environmental and social consequences 
of their procurement decisions. Developments in the media and public procurement reveal a 
strong trend to protection of the public interest and we think it is only a matter of time before 
the same will be demanded of pension trustees and other fiduciaries. 
 

d. Stewardship  
 
We note your comment at paragraph 10.76 that macroeconomic objectives may be better 
met through stewardship activities. However, as you say at paragraph 10.38, at present only 
a tiny minority of pension schemes conduct stewardship activities. We believe that pension 
trustees should take account of climate change as part of their fiduciary duties, but, if as 
your paper suggests that is not currently realistic, we encourage BIS and DWP to explain 
how stewardship activities could support trustees activities so as to minimise risks to 
beneficiaries from climate change.  

 

 

 

Yours faithfully, 

Paul Dickinson  
Executive Chairman 
CDP 
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from the USA

The UK Law Commission, in its Consultation, finds that trustees are not restricted to the metrics 
of modern portfolio theory [10.87] and that investor short-term herding is not required by 
fiduciary duty [14.19].

These finding lead naturally to the question of what other choices are available to Pensions, and 
whether Pensions can and should pursue these other options, for proper pension performance, 
and to build a better world, as being within the scope of post-modern fiduciary authority.

Although this may be viewed as outside the letter of this Consultation, which is focused, 
according to its title, on the fiduciary duties of investment intermediaries, it seems appropriate to 
include in an undertaking of such broad scope and seminal importance in defining for some time 
the modern understanding of the rights, as well as the responsibilities, of fiduciaries as investors 
of funds entrusted to their discretion by a constantly changing, but perpetually present, 
population of current and future beneficiaries.

An Open Question
In Chapter 14 of the Consultation, on “Conclusions and Questions”, in a section where the 
Commission focuses on “A balance of risk and benefit?”,  the Consultation reports:

14.29 Trustees are required to balance risk and returns. The Occupational Pension 
Scheme (Investment) Regulations 2005 set out the general principle: the power of 
investment should be exercised in a manner “calculated to ensure the security, quality, 
liquidity and profitability of the portfolio as a whole”.  The assets should be properly 
diversified to “avoid excessive reliance on any particular asset, issuer or group of 
undertakings and so as to avoid accumulations of risk in the portfolio as a whole”.

This opens the question, what is meant by a “group of undertakings?”. 

Is Securities Trading properly considered as a single “group of undertakings”? If so, should not 
Pensions be diversifying into other choices in order to avoid excessive reliance on this one 
group of undertakings, a group of undertakings in the trading of securities?



Of course, these are questions that only become intelligent if Pensions do have other options 
and can choose to invest through undertakings that are not Securities Trading.

The answer is that they can.  The evidence is in the Commission’s own observations about the 
recent movement of UK Pensions out of UK equities and into Real Property investments [1.27]. 
The primary draw of this transition is to escape the volatility that comes with Securities Trading. 
Where Securities Trading is buy/sell, Real Property investments are primarily buy-and-hold. 
They flow cash currently, which eliminates the need to always be searching for the right price on 
which to sell. A moment’s reflection shows that cash-flow strategies for realizing investment 
returns maps authentically onto the cash needs of pensions that are investing to support their 
obligations to make cash payments to pensioners in a perpetual present, for which they need to 
be generating cash receipts from their investments, also in a perpetual present.

Real Property is just one large, but limited, part of our larger and more diverse Real Economy. It 
cannot absorb all the money entrusted to our Pensions for investing, without exposing those 
funds to excessive reliance on this one group of undertakings.

This leads to the asking of this question. Are there other parts of the Real Economy that 
generate cash flows the way Real Property generates cash flows? If so, can the proven, 
effective practices of Real Property investing directly in cash flows be extended to the Real 
Economy, more generally?

If the proven practices of Real Property investing directly in cash flows can be extended to 
enterprise of any kind, all across the Real Economy, then should standards of fiduciary 
prudence be modernized and updated, to limit pension participation in Securities Trading, in 
order to avoid exposing their entrusted funds to excessive reliance on this one group of 
undertakings?

Reasoning from First Principles
In search of an answer to these questions, let us start with a clean sheet of paper. On the left 
side, we draw a dot. On the right side, we draw another dot.

The shortest way to connect these dots is obvious: draw a straight line.

Now, let’s label the dot on the left side “Pensions as Investors”. We label the dot on the right 
side as “Enterprises for Wealth Creation”.

When we ask our question again—of how we connect these dots—the answer we get from the 
current orthodoxy of investment as Securities Trading is:

1. Draw a third dot, and call that the Markets; 

2. Connect Enterprise directly to the Markets; 

3. Connect Pensions also directly to the Markets; 

4. Connect Pensions to Enterprise only indirectly, through the Markets. 
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In this answer any direct connection that does get made between Pensions and Enterprise—
through, for example, share voting—is tenuous, at best, and certainly not encouraged. The 
Markets do not like the competition.

Now, change the label on the right hand dot to read “Real Property”. The answer we get from 
the current orthodoxy is now different. In Real Property, the connection is made directly, 
following the laws of geometry.

Why do Pensions invest in Real Property, directly, but invest only indirectly, in enterprises of 
other kinds?

Part of the reason, at least, is historical. Markets were there first.

The New Reality of Systemic Risk
Enterprises were being financed through the Markets, as aggregators of personal savings from 
a large and constantly changing, but always self-renewing, population of relatively small-scale, 
opportunistic and idiosyncratically time-limited individuals, since at least the middle of the 19th 
Century.

Pensions only came into their own, as competing choices for individuals to invest at least a part 
of their personal savings, in the middle of the 20th Century.

At first, Pensions were restricted in their investments to the Legal List: bonds and dividend 
stocks. They were forbidden by fiduciary law from participating in the liquid asset pricing 
Markets. The reason? Buying an asset at one price in hopes of selling it at some unknown 
future point in time to some unknown future buyer for an unknown but hoped-for higher price is 
considered the textbook definition of speculation. It is and always has been a violation of 
fiduciary duty for a fiduciary to speculate with other people’s money entrusted to their discretion.

It was not until the 1970s that the restrictions of the Legal List were relaxed, and Pensions were 
allowed to enter the Markets and begin trading in securities with the funds entrusted to their 
discretion.

It is important to note that this change was not considered a change in the laws of fiduciary duty. 
It was simply an effort to update and modernise the interpretation of fiduciary prudence in light 
of evolving knowledge. 

The catalyst for this new interpretation of fiduciary prudence was a theory, new in the 1960s, 
known as Modern Portfolio Theory, that teaches that a properly diversified portfolio of trading 
positions held over time can be counted on to rise in overall Net Asset Value in step with the 
economy overall, even though individual trading positions may rise and fall in value 
idiosyncratically. Fiduciary prudence was reinterpreted to allow the test for prudent (i.e., not 
speculative) investing to be made at the portfolio, rather than the individual decision, level.

Pensions were only then allowed to trade in the Markets. And, until 2008, it looked like 
everything was working just fine.

We are only now coming to appreciate, however, that what is missing in the articulation of 
Modern Portfolio Theory is the realisation that this Theory only explains the behavior of liquid 
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asset-pricing Markets that are dominated by a large number of relatively small, opportunistic 
and idiosyncratically short-lived individuals as participants. These are the market conditions in 
the 1950s on which the theory was developed in the 1960s.

However, Pensions, as investors, are not large in number. Compared to individuals, who are 
counted in the millions, Pensions are counted only in the few thousands.

Pensions, as investors, are also not small in size. Individually, and as a group, they are as large 
or larger than even the largest of commercial enterprises, and collectively hold almost 50% of 
public equities.

Pensions, as investors, are not opportunistic. They invest for a purpose, and that purpose is 
always the same. It is to generate a constant stream of cash flows from their investments, in a 
perpetual present, at least equal to the constant stream of cash payments they must make to 
their pensioners, also in a perpetual present.

Pensions, as investors, are not short-lived. As individuals, we enter and exit a pension plan, 
each on our own, individual and idiosyncratic schedules, but the plan itself endures, constantly 
being renewed by the addition of new participants as current participants fall off the rolls. 
Ongoing. Open-ended. Evergreen.

We are learning that the constant presence of Pensions as large, purposeful and powerful 
evergreen participants in the liquid asset pricing Markets creates its own kind of risk, a new kind 
of risk that did not exist in the Markets of the 1950s that were described in the Modern Portfolio 
Theories of the 1960s. This is systemic risk, the risk that prices all across the ticker tape are 
artificially inflated by the presence of Pension money that, upon entering the Markets, for the 
most part never really leaves. It just gets moved around in a zero-sum game of closed loop 
trading. The authentic Market dynamic of buy-and-hold-until-you-need-the-money becomes buy-
low-to-sell-high-by-outsmarting-the-other-buyers-and-sellers becomes buy-high-to-sell-higher in 
a Market that it is believed will always and only go up. Until it doesn’t. Then, we crash.

Systemic risk is the largest threat to fiduciary prudence facing Pensions today, and their 
presence in the markets exacerbates that risk. The reason is largely based in simple supply-
and-demand economics. If securities are scarce assets, and more money is introduced into the 
markets seeking out those assets, the price rises. If we are fairly certain that the prices will not 
collapse tomorrow and we only profit by buying low and selling high, then it becomes a violation 
of our duties not to speculate. Pensions stay in and shift money in the closed loop. 

Systemic risk proves that participation in closed-loop trading is not fit for the purpose of 
Pensions. The rules of fiduciary prudence need once again to be updated and modernised to 
adapt to this new reality of systemic risk.

A New Prudence of Negotiated Investing
If Pensions have no other choice but to invest in the Real Economy only indirectly, through 
Securities Trading, then we face a real conundrum. However, there is another choice. Pensions 
can extend the proven, reliable Real Property model for negotiated investing in wealth creation 
to investments in enterprise of any kind, all across the Real Economy.

In addition to trading, Pensions can negotiate. They have the power. 
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It takes size to negotiate directly with Enterprise. Pensions have that size. Either alone, or as 
members of a small club of co-investors, Pensions can meet the investment needs of Enterprise 
of almost any size, while keeping their individual investments in each enterprise right-sized to fit 
within a properly diversified portfolio.

It takes purpose to negotiate directly with Enterprise. Pensions have that purpose, to generate 
cash inflows from investment in a perpetual present that is properly matched to their cash 
outflows to pensioners, also in a perpetual present, so they can provide income security in 
retirement, with dignity and affordability, to successive generations of current and future retirees.

It takes longevity to negotiate directly with Enterprise. With some exceptions, Enterprise for the 
most part generates new wealth in small increments (relative to invested capital) over extended 
periods of time. Paying returns to investors out of cash flows means those returns will also be 
realised in small increments over extended periods of time. Direct investors in enterprise have 
to be able to take their returns over time. Pensions have that time.

If Pensions have the power to negotiate, then should not the standards of fiduciary prudence 
empower them to use that power to the extent such use provides a path to prudently achieving 
their fiduciary purposes?

Over-concentration in Securities Trading
When one considers the power of Pensions to invest directly in Enterprise, it soon becomes 
apparent that investing in Securities Trading is really just making a direct investment in one form 
of Enterprise: an Enterprise for building and managing a diversified portfolio of asset pricing 
positions in one or another liquid asset pricing Market—stocks, bonds or other products bought 
and sold over a public exchange or through a private alternative pricing platform.

If too much of a Pension’s total portfolio is committed to direct investments in Enterprises for 
Securities Trading, it is not properly diversified across the Real Economy.

That is the current condition of the Pension industry today. Some of its money is invested 
directly into Real Property, with lesser amounts committed to other specialty sectors of the 
economy, such as Energy, Infrastructure and Real Assets, but the overwhelming majority of its 
funds are invested directly into Securities Trading. The result? 2008.

Now that we know this is happening, that Pensions are over-concentrating their investments into 
Securities Trading, and now that we can see that this is not prudent, it can no longer be 
countenanced by the law.

A Note on Liquidity from a Fiduciary’s Perspective 

The current standards of fiduciary prudence have a bias in favor of liquidity.

This bias must be understood in the context of Securities Trading as an enterprise in and of 
itself. If you buy an asset pricing position in a liquid asset pricing market, hoping to sell for a 
higher price to some unknown buyer at some unknown future point in time, you of course need 
to have a liquid market in which to sell.

5



Consider this sacred-seeming concept from this perspective: Securities operate by turning the 
cash flows that are generated through enterprise for wealth creation into an asset that does not 
cash flow. Instead, if all goes well, it compounds. The asset must be sold to extract the cash 
values that have been compounded inside it.

For individuals investing their current savings against some future spending need (e.g., their 
children’s education) that can be a prudent choice. Such individuals do not need current cash 
flow. They might rather have compound growth, manifested in ever-increasing share prices, as 
long as there is a liquid market through which they can eventually unlock that compounding and 
extract the cash more or less on demand.

For pensions that also need compound growth, this choice can also be a prudent. But Pensions 
mostly need current cash flow, so compounding is inefficient—an unnecessary, expensive and 
risk-introducing step.

A Competing Network of Service Providers
A primary focus of the Consultation is on the problems arising from an ever-lengthening value 
chain of managers managing managers managing managers managing managers of Pension 
money committed to investment in Securities Trading. This hypertrophy of the agency 
relationship creates extra costs, and separates at each layer fiduciary duties from the 
discretionary exercise of investment decision-making.

Our proposed modernisation of the rules of fiduciary prudence to recognise the power of 
Pensions to extend the proven, effective Real Property model of negotiated investment all 
across the Real Economy will address this hypertrophy, if only indirectly, by supporting the 
evolution of a new, negotiated investment services provider network that will compete with the 
currently dominant buy/sell service-provider network that largely monopolises our thinking about 
money, finance, investment, innovation, enterprise and retirement planning today.

The size and influence of the buy/sell network will likely shrink back to its rightful size for its 
proper purpose as the negotiated investment network grows.

Restoring Balance in the Markets
The liquid asset pricing Markets need liquidity to function efficiently and effectively, and there 
has always been a role to play for speculative traders in providing adequate levels of liquidity.

The constant presence of Pensions, and other similar large, evergreen investment funds, such 
as endowments, foundations and sovereign wealth funds, has upset the balance within the 
Markets between buy-and-hold investment and buy-low-to-sell-high speculation.

The transition of pension and other evergreen investment trusts into negotiated investment in 
the Real Economy following an upgrade and modernisation of the standards of fiduciary 
prudence will drive a reduction in buy-low-to-sell-high trading activity, restoring a more 
sustainable balance between investment and speculation to the liquid Markets.
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Taking Up the Mantle of Stewardship
The Consultation addresses the question of stewardship, of the right and obligation of Pensions 
to care for more than just financial returns, within the limited confines of the questions asked 
about service providers (called Intermediaries) and the ever-lengthening chain of managers 
managing managers.

It defines stewardship in terms of value creation, which is the primary focus of Securities 
Trading.

“Stewardship

“A philosophy which aims to promote the long term success of companies in such a way that 
protects and enhances the value that accrues to the ultimate beneficiary of an investment. It is 
usually discussed in the context of institutional investors. Stewardship activities include 
monitoring and engaging with companies on matters such as strategy, performance, risk, capital 
structure, and corporate governance, including culture and remuneration.”

The new choice for Pensions to make negotiated investments directly into Real Economy 
enterprises shifts the focus away from value creation, i.e., driving asset prices up, and onto 
wealth creation, i.e., optimising the cash flows.

This empowers a new definition of stewardship as taking ownership of the impacts of 
investment choices on the plan and its sponsor(s), but also on its pensioners, current and 
future, and on the conditions of society, economy and environment in which those pensioners 
will receive and enjoy their pensions.

Such a stewardship pension can be said to operate under three directives. 

The prime directive is to write the cheques they have to write today.

The second directive is to continue writing the cheques they have to write each day, over 
an open-ended succession of days.

The third directive is to support, through their investments, a world in which the cheques 
they write are worth receiving.

Stewardship is the third directive, and it authorises and requires Pensions to negotiate multiple 
points of value into their agreements with the enterprises they sponsor, to ensure both the 
financial longevity of the cash flows, and also the physical longevity of a good public quality of 
life in which its pensioners will receive and spend their pensions.

Conclusion
The Law Commission has made important findings about a Pension’s ability to consider 
systemic factors, about the importance of risk exposures, and about the ability to consider 
environmental, social and governance aspects of investing.

It will do well to go further in tying it all together with the duty of impartiality between current and 
future interests, the duty of adequate deliberation and the duty not to fetter discretion. The need 
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for consistent application of all fiduciary duties could help guide trustees and their advisors 
toward reconsidering their assumptions in the context of current circumstances and to evaluate 
how their investment beliefs are linked to participants’ interests.

The Law Commission understands that fiduciaries are not restricted to modern portfolio theory 
(see 10.87). However, the Commission has not applied the duty of adequate deliberation (see 
6.25), the duty not to turn a blind eye to asking the right question (see 6.31), and the duty not to 
fetter discretion (see 6.23) to keep fiduciaries from defaulting to the current orthodoxy of 
investing as securities trading in excessive amounts based on an industry presumption that all 
aspects of modern portfolio theory may be adopted without question.

Unfettering fiduciary discretion from the biases of current orthodoxy by requiring fiduciaries to 
adequately deliberate over whether the assumptions that fiduciaries apply actually serve the 
interests of beneficiaries (see 10.30) and to impartially (see 10.8) deal with the risks faced by 
beneficiaries should be made explicit precepts of fiduciary prudence.

This will lead to the appropriately occasional re-thinking from first principles about the purposes 
of pensions and other similar investment trusts of an evergreen nature, and also of the powers 
they posses through which to achieve those purposes. These purposes and powers then form 
the proper foundations of fiduciary prudence.

In the current occasion of the new reality of systemic risk, such a rethinking of purpose and 
power from first principles leads to a modernised and updated set of standards for fiduciary 
prudence as authorising and even requiring pensions to extend the proven practices of cash 
flow investing similar to that used in Real Property to investment directly into enterprise all 
across the Real Economy.

Pensions can negotiate liquidity directly with enterprise leaders through a program of priority 
repayments from wealth creation that allows them first to preserve their corpus and then evolves 
after de-risking into an evergreen “tail” for as long as the enterprise remains viable. These funds 
have the size, longevity, power, and the need to invest in this way in enterprise of any kind, 
properly diversifying across the Real Economy.

Exercising their power to negotiate directly with enterprise in the Real Economy opens up new 
possibilities for the exercise of stewardship through investments that take ownership of their 
impacts on society, the economy and the environment, and also through portfolio choices about 
the direct deployment, recovery and redeployment of capital directly into the Real Economy.

This opens up new frontiers for further enquiry into the modern rights and duties of fiduciaries.  
Some new questions to be asked and answered might include the following.

Should a duty of care and a duty of loyalty to execute strategic governance be included as core 
to effective stewardship and fiduciary duty?
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31 January 2014 (Supplemental signatories added) 
 
Via Email to: fiduciary.duties@lawcommission.gsi.gov.uk 
 
UK Law Commission 
Attn:  Folarin Akinbami 
1st Floor, Tower 
52 Queen Anne’s Gate 
London SW1H 9AG 
 
Re: Consultation Paper 125 on Fiduciary Duties 
 
Dear Commissioners, 
 
Participants in the Network for Sustainable Financial Markets (NSFM) appreciate the 
opportunity to submit these comments in response to the Commission’s consultation paper on 
fiduciary duty.  The NSFM is a network of financial professionals, academics and others who 
share a commitment to collaboration on fostering sustainable financial practices.1 
 
We expect that the Commission’s final report will be influential beyond borders of the UK and 
for many years to come, so it is essential that the report take a forward-looking approach which 
applies fundamental fiduciary principles with an understanding of what has been learnt over the 
past decade and seeks to serve the interests of beneficiaries into the future.  Our comments are 
offered from the perspective that application of fiduciary duties should not be out of step with the 
direction of advancement in the economy and investment profession.  
 
Influential Underlying Themes  
 
The framework for our observations reflects influence of three common themes that are woven 
throughout.  While these factors are often unstated, we think it is important to recognize them as 
underlying forces likely to shape ongoing evolution in the understanding and implementation of 
fiduciary duties.  

 
 Recovery of Legal Principles: Over the past several decades, the legal profession largely 

abdicated its role as the primary guardian of fiduciary duty legal concepts to investment 
advisors and economists. The result has been development of fiduciary investment 
services that, in our view, often meets the needs of the delegated agents better than they 
serve the interests of beneficiaries. In many respects, the mandate that was given to the 
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 These comments are offered by the undersigned as individuals and not as representatives of any organizations 

with which they are affiliated.  Additional information on NSFM is available at sustainablefinancialmarkets.net. 
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Commission is a response to this vacuum and an appeal for the legal profession to get 
back in the game. Application of the legal profession's analytical and public policy skills 
are needed in order to reclaim the fundamental principles upon which fiduciary duties are 
based. 

 
 Changes in Knowledge and Circumstances: Much has changed over the past two 

decades, both in terms of our knowledge base and the global economy.  Application of 
fiduciary principles to current circumstances produces different results than twenty or 
thirty years ago.  Old legal precedent needs to be examined in the light of today’s 
challenges, rather than on facts and circumstances that no longer reflect reality. 

 
 Advent of Behavioral Economics: Behavioral economics has provided new insights and 

tools for investment practices. However, they still remain largely foreign concepts to both 
the legal and investment professions. We see the growing effects of behavioral 
economics as relevant to the direction of change in the investment industry and as a force 
that will shape future understanding of fiduciary duties and the practices of fiduciaries. 

 
Valuable Consultation Paper Insights 
 
The consultation paper makes significant strides toward identifying fundamental principles of 
fiduciary law and applying them to current fiduciary challenges.  The Commission deserves 
credit for progress in recognizing the following: 

 
 Fiduciaries may consider the financial effects of environmental, social and governance 

(ESG) issues and macroeconomic (which we will call systemic) issues. 
 

 Quality of life (which we will call cost of living) issues may be taken into consideration, 
provided they do not produce a lower immediate financial return compared to other 
similar investments. 
 

 Ethical considerations (which we will call integrity risks) can be applied when they have 
risk ramifications but may generally be used only when beneficiaries share the same 
viewpoint and when doing so will not result in lower short-term returns. 
 

 Trustees are not restricted to the metrics of modern portfolio theory, but are allowed to 
make judgments based on a wide range of factors, including ESG and systemic effects. 
 

 Fiduciaries should not invest in illegal activities or conduct which contravenes 
international conventions. 

 
However, the Commission's work would be more helpful if the final report more consistently 
applies all of the fiduciary duties it cites.  The consultation paper is organized in a silo approach 
that covers the various aspects of fiduciary duty.  This makes the analysis disjointed and 
unnecessarily complex. We hope that the Commission will make an effort to provide a plain 
English overview in its final report that can be understood and applied by fiduciaries.   
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Because most of our observations apply across many of the questions the Commission has 
identified, we start with an overview of fundamental concepts that are broadly applicable to the 
consultation.  Within this foundation, we will then turn to specific consultation questions. 
 
Applying Fiduciary Duty Fundamentals 
 
The consultation paper misses an opportunity to provide cohesive analysis and clarification by 
not consistently linking its conclusions to the basic public policies that underlie fiduciary duties.   
The paper summarizes (in §5.10;  5.55) factors that cases have associated with fiduciary 
relationships, but then does not consistently consider how these fundamental public policy 
considerations should influence its analysis.  
 
Indeed, the dynamics involved in fiduciary relationships typically leave beneficiaries (and 
society) vulnerable to abuse by the agents to whom responsibility has been delegated.2  Fiduciary 
duties are based on the compelling public policy that it is important to protect beneficiaries and 
society from being taken advantage of in these vulnerable relationships.  There are a number of 
reasons why this protection is needed.  For example: 

 
 The fiduciary is given control over management of assets that must be deployed for the 

benefit of others, creating the potential for conflicts of interest. 

 Fiduciaries usually possess specialized expertise that the beneficiaries do not have, 
making the quality of services hard to evaluate. 

 Breaches of faithfulness or investment prudence might not be immediately evident, which 
impedes effective monitoring of the fiduciary. 

 Unlike investors in tradable company securities, beneficiaries often do not have the 
practical ability to avoid harm by removing a fiduciary or timely withdrawing assets from 
the fund. 

 Workers are likely to be heavily reliant upon pension funds and other fiduciary savings 
vehicles for their future security, creating both personal and broader economic risks. 

 Growth in the amount of assets controlled by institutional investor fiduciaries has turned 
them into a formidable economic force with societal ramifications. 

 Fiduciaries may have more to gain than lose personally by generating near-term 
performance through externalization of costs and risks to society and future generations 
(including beneficiaries), especially when damage is not immediately apparent. 
 

By splitting its analysis up into separate silos, it was difficult for the consultation paper to 
develop and provide an overarching and consistent narrative around implementation of the public 
policy bases of fiduciary duties.  It also did not recognize the substantial costs to society and 
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 Douglas Sarro and Edward J. Waitzer, "the Public Fiduciary: Emerging Themes in Canadian Fiduciary Law for 

Pension Trustees."  Canadian Bar Review 91 (2012): 8 - 9. 
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effects of capital misallocation that result from fiduciary fundamentals amnesia.  We hope the 
final report will address this shortfall and encourage fiduciaries, their advisors, policymakers and 
the courts to reconnect with basic fiduciary principles as a common guiding theme.  Therein lies 
the answer to much of the confusion and uncertainty that is consistently referenced in the 
consultation paper. 

 
Influence of Reckless Caution 
 
We were pleased to see the consultation paper note comments from UK lawyers that legal advice 
has often been risk-averse, designed more to protect advisors and trustees rather than to provide 
guidance as to the proper discharge of fiduciary duty (§ 1.7).  The tendency of lawyers to think in 
terms of litigation and liability avoidance, instead of serving as legal counselors on fiduciary 
principles, is something that the Commission should not merely observe (§ 1.22) but also 
address.   
 
We think the exercise of reckless caution by legal advisors has systemic risk and societal cost 
implications.  Given the reluctance of courts to impose liability on trustees who have taken 
advice and gone through an appropriately deliberative process (§ 6.13; 6.29), there is room for 
the Commission to emphasize that lawyers should attend to the inherent potential for conflicts 
between agents and beneficiaries in fiduciary relationships.  The final report is an opportunity for 
the Commission to compel lawyers to pay more attention to application of fiduciary duty 
fundamentals when counseling fiduciary clients. Maintaining balance between short- and long-
term factors, devoting resources to understanding the effects of investment practices on 
intergenerational transfers of risk and wealth, integrating the effects of ESG, macroeconomic and 
systemic factors into strategies for delivery of sustainable retirement benefits are all among the 
considerations that lawyers should be addressing when they counsel investment fiduciaries.  
 
Outdated Assumptions 
 
Constant changes in knowledge, economic circumstances and investment practices present a 
challenge for delivery of fit for purpose fiduciary advice, especially when the bulk of legal 
precedent is from a different age.  The consultation paper contains a number of outdated 
assumptions, does not recognize recent developments and inconsistently considers evolving 
practices in a number of instances.  We offer some examples: 

 
 Small Investors have Stewardship Options: The Commission assumes that only large 

investors have the capacity to address ESG, systemic and stewardship considerations in a 
cost-effective manner (§10.39; 10.76).  However, smaller investors have the ability to 
address these issues through proxy voting guidelines, engaging external managers with 
related capabilities, collaborating with other investors or outsourcing engagement 
activities to a third party service provider. The final report should recognize this. 
 

 ESG Sophistication has Grown: While the consultation paper recognizes that investors 
now often integrate ESG factors into investment analysis as part of a more holistic way of 
evaluating companies (§ 10.44), it also contains sections which seem to equate use of 
ESG factors to mere adoption of a screening process (§10.46).  In addition, the Glossary 
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defines ESG factors as "ethical, social and governance (dropping the reference to 
environmental).  Whether or not these inconsistencies have affected the Commission's 
analysis, they are confusing and should be revised in the final report.  We think it would 
be helpful to acknowledge that there are a number of techniques for incorporating or 
addressing ESG and systemic factors in the investment process.  As with any other 
investment approach, some approaches may provide better returns over different time 
horizons and some managers may have better implementation skills than others.3 The 
Commission should recognize these differences and be careful not to paint all ESG 
investors with the same brush.   
 

 ESG is Relevant beyond Public Equities: The consultation paper also fails to 
acknowledge that ESG principles are now regularly applied to investments beyond public 
equities.  ESG and systemic factors can be just as relevant to fixed income (e.g., 
governance integrity and default risk), real estate (e.g., energy conservation) and private 
equity (e.g., health and safety risks) as they are to public equities.  Limitation of the ESG 
factors to public equities creates an artificially narrow conception of their materiality for 
long-term investors. 

 
Recognition of Evolving Circumstances 
 
As was noted in NSFM's preliminary consultation submission to the Commission on 15 July 
2013, much has changed in the economy and investment industry over the past two decades.  
Twentieth century perceptions of fiduciary duty are simply not fit for purpose today.  The 
understanding of fiduciary duty must evolve (as it has in the past) so that legal precedents are 
interpreted in the context of today's factual and cultural circumstances.    
 
Some of the most significant changes that have implications for application of fiduciary duties 
include: 

 
 Asset Growth: The amount of assets managed by institutional investor fiduciaries has 

grown exponentially.  According to the OECD, assets of pension funds were equal to 
nearly 96 percent of the UK's GDP in 2012.4  The collective behavior of fiduciaries can 
now affect market volatility, influence corporate decision making, transfer massive 
wealth or risk between generations and shape the future of society. For fiduciaries with 
long-term obligations, this automatically makes externalities (i.e., side effects) of 
economic activities relevant to future financial and risk considerations for younger 
beneficiaries.   
 

                                                           
3
 The Commission might revisit the Deutsche Bank Group report (cited in § 10.50) that reviews over 150 papers on 

ESG investment results for a better understanding of the evolution from negative screening toward 
sustainable/ESG investing approaches.  The Deutsche Bank Group report is not only valuable for its findings on the 
ability of ESG managers to outperform, but also for its analysis of evolution in industry practices and effectiveness.  
See also: https://www.dgfi.com/DGFI/White-Papers/Environmental-social-and-governance-%28ESG%29-data-Can-
it-enhance-returns-and-reduce-risks. 
4 http://www.oecd.org/pensions/PensionMarketsInFocus2013.pdf. 
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 Rise of the Universal Investor: Widespread adoption of broadly diversified investment 
strategies tied to capital weighted market indices has resulted in economic health and 
institutional investor success becoming mutually interdependent.  The consultation paper 
recognizes this as the "universal investor" phenomenon.  We now know that as much as 
75 percent of the typical fund's returns are attributable to market (beta) exposure and are 
not generated by alpha-seeking strategies.5  This is a concern for all broadly diversified 
investors, regardless of size.  The global financial crisis demonstrated that systemic 
economic risks are game changers for fund beneficiaries and taxpayers.  
 

 Computer Technology: Advances in technology and communications have improved 
analytical capabilities and shortened investment time horizons from years to months, or 
even milliseconds.  As the Kay Review documented, business planning cycles for 
companies have become grossly mismatched with the attention span of most investors. 
Far too many fiduciaries have morphed from investors to traders, resulting in them 
having little interest in the long-term business or systemic consequences of their 
investment decisions.   Indeed, short-term pressure from investors has been cited as 
interfering with the ability of companies to allocate capital to long-term value creation 
projects.6 The proliferation of reports and surveys that document this phenomenon have 
essentially eliminated the need to collect more anecdotal evidence. 
 

 Globalization and Resource Constraints: The global spread of capitalism, along with 
population growth and increasing economic prosperity in the emerging markets, has 
introduced a new economic paradigm bounded by the ecological limits of our planet's 
natural resources and by climate change. In many industries, business as usual is not 
likely to be sustainable.  Risks associated with a potential carbon bubble are one example 
that is a material consideration for all fiduciaries.7 

 
 Influence of Intermediary Agents:  Growing complexity of the markets, regulatory 

schemes and inability of fiduciary boards to cope with this complexity has generated an 
entire new advisory and consulting industry that did not exist forty years ago.  Reliance 
on advice from these (often) non-fiduciary agents has resulted in dilution of fiduciary 
protections and fostered inequality in application of the fundamental fiduciary principles 
that are intended to protect beneficiaries. This uncertain fiduciary protection for 
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 Roger Ibbotson, "The Importance of Asset Allocation."  Financial Analysts Journal (March/April 2010). 

6
  In addition to the Kay Review, a 2013 survey by McKinsey and the Canada Pension Plan Investment Board found 

that 79% of company directors and executives felt pressured to produce short-term returns and 86% said that 
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summarized its conclusions after an intensive study of short-termism.   "The obsession with short-term results by 
investors, asset management firms and corporate managers collectively leads to the unintended consequences of 
destroying long-term value, decreasing market efficiency, reducing investment returns, and impeding efforts to 
strengthen corporate governance."  Krehmeyer, Orsagh and Schacht, "Breaking the Short-Term Cycle." CFA 
Institute and the Business Roundtable Institute for Corporate Ethics (2006) at 1.  
7
 Carbon Tracker and Grantham Institute on Climate Change and the Environment, London School of Economics, 

"Unburnable Capital 2013: Wasted Capital and Stranded Assets."  Available at 
http://carbontracker.live.kiln.it/Unburnable-Carbon-2-Web-Version.pdf. 
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beneficiaries in contractual and defined contribution schemes, as the consultation paper 
noted (§ 11.14), is especially troubling.   

 
 Increasing Investor Responsibilities: Public policy, stakeholder and societal expectations 

about the role of institutional investors, and the obligations applicable to companies in 
which they invest, have grown beyond the standards of conduct that many fiduciaries 
have felt compelled to implement.  For example, these expectations now include investor 
stewardship; binding shareholder votes on executive remuneration; integrated reporting 
by companies that covers both extra-financial and financial factors; and corporate 
director obligations to take the interests of stakeholders into consideration (under section 
172 of the Companies Act of 2006) to promote long-term success of their company.  
Interpretation of fiduciary duties cannot be walled off from these broader developments 
in society. 

 
The point of these observations is that the extent and speed of change in the environment where 
institutional fiduciaries operate has created new circumstances to which fiduciary duties must be 
applied.  The time when institutional fiduciaries had no collective systemic economic influence 
and the investment service provider chain was not fraught with misaligned interests and conflicts 
of interest has passed.  In our view, application of fiduciary principles must involve consideration 
of the effects that these ESG, systemic, societal and conflict of interest factors have on the 
impartial delivery of sustainable pension security to beneficiaries across generations.  
 
The Commission should not select specific approaches for fiduciaries to pursue (e.g., 
collaboration on shared concerns, proxy voting policies, selection of managers that consider ESG 
and systemic risk factors, engagement with companies, use of an overlay program).  However, it 
should recognize that the duties of loyalty, impartiality and adequate consideration require that 
fiduciaries with intergenerational obligations impartially consider how their administration of 
scheme assets affects the interests of all beneficiary groups.  
  
Consistent Application of the Duty of Impartiality 
 
The consultation paper quotes from the famous Cowan v Scargill case, which found that it is the 
"duty of trustees to exercise their powers in the best interests of the present and future 
beneficiaries of the trust, holding the scales impartially . . ." However, it then fails to consistently 
apply this duty.  One of the primary conflicts in managing a pension scheme with 
intergenerational obligations involves fairly balancing the interests of younger and older 
participants.  This is not an optional fiduciary duty.8  It is not something that Sir Megarry VC in 
Cowan v Scagill said that fiduciaries may consider.  We find it surprising that the consultation 
paper did not discuss the implications of this duty in regard to all of the issues it covers.   
 
For instance, after finding that consideration of the long-term effects of ESG and macroeconomic 
factors on a fiduciary's portfolio is appropriate, the Commission ignores financial benefits to 
future portfolio companies (and to beneficiaries whose assets will be invested in those 
                                                           
8
 The Restatement of Trusts says “conduct in administering a trust cannot be influenced by a trustee’s personal 

favouritism … nor is it permissible for a trustee to ignore the interest of some beneficiaries merely as a result of 
oversight or neglect.”  Restatement (Third) of Trusts: Prudent Investor Rule, §78, Comment (b) (1992); 
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companies) from maintenance of quality infrastructure.  Instead, the consultation paper uses a 
tie-break comparison for infrastructure investments that appears to focus only on comparative 
short-term returns at the individual investment level (§ 10.94).  Portfolio and systemic 
considerations were left unaddressed. 

 
In addition, when discussing quality of life issues (which we view as inflation and cost of living 
concerns), the consultation paper does not discuss whether some investment practices (e.g., 
involving climate risk or damaging environmental externalities) might have identifiable future 
impacts on some beneficiaries' future cost of living in retirement.9   
 
The Cowan v Scargill duty of impartiality should be consistently applied throughout the 
consultation. This approach would also foster a more balanced approach to short- and long-term 
factors.  According to the Kay Review, that would counteract the natural inclination to focus on 
short-term results, which is aggravated by well-documented cognitive biases such as near-term 
loss aversion and anchoring around status quo markers - all of which make long-term benefits 
seem less attractive than they really are.   
n addition, the fiduciary duty of loyalty, especially when combined with the duty to treat 
beneficiary generations impartially, can be applied to resolve the "free rider" and "tragedy of the 
commons" paradox.10  Loyalty precludes fiduciaries from ignoring cost-effective strategies 
expected to produce shared benefits that are of value to a class of beneficiaries. The long-term 
financial advantages to society and to beneficiaries who rely on shared future resources could be 
enormous. 
 
Short-termism and Consistent Application of Time Horizons 
 
The Commission concludes that investor herding around short-termism "is mainly caused by the 
nature of human behavior" and is "exacerbated by an industry structure . . . where investment 
managers are judged in relation to other investment managers."  The Commission then surmises, 
"We do not think that herding is caused by trustees' legal duties, or that a change in the law 
would make a practical difference."   
 
Unfortunately, the Commission fails to recognize that social pressure, behavioral biases and 
conflicts of interest are the things that fiduciary duty was intended to counteract.  While 
resolving short-term pressure may not require a change in the law, application of the existing 
fiduciary principle of impartiality would go a long way toward achieving better balance between 
short- and long-term perspectives at pension schemes with intergenerational obligations. 
 

                                                           
9 One of the signatories recently participated in a Chinese government project intended to encourage investors 
and businesses take into consideration the future environmental costs of certain practices. The World Bank has 
estimated that as much of 15% of China's GDP is lost to the health and environmental costs of pollution. The future 
costs to individuals and society are now front and center (after having been ignored for decades).  See The World 
Bank (2013), "China 2030: Building a Modern, Harmonious, and Creative Society."  
10 The tragedy of the commons refers to situations where a shared resource is depleted as the result of individuals, 
acting independently and rationally according to each one's self-interests, collectively act contrary to the group's 
long-term best interests by depleting the common resource.  Situations where environmental assets are depleted 
as a result of users not paying the full cost of using those common resources are a prime example.  
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Importance of maintaining this focus on impartiality between current income and long-term 
capital growth is illustrated by the consultation paper's own lack of clarity in applying time 
horizons.  For instance, after citing numerous studies in Chapter 1 which all reached the same 
conclusion about suppression of long-term returns by short-term investor pressures, the 
consultation paper provides mixed messages about whether application of short- and long-term 
time horizons are appropriate when considering financial benefits from investments involving 
quality of life (cost of living) factors (§ 10.94 appears to consider only current returns, while § 
10.90 mentions long-term benefits). In all instances where consideration is given to weighing 
alternative investment opportunities, it should be made clear that near- and long-term 
expectations at the company, portfolio and systemic levels should be included. 

 
In addition, we believe the Commission should squarely address whether the long term is viewed 
as merely an aggregation of short term outcomes. While we think that research has clearly 
demonstrated this is not the case, it is a fundamental investment belief issue on which fiduciaries 
with long-term obligations should have a well-reasoned view.11   

 
Application of the Duty of Adequate Consideration 
 
The Commission recognizes that the duty of adequate deliberation precludes fiduciaries from 
exercising a power "without having given proper consideration to relevant matters."  It also cites 
the principle under Scots common law that fiduciaries may not turn a blind eye to relevant facts 
and circumstances or fail to consider the right question.   
 
However, the Commission should more consistently apply these duties throughout the 
consultation paper.  The duties to engage in adequate deliberation and to not turn a blind eye are 
not even mentioned when discussing if trustees have an obligation to deliberate over whether 
ESG factors (or systemic issues) are relevant for impartial delivery of sustainable risk-adjusted 
earnings over the long term.  Instead, after stating that "trustees should consider, in general 
terms, whether their policy will be to take account of ESG factors," the consultation paper 
restates the question as: "must pension trustees use wider factors?" and concludes the answer is 
"No." The duty of adequate deliberation is not mentioned. 
 
It strikes us that the consultation paper's first statement, that trustees should consider the issue, is 
closest to what the law of fiduciary duty requires.  We hope that the final report will highlight the 
duty of adequate deliberation when addressing whether trustees should impartially consider the 
potential effects of ESG, systemic, cost of living and ethical (more appropriately described as 
issues involving potential integrity, reputation and regulatory risks) factors on their provision of 
sustainable pension benefits over both the short and long term.12 
                                                           
11 For example, see Dominic Barton and Mark Wiseman, "Focusing Capital on the Long Term."  Harvard Business 
Review (January - February 2014): 44 - 51, in footnote 5, supra.   
12

 One of the signatories to this comment letter had the good fortune of working at an investment manager with a 
responsible investment mandate prior to the financial crisis and BP's Macondo disaster in the Gulf of Mexico.  That 
person's experience demonstrates the folly of assuming that categorizing an issue as involving ESG, systemic or 
ethical considerations does not mean that those issues are immaterial for prudent investment due diligence.  The 
macro ESG integration approach taken by this investor identified systemic risks throughout the banking sector 
prior to the financial crisis - but the investor did not act on those findings because it would result in significant 
departure from the benchmark.  The health and safety performance problems exhibited by BP in the time period 
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Engaging with Beneficiaries 
 
The pension scheme investment management industry is one of the few businesses that does not 
regularly engage with and understand the needs of their primary stakeholders - the scheme 
beneficiaries. We think the consultation paper spills too much ink over whether fiduciaries could 
understand the ethical views of beneficiaries, while it avoids discussion of the bigger issue.   
 
Fiduciaries are in a relationship with their beneficiaries and would gain from engaging with them 
in regular two-way communication. For example, surveys, advisory groups, educational 
materials, information sessions and robust reporting linked to the respective interests and 
retirement goals of beneficiaries should be an ongoing part of a fiduciary relationship.13 This 
type of organic process is more likely to generate a healthy understanding on the part of both 
fiduciaries and beneficiaries of the financial, risk, ethical and retirement security goals of 
beneficiaries.  It would also place the investment and risk management needs of the scheme into 
the context of a deeper appreciation of its beneficiaries' actual best interests.   
 
Of course, it is likely that there will be different interests between various beneficiaries.  
However, the duty of impartiality requires fiduciaries to understand those differences and take 
decisions with adequate and deliberate consideration.  As long as fiduciaries observe an unbiased 
and reasonable process that does not arbitrarily impose their own ethical beliefs or arbitrarily 
choose unrepresentative ethical beliefs, and as long as the fiduciaries have developed an overall 
investment program that is designed to deliver against reasonable agreed retirement goals, it 
appears that the courts would be unlikely to second guess the fiduciaries. 
 
The difficulty with the consultation paper's treatment of ethical issues is that there is no 
consistent recognition that sometimes what is framed as an ethical factor also may involve 
financial sustainability and risk exposure concerns.14 In addition, the consultation paper places 
ethical issues into a silo that is not connected with design of the overall investment strategy, 
actual retirement goals and an understanding of beneficiary interests that is developed through an 
ongoing and interactive engagement process.  Once ethical issues are placed within a broader 

                                                                                                                                                                                           
leading up to Macondo also raised concerns about management systems integrity at the company, which some 
might categorize as a social or ethical concern.  This time the investor sold BP shares and saved its beneficial 
owners from substantial losses. 
13 "The Public Fiduciary: Emerging Themes in Canadian Fiduciary Law for Pension Trustees," referenced above, 
provides an extensive discussion of the duty to inform and educate and the duty to consult under Canadian trust 
law.  Sarro and Waitzer say, "The idea of giving beneficiaries a voice accords with both the substance and the 
purposes of fiduciary law. It helps fiduciaries to fulfill their duties of loyalty and care by ensuring that they have a 
reasonable understanding of the interests and preferences of their beneficiaries. It can reinforce public confidence 
in pension administration by creating a transparent process by which beneficiaries can learn about and help inform 
important decisions that affect their interests. For beneficiaries to have a meaningful voice in fund governance, 
they must be (a) given sufficient information about the fund to safeguard their interests, and educated about the 
provisions of their plan, and (b) consulted when the trustees contemplate decisions that will affect their interests."  
14 As a result, we prefer to reference these issues as concerns involving integrity, reputation and regulatory risk. 
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context, we believe that fiduciaries will find it easier to address ethical issues in a way that is 
financially appropriate for their beneficiaries.15   

 
Q-1: Has the consultation paper correctly stated the current law? 
 
We think the Commission has not consistently applied the legal principles stated in the 
consultation paper.  In addition, we do not think the Commission fully responded to the mandate 
it was given, which asked it to also evaluate understanding and application of fiduciary duties. 
This oversight makes it of less practical usefulness to practicing fiduciaries and their advisors.  
 
Q-2: Does the law reflect an appropriate understanding of beneficiaries' best interests? 
 
We do not see this as the right question.  The Commission should be asking whether fiduciaries 
have an appropriate understanding of their beneficiaries' best interests. 
 
Q-3: Is the law sufficiently certain? 
 
In regard to the issues we addressed above, clarity of the law is less of an issue than clarity of the 
consultation paper and understanding of the law by fiduciaries. 
 
Q-6: Does the law permit a sufficient diversity of strategies? 
 
With clarifications provided in the consultation paper, we believe that the law is not a roadblock 
to adoption of diverse strategies.  However, fiduciaries' understanding of the law and the 
recklessly cautious presentation of the law by legal counselors are the real issues in this regard.  
The Commission could be helpful by giving clear and unambiguous direction to both fiduciaries 
and their legal counselors. 
 
Q-7: Are the main pressures toward short-termism not caused by the duty to invest in 
beneficiaries' best interests? 
 
We believe this question confuses the causes of and solutions to short-term pressures.  While 
short-termism is caused by a number of societal and behavioral factors, fiduciaries' widespread 
belief that the duty of care offers automatic protection to those who follow the herd is only one 
factor.  We think that the Commission could counteract this influence by clearly stressing that 
practices at similar investors is only one reference point in determining prudence and that it does 
not automatically ensure those practices will be found to be prudent.  We also believe that clear 
and consistent application of the duty of impartiality would encourage greater balance between 
short- and long-term investment practices. 
 
 
 
 
                                                           
15

 It should be noted that negative screening is not the only option for approaching these issues.  For example, 
some investors may choose to engage with companies, exercise proxy rights or underweight companies relative to 
the applicable benchmark weighting.  
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Q-10: Does the law encourage trustees to achieve the right balance of risk and return? 
 

To the extent that trustees are not compelled to adequately consider ESG, systemic and future 
cost of living factors in the context of their scheme's obligations, we think that they are missing 
significant risks that will ultimately be borne by beneficiaries. The Commission could help to 
address this by consistently applying and highlighting the duties of adequate deliberation and 
impartiality. 
 
Q-18: Should the general law of fiduciary duties be reformed by statute? 
 
We were surprised by apparent reluctance of the Commission to recommend a unified regulator 
and trust law approach to fiduciary duties, similar to the Australian approach.  This would 
address many of the concerns raised by the Commission about complexity and inconsistency of 
the various UK regulatory schemes for different types of pensions, which has admittedly resulted 
in unequal and haphazard fiduciary protection standards for UK workers.   
 
Q-20: Is there a need to review the regulation of investment consultants? 
 
We concur with Professor Kay that the fiduciary service provider chain is only as strong as its 
weakest link.  This has become more of a concern as market complexity has increased and the 
influence of a small group of pension consultants has grown.  The current state of affairs 
essentially leaves no one with fiduciary responsibility, as trustees rely on advice of consultants 
and consultants claim that they are only providing general advice and not making decisions.  
From a practical perspective, at most funds consultants and managers exert effective influence so 
as to amount to control over trustee decisions.  The entire system would be better aligned with 
beneficiary interests if both managers and consultants were subject to fiduciary standards, within 
the scope of their duties.  We see it as a public policy matter that recognizes the fundamental 
purpose of fiduciary duties as protecting beneficiaries and society from abuse by agents who 
exercise delegated authority with enormous collective and systemic influence.    
 
It is worth noting that the United States Department of Labor has proposed rule changes which 
would extend fiduciary status to cover most consultants (investment managers are already treated 
as fiduciaries in the United States).16  While those changes have been delayed by fierce lobbying 
efforts on the part of service providers, the latest word from the Department of Labor is that it 
intends to go forward with the rule later this year. We believe this is an area where the 
Commission should recognize the direction of evolutionary change in the industry.   
We hope these comments will be of help to the Commission in finalizing its report.  Please do 
not hesitate to contact us if we can be of further assistance. 

 
Respectfully submitted, 
 
Keith L. Johnson, Co-Chair 
SFM Fiduciary Duty Working Group 
Reinhart Institutional Investor Services, Chairman 
USA 

                                                           
16 http://www.dol.gov/ebsa/newsroom/fsfiduciary.html 
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UK Law Commission fiduciary duty consultation: 
help needed to correct assumptions and inconsistency 

Why some of the outdated analysis in the UK legal review could have a 
knock-on effect internationally if left unchallenged. 

 

by Keith Johnson | January 14th, 2014 

The UK Law Commission’s consultation paper on fiduciary duties, which was issued in response to the 
Kay Review of the UK Equity Markets and Long-Term Decision Making, presents a challenge for pension 
savers, institutional fiduciaries and their advisors. With the consultation period ending the 22nd of January, an 
all hands on deck effort is needed to ensure that the Commission receives broad input on both its consultation 
questions and on the assumptions that underlie them. The Commission still has much work to do in order to 
produce a balanced final report that reflects an up-to-date understanding of the investment industry and which 
consistently applies all of fiduciary duty principles it cites to the issues it examines. The Commission’s 
consultation paper makes great strides towards achieving an understanding of fiduciary duties that fits today’s 
circumstances. For example, the Commission concludes that consideration of factors relevant to long-term 
investment performance, including questions of sustainability or environmental and social impact (ESG factors), 
is “clearly permissible.” It also concludes that trustees may consider “the effect of investments on the economy 
as a whole” and “should consider, in general terms, whether they will take account of macroeconomic 
[systemic] factors in their decision-making.”  

 
However, the consultation paper misses the mark in a number of other respects by using outdated assumptions 
and by recognizing fiduciary principles that it then fails to uniformly apply. Getting the analysis correct is of 
great importance – not only for UK fiduciaries and their beneficiaries – but also for pension schemes in Europe 
and in common law countries that are influenced by British precedent. Impact of the Commission’s findings will 
extend beyond the British Isles. In today’s global economy, practices of foreign institutional fiduciaries will also 
affect the British economy, as nearly all of them invest in UK companies.  

 
Let’s take a look at some of the assumptions and inconsistencies that should be addressed in the 
Commission’s final report. 
 
• Application of first principles. Fiduciary duty principles are not that complicated, but the legal profession (as 

  



well as the investment industry) can often become so distracted by details that it loses sight of the forest for the 
trees. The Commission recognizes that fiduciary duties are “designed to protect the vulnerable when others 
have discretionary power to act on their behalf.” Indeed, fiduciary duties are intended to serve as a check on 
the influence of countervailing pressures on, incompetence by and conflicts of interest of the fiduciary agents 
upon whom beneficiaries rely. It is surprising that the Commission presents an extensive discussion of how 
complex the regulatory rules and industry structures have become and how increasingly ill-served many 
pension savers have become, but then fails to evaluate whether current practices serve first principles of 
fiduciary duty. Each of the Commission’s conclusions should be tested against the fundamental public policy 
purposes of fiduciary duty. 

 
• Confusion of investor herding solutions with their causes. One of the primary questions posed to the 
Commission arose out of a series of reports and studies (cited in the consultation paper culminating in the Kay 
Review) that documented the myriad problems caused by excessive investment short-termism. The 
Commission concludes that investor herding around short-termism “is mainly caused by the nature of human 
behavior” and is “exacerbated by an industry structure . . . where investment managers are judged in relation to 
other investment managers.” The Commission then surmises, “We do not think that herding is caused by 
trustees’ legal duties, or that a change in the law would make a practical difference.” Unfortunately, the 
Commission fails to recognize that social pressure and conflicts of interest are things that fiduciary duty was 
meant to counteract. While resolving short-term pressure may not require a change in the law, enforcement of 
existing fiduciary principles so that they serve their intended purpose would certainly help. 

 
• Application of Cowan v Scargill to current circumstances. The consultation paper quotes from the 
famous Cowan v Scargill case, which found that it is the “duty of trustees to exercise their powers in the best 
interests of the present and future beneficiaries of the trust, holding the scales impartially . . .” However, it then 
fails to consistently apply this duty. For instance, despite finding that consideration of the long-term effects of 
ESG and macroeconomic factors on a fiduciary’s portfolio is appropriate, the Commission ignores financial 
benefits to future portfolio companies from maintenance of quality infrastructure. Instead, the consultation 
paper applies a tie-break comparison to infrastructure investments that appears to focus only on comparative 
short-term returns. The Cowan v Scargill duty of impartiality should be consistently applied throughout the 
consultation.  

 
• Giving adequate deliberation to the right questions. The Commission recognizes that the duty of 
adequate deliberation precludes fiduciaries from exercising a power “without having given proper consideration 
to relevant matters.” It also cites the principle under Scots common law that fiduciaries may not turn a blind eye 
to relevant facts and circumstances or fail to consider the right question. However, once again, the Commission 
does not consistently apply these duties. The duties to engage in adequate deliberation and not turn a blind 
eye are not even mentioned when discussing if trustees have an obligation to deliberate over whether ESG 
factors (or macroeconomic issues) are relevant for impartial delivery of sustainable risk-adjusted earnings over 
the long term.  

 
Instead, the Commission creates unnecessary ambiguity by asking what appears to be the wrong question. 
After stating that “trustees should consider, in general terms, whether their policy will be to take account of ESG 
factors,” the consultation paper restates the question as: “must pension trustees use wider factors?” and 
answers in the negative. The duty of adequate deliberation is not mentioned. Similar concerns about whether 
the wrong question has been asked are raised when future inflation and cost of living matters that involve 
improving future financial outcomes for younger beneficiaries are framed only as “quality of life” issues. 

 
• Outdated understanding of investor practices. The Commission assumes that only large institutional 
fiduciaries have the ability to conduct ESG stewardship in a cost-effective manner. However, the consultation 
paper misses an opportunity to recognize that, as with macroeconomic factors, ESG stewardship can be 
undertaken by smaller investors through the exercise of proxy voting rights, proactive investment manager 
selection and contracting procedures and collaboration with other investors or outsourcing stewardship to a 
third party service provider.  

  2 
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There is an important role for the legal profession to play in counseling institutional investors who serve as 
fiduciaries. The Commission notes that much of the legal precedent in this area is several decades old. During 
that time, the circumstances and relevant knowledge base for application of those legal precedents have 
dramatically changed. Legal counsellors have a unique opportunity to help improve pension security over both 
the short and long term, if the Commission gives them the tools to do it. 
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It is not clear whether this is one of the “wider systemic considerations” you 
refer to. 
 
In practice, the principle consideration for many pension schemes is return and 
he quality of life, general ethical issues and the views of beneficiaries is not 
aken into account.  
t
t
 
 
.      Do consultees agree that the law reflects and appropriate understanding of 

ficiaries best interests? 
2
bene

es 
 
Y
 
 
3.      Do consultees think that the law is sufficiently certain? 
 
The law does is sufficiently certain (although there are gaps in the requirements 
e.g. consulting on GPPs and advice on reviewing GPP investments).  However, 
ndustry practice is far from optimal and this has the unintended consequences 
f higher risks, lower returns and, consequently, poor member outcomes. 
i
o
 
 
.      Should the Occupational Pension Scheme (investment) Regulations 2005 be 4
extended to all trust‐based pension schemes? 

o. This will lead to additional costs with little benefit.   
 
N
 
 
.      Are there any specific areas which would benefit from statutory 5
clarification? 
 
here are no specific areas that cannot be dealt with by either a change in 
egulations or regulatory guidance. 
T
r
 
 
6.      Do consultees agree that the law permits sufficient diversity of strategies? 
 
Yes, but the diversity of strategies available is not used by the industry.  As such, 
here is a concentration of risk and lower returns resulting in poorer member 
utcomes. 
t
o
 
 
.      Do consultees agree that the main pressures towards short termism are not 

ed by the duty to invest in beneficiaries’ best interests? 
7
caus

es 
 
Y
 
 



8.      Do consultees agree that the law is right to allow trustees to consider ethical 
issues only in limited circumstances? 
 
No.  It is possible that greater ethical considerations could both increase 
diversification among pension schemes and encourage trustees to think more 
widely so as to improve general governance.  Clearly, there would have to be a 
alance between risk/return and wider ethical considerations, but I think it is 

into consideration. 
b
potentially beneficial for trustees to take ethical issues 
 

on? 
 
9.      Does the law encourage excessive diversificati

o.  The law is sufficiently flexible in this respect.   
 
N
 
 
 
0.  Does the law encourage trustees to achieve the right balance of risk and 1
return? 
 
With regard to DB pension schemes, the law and supporting regulations/codes 
of practice set out  a reasonable balance of risk and return although there is still 
a macro economic concentration of investment in gilts and a concentration in a 
mall number of investment consultants adopting similar strategies which leads s
to poor outcomes for pension schemes overall. 
 
For DC pension schemes, the levels of governance is generally poor except in the 
largest schemes and so risk and return is often ignored, particularly for DC funds 
that were established many years ago. Whilst the Pensions Regulator has taken 
steps to address poor DC governance, there is still some way to go before the 
majority of DC schemes will be operating in a satisfactory manner.  In addition, 
the tendency for members to purchase an annuity which is typically fixed (or 
dex linked to some extent) at retirement creates a demand for gilts that drives in

down yields resulting in poor member outcomes. 
  
Caps on charging may change design – e.g. caps on charging may mean members 
void Absolute Return Funds and others that have higher charges (but have 
reater diversification and higher levels of governance). 
a
g
 
 
1.   Are there any systemic areas of trustees’ investment strategies which pose 1
undue risks? 
 
Yes.  The tendency for many to invest in gilts to match pensioner liabilities for 
B schemes and to buy annuities at retirement creates unnecessary demand for 
ilts resulting in low yields and poor member outcomes. 
D
g
 
  
12.   Overall, do consultees think that the legal obligations on trustees are 
conducive to investment strategies in the best interests of the ultimate 
beneficiaries? 



 
From a macroeconomic perspective, the legal and regulatory obligations are not 
conducive to investment strategies that are in the interests of the ultimate 
eneficiaries. This is compounded by the regulatory market to market approach 
f regulation. 
b
o
 
 
13.  If not, what specifically needs to be changed? 
 
More fundamental reform of the pensions system and industry is required.  In 
particular: 
a.       Greater flexibility is required for DB benefits along the lines of the defined 
ambition initiative taken by the pensions minister.  Greater flexibility will reduce 
the tendency for trustees to invest in gilts, leading to greater diversification, 
higher returns and improved member outcomes.   However, the defined 

 for the foreseeable future given UK ambition initiative is unlikely to bear fruit
Plc’s aversion to defined benefit pension schemes caused by: 

                                                                                
       i.       the legal requirement for employers to have to guarantee benefits and 
                                                                              
       ii.       the statutory requirements for increases to benefits in deferment and 
retirement. 
Greater flexibility is required for both accrued and future service benefits but I 
oubt any political party has the will to tackle the cost of accrued benefits to the 
xtent required.   
d
e
 
 
.      The concentration of power of the main investment consultants would need b
to reduce so that there is less herding. 
 
Please note that I do not see any problems with larger, consolidated funds as 
these are often well governed and will typically have greater asset diversity.  For 
xample, very large funds may diversify into private equity and infrastructure 
unds which is attractive for both for members and UK Plc. 
e
f
 
 
4.  Do consultees agree that the duties on contract‐based pension providers to 

of scheme members should be clarified and strengthened? 
1
act in the interests 
 
Yes.  In particular: 
a.       Many old policies have high charging structure that are inappropriate 

ck of b.      Members’ attitudes to risk change over time and there is generally a la
engagement with members, particularly for old schemes. 
c.       Where a contract based scheme is badly performing, there is often no 

to encouragement of the member (or their adviser, if any) to review the scheme 
see if it is advantageous to leave and transfer out accrued benefits. 
.      The legal obstacles to make change are prohibitive as generally member 
onsents are required. 
d
c
 



 
15.  Should specific duties be placed on pension providers to review the 
uitability of investment strategies over time?  If so, how often should these s
reviews take place? 
 
Yes.  There should be ongoing monitoring so that any key issues that need to be 
ddressed immediately can be and that there should be a review every three 
ears.  This approach is similar to that adopted by many DB schemes. 
a
y
 
 
6.  Should members of Independent Governance Committees be subject to 
xplicit legal duties to act in the interests of scheme members? 
1
e
 
 
es because without an explicit duty the IGC is unlikely to take any action and 
ill not have any teeth. 

Y
w
 
 
 
7.  Should pension providers be obliged to indemnify Independent Governance 1
Committees for liabilities incurred in the course of their duties? 

es.   The providers should also not be able to pass this cost onto the member. 
 
Y
 
 
8.  Do consultees agree that the general law of fiduciary duties should not be 1
reformed by statute? 

 agree as any reform can be carried out by reviewing other laws and regulations. 
 
I
 
 
9.  Should rights to sue for breach of statutory duty under Section 138D of the 1
Financial Services and Markets Act 2000 be extended? 
 
 do not believe that there should be any extension of the rights to sue under 
ection 138D. 
I
S
 
 
20.  Is there a need to review the regulation of investment consultants? 
 
No.  The vast majority of investment consultants are either already regulated 
(such as IFAs) or act professionally in a large consultancy.  As such, introducing 
additional regulatory requirements is unlikely to have any impact.  The issue is 
more around market failure and, in particular, the over‐concentration of 
schemes advised by the major consultancies which leads to a herding of the 
ension scheme investment market, resulting in higher risk, lower returns and 
oorer member outcomes when looked at on a macroeconomic scale. 
p
p
 
 



 
21.  Is there any need to review t

 am unable to comment on this. 

he law of intermediated shareholdings? 
 
I
 
 

 regulation of stock lending by custodians? 
 
22.  Should the FCA review the

es, a review should be taken. 
 
Y
 
 
 
  
  
RICHARD NOBBS 
  Actuary 
   

 

 
  
 
  
  
 
 
  



  

21 January 2014 
 
Attn: Folarin Akinbami  
Law Commission 
 
Email: fiduciary.duties@lawcommission.gsi.gov.uk 
 
Dear Sir/Madam 
 
Response to UK Law Commission Consultation on Fiduciary Duty of Investment 
Intermediaries 
 
 
We welcome the review of fiduciary duty by the Law Commission as an important next step 
following on from the Kay Review and appreciate the opportunity to respond to the consultation. 
We have paid close attention to the development of the debate and believe the Commission’s 
contribution and analysis marks a significant step forward. 
 
The United Nations-supported Principles for Responsible Investment Initiative (PRI) is a network 
of international investors working together to put the six Principles for Responsible Investment 
into practice to create a sustainable global financial system. The Principles were devised by the 
investment community and reflect the view that environmental, social and corporate governance 
(ESG) issues can affect the performance of investment portfolios and therefore must be given 
appropriate consideration by investors if they are to fulfil their fiduciary (or equivalent) duty. The 
Principles provide a voluntary framework by which all investors can incorporate ESG issues into 
their decision-making and ownership practices and so better align their objectives with those of 
society at large. We would like to acknowledge the two UK pension schemes that have assisted in 
the drafting of this response, namely the Environment Agency Pension Fund and RPMI Railpen 
Investments. 
 
We respond to several of the detailed questions below, but would like to highlight three issues of 
particular importance first.  
 
1. The meaning of ESG 
We note that the Glossary refers to ESG issues as ‘ethical, social and governance’ factors and we 
understand that “ethical” was adopted following the similar wording in the Pensions Acts of 2000 
and 2005. However, this is not the typical definition used in the market. The general meaning of 
the acronym is ‘environmental, social and governance’ and it is these issues which PRI 
signatories have agreed are long-term risk factors to their investments which should be integrated 
into investment decision-making1. While many signatories do consider ethical issues as critically 
important and implement these via approaches specific to each investors’ particular ethical 
beliefs, we believe that a switch away from the term ‘ethical’ would help clarify the definition of 
ESG issues that can be considered and also clarify the approach that ESG issues are risk factors. 
This is, for us, a very important distinction. We would also like to add to section 10.64 that it is 
entirely possible to work to integrate ESG into passive investing, not least through engagement 
activities. Please refer to our report on activities in this respect.2 
 
2. The meaning of fiduciary duty 
We welcome the Law Commission’s efforts to clarify the meaning of fiduciary duty, and we 
believe that the report itself may become a reference point for future discussions of the issues. In 
particular, we note the clarity the report brings to the understanding of Cowan v Scargill, that the 
case does not limit trustees from exercising their judgement about key risks which influence 

                                                      
1 http://www.unpri.org/viewer/?file=wp-content/uploads/2013-14_PRI_RF_maindefinitions.pdf 
2 www.unpri.org/viewer/?file=files/Passive_case_studies.pdf 

1 
 



investment value over the longer-term. For signatories of the PRI, who have agreed that 
environmental, social and governance factors are key risks over the length of their investment 
horizon, this is crucial. In effect, the Law Commission’s analysis endorses the integration of ESG 
factors into investment decisions by those who have made this judgement. Indeed, should such 
trustees fail to work to integrate these factors they risk being in breach of their fiduciary duties. 
 
3. The breadth of application of fiduciary duty 
We welcome the consideration being given to the extent to which fiduciary duties apply 
throughout the investment chain. We believe that this is a crucial issue and were highly supportive 
when this matter arose through the Kay Review. We  believe that consideration specifically needs 
to be given to the question of the extent of contracting out fiduciary duties. We believe that this is 
a real issue that gives rise to significant problems in the real economy and that clarity around this 
sub-issue would be very helpful for all parties in the investment chain. 
 
Also appended to this response is the January 2014 edition of RI Quarterly, a publication by the 
PRI’s Academic Network which summaries key academic and practitioner insights into the global 
application of fiduciary duty in theory and in practice. 
 
We also direct the Law Commission to our website, in particular the section “introducing 
responsible investment”3.  
 
We would welcome further dialogue on these and other issues raised in the consultation if that 
would be helpful to the Commission. In particular, we have highlighted areas where we believe 
more clarification and guidance would be helpful, and we would be delighted to assist in the 
development of this work.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                      
3 http://www.unpri.org/introducing-responsible-investment/ 
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PENSION TRUSTEES’ DUTIES TO ACT IN THE BEST INTERESTS OF 
BENEFICIARIES 
 
Question 1. Do consultees agree that Chapter 10 represents a correct statement of 
the current law? (14.6) 
 
Yes we agree and welcome the quality and clarity within the summary of the current 
legal situation. 
 
We note the quotation from Megarry VC’s judgement in Cowan v Scargill: “In the case of 
a power of investment, as in the present case, the power must be exercised so as to 
yield the best return for the beneficiaries, judged in relation to the risks of the 
investments in question” [our emphasis]. Given that Cowan is usually seen as the high-
water mark in setting out the view that only financial interests can be considered, this 
inclusion of risk considerations is highly significant. Signatories of the Principles for 
Responsible Investment (PRI) have agreed that ESG factors are long-term risk factors in 
investments; the implication of this is that a failure to properly consider such factors in 
their investment approach (taking due account of cost implications) may be a breach of 
institutional investors’ fiduciary duties. 
 
We thus wholly agree with the Law Commission’s statement in Paragraph 10.55 “Given 
the evidence that ESG factors can lead to better returns over the longer-term, the 
answer is clearly that pension trustees may use wider factors. There can be no objection 
to using ESG factors as a way of increasing long-term performance.” And we also firmly 
agree with this statement from paragraph 10.66 “we think that trustees should consider, 
in general terms, whether their policy will be to take account of ESG factors in their 
decision-making, bearing in mind the resources available to them”. 
 
We also welcome the comments in the section on ethical considerations to the effect 
that: “Trustees are entitled to conclude that a firm which is deliberately damaging the 
environment should be avoided on risk grounds rather than moral ones: it is unlikely to 
be a sustainable business model in the long term. Similarly a firm which is carrying out 
human rights violations may present reputational and regulatory risks.” While PRI 
signatories do not tend to use the language of ethics, it is just such ESG risks that they 
seek to address in their investment approach. 
 
We believe that these comments accurately set out the law of fiduciary duty and we 
would welcome this elucidation being more broadly communicated, understood and 
adopted in the investment community, including by financial regulators. 
 
 
Question 2. Do consultees agree that the law reflects an appropriate 
understanding of beneficiaries’ best interests? (14.11) 
 
Yes, we agree, provided that a full and appropriate consideration of relevant risk factors 
is built into the trustees’ knowledge and understanding of those best financial interests - 
in the ways discussed above. 
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Question 3. Do consultees think that the law is sufficiently certain? (14.15) 
 
Yes, and we believe that the Law Commission’s analysis helps consolidate and 
demonstrate the existing certainties. 
 
 
Question 4. Should the Occupational Pension Scheme (Investment) Regulations 
2005 be extended to all trust-based pension schemes? (14.15) 
 
We believe that it is hard to argue that the standards should not apply across the board. 
Cost can be the only possible argument for the beneficiaries of smaller schemes not 
enjoying the benefit of their trustees’ being obliged to adhere to the Regulations; we 
believe rather that the standards should apply, and if trustees find that cost factors make 
this difficult they need to find alternative ways forward to share the cost burdens with 
their peers and areas of work within the PRI such as Investor Engagements (previously 
known as the clearinghouse) can facilitate low cost collaborative engagements. 
 
 
Question 5. Are there any specific areas where the law would benefit from 
statutory clarification? (14.15) 
 
We are interested to note the inclusion of fees and costs in the investment process as 
one of the requirements in Australia’s Superannuation Industry (Supervision) Act 1993. 
These are issues of growing focus and attention for UK trustees, and rightly so given the 
scope for the ongoing erosion of fund value through excessive fee payments. We believe 
that there may be scope for greater certainty and clarity in this area. 
 
 
Question 6. Do consultees agree that the law permits a sufficient diversity of 
strategies? (14.21) 
 
Yes we agree that there is scope under the law for a sufficient diversity of investment 
strategies. However, perhaps this is not a sufficient answer to the problem: we are 
concerned that trustees’ understanding of the law tends to discourage them from 
diversity of thought and action. Too often a safety-first culture leads trustees to believe 
that they are constrained to take advice from a narrow set of advisers and follow a 
narrow path. Among other things, they believe that this is the best way for them to avoid 
personal liability.  
 
While we agree that these challenges are largely behavioural ones and arise as much 
from the natural approach of individuals when facing complexity, we do believe that it is 
worth considering at least the following four ways in which these behaviours might be 
i terrupted: n
‐ a codification of the law elucidated by the Law Commission such that the current 

misunderstandings are properly removed; 
‐ a set of guidance for trustees, probably developed by the Pensions Regulator within 

its trustee toolkit, which delivers the same elucidation such that trustees no longer 
have a ready basis for misunderstanding the scope of their duties and their 
implications and that includes the necessary tools to provide sufficient knowledge to 
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trustees on areas such as ESG factors  
‐ changes to the law around the personal liability of trustees such that personal 

judgement is more clearly supported rather than simply aligning the investments of 
the pension scheme with those of the broader herd. 

‐ Strengthen the impact of the Statement of Investment Principles (SIP) by 
encouraging “comply or explain” reporting and actions on ESG considerations. One 
possibility, as applied in Denmark, would be for this to happen through the PRI’s 
reporting and assessment framework. 

 
We would welcome the Law Commission giving active consideration to the value of 
these four, and possible other alternative approaches, to the current behavioural issues. 
 
 
Question 7. Do consultees agree that the main pressures towards short-termism 
are not caused by the duty to invest in beneficiaries’ best interests? (14.24) 
 
We agree, but again this may not be a sufficient response to these issues. The Law 
Commission again notes the limitations of scale and the associated cost implications; 
We also note that, as the Law Commission has stated, the Occupational Pension 
Scheme (Investment) Regulations 2005 apply equally to fund managers for pension 
schemes as they do to schemes themselves; thus, given that assets should be invested 
in a manner “appropriate to the nature and duration of the expected future retirement 
benefits payable under the scheme”, fund managers should be obliged to act in a more 
long term manner than is currently achieved by all.  
 
We agree that there are significant behavioural pressures towards short-termism, but we 
also note that there are very real regulatory pressures in this same direction. For 
example, paragraph 10 of The Local Government Pension Scheme (Management and 
Investment of Funds) Regulations 2009 requires that the pension funds to which this 
applies must review the performance of their fund managers at least every 3 months. 
Given that this is the maximum period between reviews, this represents a very significant 
pressure towards a short-term approach. We believe that a careful review needs to be 
carried out to identify any and all such regulatory pressures and to consider whether they 
are appropriate.  
 
 
Question 8. Do consultees agree that the law is right to allow trustees to consider 
ethical issues only in limited circumstances? (14.28) 
 
Yes, we agree, though we note and also agree with the Law Commission’s analysis that 
divestment may be the appropriate step where trustees consider that the failure of an 
investment to deal appropriately with an ethical issue is likely to have detrimental 
financial consequences over time. We also note that the typical meaning of the ESG 
acronym is ‘environmental, social and governance’ matters, not ethical issues as 
discussed in the introduction 
 
 
Question 9. Does the law encourage excessive diversification? (14.32) 
 
Again, this is a matter of interpretation and understanding rather than something the law 
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requires as such. The Trustee Act 2000, s 4(3) (b) requirement to have regard to “the 
need for diversification” is clear: a wholly undiversified portfolio would be risky, 
inappropriate and a clear breach of fiduciary duties. However, even the partly discredited 
approach of the efficient market hypothesis and its associated theories indicate that the 
benefits of diversification -- the so-called efficient frontier - can largely be achieved with 
only limited diversification, of some 20 holdings. This may be a further area where the 
Law Commission and others might assist trustees and the market to understand that 
diversification needs to be present but need not be taken to an extreme. 
 
 
Questions 10 and 11 not answered 
 
 
Question 12, Overall, do consultees think that the legal obligations on trustees are 
conducive to investment strategies in the best interests of the ultimate 
beneficiaries? (14.33) 
Question 13. If not, what specifically needs to be changed? (14.33) 
 
As should be clear from the above, we believe that the law is largely fit for purpose but 
that it is being understood and interpreted in a highly conservative way that is 
discouraging some actions which would be in beneficiaries’ interests. We therefore 
believe some consideration must be given to assisting building knowledge in this area 
and a healthier understanding and interpretation of the law. 
 
 
FIDUCIARY DUTIES IN THE REST OF THE INVESTMENT CHAIN 
 
Question 18. Do consultees agree that the general law of fiduciary duties should 
not be reformed by statute? (14.61) 
 
We agree that the general law of fiduciary duty should not be reformed by statute; we 
agree with the Law Commission that there would be inevitable and perhaps unhelpful 
complexities introduced were statute to be applied to an area of flexible common law. 
 
However, we do not agree that this is a strong argument against the principal point 
identified by Professor Kay: that it should not be possible in effect to exclude fiduciary 
duties by contract. Steps to remove the opportunity to -- as some respondents to the Kay 
Review put it -- contract out of fiduciary duty would not of themselves require a 
codification of exactly what is meant by fiduciary duty and so should not give rise to the 
problems that the Law Commission identifies. We believe that steps in this direction 
should be actively pursued. 
 
Question 19. Should rights to sue for breach of statutory duty under section 138D 
of the Financial Markets and Services Act 2000 be extended? (14.67) 
 
Given that we favour steps to clarify that it should not be possible to contract out of 
fiduciary duty, we do not believe that this possible approach should be favoured. 
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Question 20. Is there a need to review the regulation of investment consultants? 
(14.71) 
 
We would welcome such a review. 
 
Question 21. Is there a need to review the law of intermediated shareholdings? 
(14.74)  
 
We would welcome such a review. 
 
Question 22. Should the FCA review the regulation of stock lending by 
custodians? (14.75) 
 
We would welcome such a review. At very least, there is a need for a great deal more 
clarity about stock lending activities: at present too much of this occurs in the 
background and the beneficial owners of the assets may not be aware as to the extent.  
 
Do you have any other comments about fiduciary duties in the investment chain, 
or how those duties are applied in practice? 
 
Voting in pooled funds 
Further to comments on 3.79 on trustees being less involved in stewardship, one 
possible obstacle is where they are unable to have a say in how votes are cast in respect 
to underlying shareholdings in pooled fund investment vehicles, with some pooled funds 
not allowing clients to issue pro rata voting instructions. This means that the asset 
owners whose assets are held within such vehicles are unable to vote their shares in 
accordance with their specific wishes and often have to wait some time to find out how 
their votes were used. If an asset manager is unwilling to entertain any dialogue on 
voting in relation to the wishes of the client in advance of a specific vote or company 
meeting, and is only prepared to report on a post hoc basis long after the vote in 
question, this can effectively disenfranchise even large asset owner clients. It is not clear 
to us how this promotes good stewardship.  
  
We would be interested in the Law Commission, or other parties, reviewing whether 
there are regulatory or other legal barriers to pooled funds facilitating pro rata voting. 
 



 
 

 

 

Good thinking. Well applied. 
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Royal London Unit Trust Managers Limited registered in England & Wales number 2372439; FSA register number 144037. 
Royal London Cash Management Limited registered in England & Wales number 19632; FSA register number 121844. 
All of the above are authorised and regulated by the Financial Services Authority. 
t also includes Royal London Asset Management Bond Funds Plc registered in Ireland number 364259 and regulated by the Central Bank of Ireland. 
All these companies are subsidiaries of The Royal London Mutual Insurance Society Limited registered in England and Wales number 0099064 (FSA registration number 117672). 
Head office: 55 Gracechurch Street, London EC3V 0RL. Our ref: 2012-LH1 

  

 

 
22 January 2014 
 
 
Folarin Akinbami 
The Law Commission 
1st Floor, Tower, 52 Queen Anne’s Gate 
London SW1H 9AG 
 
Submitted by Email: fiduciary.duties@lawcommission.gsi.gov.uk  

 

Consultation Response – Fiduciary Duty 

I am pleased to submit the attached response to the Law Commission’s consultation on Fiduciary Duty on 

behalf of Royal London Asset Management (RLAM). 

RLAM is one of the UK’s leading investment companies, managing assets on behalf of a wide range of 

institutional and wholesale clients, as well as its parent company, Royal London Group, the UK’s largest 

mutual insurer. RLAM recently acquired The Co-operative Asset Management (TCAM), including its 
responsible investment and corporate governance functions. Following the acquisition of TCAM, RLAM now 
has approximately £72 billion in assets under management. 

I have included a detailed response to each consultation question in the attached document. In summary, 
our position is as follows: 

 We share the concerns of John Kay and other investors that misinterpretation of the law of fiduciary 
duty may lead to short-term behaviour and decision-making which may not be conducive to long-
term, sustainable financial returns. 

 We agree with the Law Commission that the law of fiduciary duty is sufficiently clear and does not 
require statutory amendment. However, we have serious concerns regarding how the law is 
interpreted in practice, and believe the Law Commission should take action by issuing a statement 
of clarification. The statement should be written in accessible non-legal language so that it can be 
widely cited and distributed to non-technical trustees and pension fund beneficiaries.  

 We have concerns about some of the assumptions in the document, as well as some of the 
conclusions drawn from those assumptions. In particular, we call into question the Law 
Commission’s discussion of how and when ethical issues may be considered, the role of 
intergenerational concerns, and the practice of investor stewardship (such as voting and company 
engagement). The Law Commission’s treatment of these issues is lacking in our view and requires 

further investigation. 

mailto:fiduciary.duties@lawcommission.gsi.gov.uk
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We welcome the opportunity to express our opinion on this important topic. If you have further questions 
regarding our views on this matter, please don’t hesitate to contact me. 

 

Regards, 

Ms Ashley Hamilton 
Corporate Governance Manager 
 
Royal London Asset Management (CIS) Limited 
22nd Floor, Miller Street, Manchester, M60 0AL 
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Consultation Response 

Royal London Asset Management  

The Law Commission, Fiduciary Duties of Investment Intermediaries 

 

Question 1 - Do consultees agree that Chapter 10 of the Consultation Paper represents a 
correct statement of the current law? (14.6)  

 
We generally agree with the Law Commission that the law, as presently written, is sufficiently clear in 
stating that fiduciaries may consider ESG factors in their investment decisions - within reason and assuming 
that the funds are used for the purpose they are intended (i.e. to provide retirement benefits or income for 
a charitable trust).  

We understand that trustees have a fiduciary duty to maximise risk adjusted financial returns. The 
statement of risk-adjusted is critical in this context, as we believe that ESG risk may have an impact on 
returns (both positively and negatively). In our view, an investment strategy that aims to choose the best-
performing securities based on both financial and ESG criteria is a prudent strategy that takes advantage of 
the fact that markets are not always efficient at pricing ESG risks. We believe our investment strategy is 
consistent with the current definition of fiduciary duty, as our funds' financial performance demonstrates our 
strategy delivers good performance over time.  

Our principal concern in relation to this consultation is not how fiduciary duty is currently defined in law, but 
how the law is interpreted in practice. We think the application of the law is a significant issue which 
needs to be addressed by the Law Commission.  
 

Question 2 - Do consultees agree that the law reflects an appropriate understanding of 

beneficiaries’ best interests? (14.11)  

 

We agree that the law provides an appropriate definition of beneficiaries' best interests.  

However, we disagree with the Law Commission's statement: "We think it may be helpful for trustees to be 
able to quote the law of fiduciary duties to resist pressures to act in ways which would reduce the benefits 
available to members" (para 14.10). While we agree that trustees have a primary duty to the beneficiaries, 
we do not believe the purpose of fiduciary duty is to provide a tool for trustees to resist pressures for 
change, thereby maintaining the status-quo. We note that status-quo thinking may not always provide a full 
understanding or appreciation of emerging risks and opportunities and the impact that those risks may have 
on the retirement benefits available to current or future members. Therefore views and ideas that challenge 
the status-quo are fundamental to ensuring investments are regularly reviewed and evaluated according to 
changing external factors that might affect members benefits or the short and long-term value of the fund. 
The strategy advocated by the Law Commission here replicates the current problem as we see it, which is 
that fiduciary duty (although clear in law) is often used in practice to justify inaction by trustees based on 
erroneous advice that draws a false distinction between ESG/long-term factors and the value derived from 
members by the investment strategy.  

We also note that the Law Commission does not take a view on what time-frame decision-makers must 
apply a judgment of financial return in order to determine if an action "would reduce the benefits available 
to members". Therefore it may be incorrect to assume reduced benefits to members in the short term will 
produce sub-optimal results overall.  Arguably, it would be considered imprudent for a trustee to favour the 
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interests of older beneficiaries in short-term over those beneficiaries not expected to retire for another 20 or 
30 years, or vice-versa. As we highlighted in our response to the Kay Review,1 trustees must balance the 
long-term needs of future beneficiaries with the more imminent obligation to current pensioners – one 
should not jeopardise the other. In our view, the Law Commission has not sufficiently addressed the issue of 
intergenerational equity in the consultation and as a result, a thorough understanding of beneficiaries’ best 

interests as a whole remains wanting. 

 

Question 3 - Do consultees think that the law is sufficiently certain? (14.15)  

We believe the law, as written, is sufficiently certain.  

However, we continue to be concerned about how the law is interpreted and put into practice. We 
believe that the Law Commission has an important role to play in putting the debate about the meaning of 
fiduciary duty to rest, and to facilitate a more nuanced view of fiduciary duty amongst the legal profession, 
investment advisors, and trustees.  

In this regard, the Law Commission has a duty to clearly communicate the meaning of fiduciary duty 
to practitioners and legal professionals that advise pension fund trustees and other fiduciaries. We 
believe a statement of clarification issued by the Law Commission would help provide the clarity 
needed to ensure the common myths and misunderstandings of fiduciary duty do not perpetuate (see 
question 13 for more details). We would like to see the statement of clarification written in accessible 
and non-legal language so that it can be widely cited and distributed to non-technical trustees and 
pension fund beneficiaries. 

 

Question 4 - Should the Occupational Pension Scheme (Investment) Regulations 2005 be 

extended to all trust-based pension schemes? (14.15)  

We do not have a strong view on this, but would warn against creating additional costs for very small funds. 

 

Question 5 - Are there any specific areas where the law would benefit from statutory 

clarification? (14.15)  

We do not think amendments to statutory law are necessary. Amendments to the law through statutory 
changes may have unintended consequences. While imperfect, the current definition of fiduciary duty (as 
outlined in contract and trust deeds, the FCA Handbook, pension legislation and regulation, and common 
law) is sufficient.  

However, as stated above (Question 3), we do think that further clarification is required to provide 
guidance to practitioners on how the law of fiduciary duty should be interpreted in practice. In doing 
so, the Law Commission should start from a position that the law of fiduciary duty should act as an 
enabling tool for trustees and not a tool for trustees to use to “resist pressures to act” (para 14.10). 
Permissive statements such as “trustees may consider…” will go a long way to eroding the myths that 
continue to dominate current practice. We do not think sending the message to trustees that the law 
of fiduciary duty is intended to assist in resisting pressure to change is appropriate or correct. 

 

Question 6 - Do consultees agree that the law permits a sufficient diversity of strategies? 

(14.21)  

We agree that the law permits a sufficient diversity of investment strategies. However, we agree with 
other investors that in practice, misunderstanding about the meaning of fiduciary duty may lead to 

                                                           
1
 Submitted by The Cooperative Asset Management, now a subsidiary of Royal London Asset Management. 
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what John Kay described as a “herd mentality” which favours short-term decision-making and status-
quo thinking.  

There is evidence that growing complexity is increasing pension funds’ reliance on investment 
advisors and vice-versa. A survey of European pension funds concluded that many pension funds are 
taking a short-term view, driven by accounting requirements, the increasing importance of strategic 
asset allocation, and greater reliance on investment advisors (note 1). In our view, complexity has 
increased demands on trustees for their time, attention and expertise. Time pressures and reliance on 
investment advisors for advice can result in trustees applying the law narrowly, assuming that they 
must maximise short-term financial returns to avoid litigation, regardless of other factors that may be 
relevant to the mandate such as ESG issues, systematic risks, or macroeconomic trends. The result 
may be encouraging excessive diversification at the expense of applying appropriate skill and prudent 
judgement with regards to risk and return.  

Academics examining the issue of fiduciary duty point to the recent financial crisis to argue that 
systemic risk cannot be avoided by simply pursuing a strategy of diversification (note 2). The 
tendency to favour the status-quo to avoid litigation may in fact generate risks for pension funds. In 
practice, we believe the narrow interpretation of fiduciary duty by trustees and their advisors has 
contributed to investors taking on broadly similar investment strategies.  

While we don’t think the law is the primary driver of this behaviour, we are of the view that 
clarification of the law through a statement by the Law Commission would be valuable. 

 

Note 1 - Amin Rajan, “DB & DC Plans: Strengthening their delivery,” 2008 

http://www.issanet.org/pdf/Create DB-and-DC-plans final Nov-2008.pdf 

Note 2 - James Hawley, Keith Johnson, and Ed Waitzer (2011), “Reclaiming fiduciary duty balance,” 
Rotman International Journal of Pension Management, Vol 4, Iss 2. 

 

Question 7 - Do consultees agree that the main pressures toward short-termism are not 

caused by the duty to invest in beneficiaries’ best interests? (14.24)  

We agree that the pressure toward short-termism is not caused by the duty to invest in beneficiaries’ 

best interests. However, we believe that incorrect or narrow interpretations of fiduciary duty are 
contributing factors in the pressure to make decisions that tend to favour the status-quo in the short-
term. The tendency towards short-termism may be driven in part by the desire to avoid the risk of 
litigation for breach of fiduciary duty. While we accept the fear of litigation is misconceived when 
judged against existing case law and best practice, there continues to be a perception of litigation risk 
even if proper procedures are followed. 

As we pointed out in our response to the Kay Review consultation, 2 another consequence of the 
narrow understanding of fiduciary duty is an excessive focus by asset owners on a peer group 
comparison of their asset managers’ benchmark performance and short-term performance. While 
mandates are typically for a period of one to three years, performance is monitored on a quarterly 
basis. If a fund manager has underperformed over several quarters toward the end of the investment 
agreement typically the nervous fiduciary will switch assets to a fund manager that has outperformed 
over the same period. Investment advisors are also incentivised to encourage short-termism, as they 
generate more fees from creating more investment mandates, and even more fees from the churn of 
those mandates. 

We note there may be other contributing factors to the growth of short-termism, including the growth 
of quantitative models of investing and high-frequency trading. These factors are not driven by 
interpretations of the law, but by innovation in developing new financial products. We are also careful 
to point out that the short-term decisions of individual market participants should remain distinct from 
the problem of short-term time horizons of the market itself. We should not confuse product diversity 
                                                           
2
 Submitted by The Cooperative Asset Management, now a subsidiary of Royal London Asset Management. 

http://www.issanet.org/pdf/Create_DB-and-DC-plans_final_Nov-2008.pdf
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in equity markets, which is important to protect liquidity and ensure efficient price discovery, with the 
time horizon of the market itself. Nor should our comments be misunderstood as crudely suggesting 
that all short-term transactions are unbeneficial; it is perfectly possible, if not necessarily easy, for an 
asset manager to make advantageously opportunistic or loss-mitigating transactions with due care 
and skill , within a broader approach of long-term investment horizons. 

 

Question 8 - Do consultees agree that the law is right to allow trustees to consider ethical 

issues only in limited circumstances? (14.28)  

We have some reservations about how the Law Commission is presenting the argument regarding the 
consideration of ethical issues to the consultees. Some of the definitions and suppositions outlined in 
the consultation document are ambivalent or inconsistent. At times, the consultation document 
indulges the fallacious assumption that ethical factors are, as a class of information, by definition, 
non-financial. For example, it states that ESG and ethical considerations can be included in investment 
decision-making provided they do not harm returns. However, elsewhere in the document, the Law 
Commission accepts that such factors may be financially relevant.  

We think that information can and should only be judged financial or non-financial, material or 
immaterial at the moment of making an investment decision and that information can theoretically 
come from anywhere so long as it passes the relevance test. Labels such as ethical, ESG, systemic, 
macroeconomic etc. are shorthand for areas of knowledge and should not grant any trustee 
permission to ignore those factors. The role of the fiduciary is to apply prudent judgement and skill 
(and to work with their advisors and investment managers) to understand which ethical or ESG issues 
(if any) at any given time are financially relevant to the mandate.  

There is no shortage of readily available examples of why ethical issues can be financially relevant. 
Most recently, we would argue that unethical behaviour at many of the UK’s banks has had a material 
financial impact on the companies as a result of the financial crisis, government fines, investigations 
and greater banking regulation. The classification of these issues as ethical by some market 
commentators should not discount their value or relevance to an investment decision on whether or 
not to hold the stock. However, we recognise that it would be wishful thinking to say that ethical 
issues are always financial. Wrongdoing often goes unpunished by markets. As we argue above, 
fiduciary duty requires asset managers to show skill and care in judging which situations involve 
ethical issues that have a financial impact on the mandate. 

Further, we have reservations about the statement by the Law Commission: “We see advantages to 
legal rules which remind trustees that their duty is to provide pensions and not to improve the world 
in some general sense, possibly at the expense of their beneficiaries” (para 14.28). We agree that the 
duty of a trustee is to provide pensions, and believe this is made sufficiently clear in the law. 
However, it is important for the Law Commission to note that the ability to provide those pensions 
cannot and should not be wholly divorced in concept or in practice from the health of the economy 
and society as a whole. The above statement by the Law Commission is not helpful as it reinforces 
the view that investment decisions can and should be made without due consideration to the impact 
on society and the economy, as those impacts may in turn affect the long-term health and viability of 
the fund and its beneficiaries. 

We note that Law Commission’s approach to ethical issues is inconsistent with the legal duties placed 
on directors of public companies. The Companies Act 2006 requires directors to have due regard to 
social, economic and ethical issues, and to consider the company’s impact on communities, the 
environment, and society as a whole. We question why the duty of pension fund trustees should differ 
from the duties of the directors of companies in which those pension funds invest. Perhaps if all 
companies diligently met this requirement of the Companies Act 2006, then pension funds would have 
no need to consider such issues as it would be delegated to investee companies. The fact that many 
companies do not actively manage these risks is the reasons why the asset owners and their agents 
cannot ignore them. This is one of the motivations for adopting the Stewardship Code in the UK. 
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We would argue that trustees should and do have a duty to consider impact on the world in a general 
sense, provided that the best interests of the beneficiaries are the primary concern and the effort 
spent can be justified to members as worthwhile and providing value for money. We believe this is 
consistent with fiduciary duty and the duties of directors and would welcome a statement from the 
Law Commission clarifying the law in this regard. The language in the Companies Act 2006 of having 
“due regard” may be helpful for the Law Commission in communicating to practitioners that the law is 
permissive of such considerations. 

Finally, we have concerns that the Law Commission’s approach to stewardship is in direct 
contradiction to the approach advocated by the UK Corporate Governance Code and the Stewardship 
Code. The assertion that stewardship, company engagement and proxy voting are activities that can 
and should only be undertaken by large funds is unhelpful and arguably damaging to emerging best 
practice. It also perpetuates the free-rider problem, whereby beneficiaries of larger funds may carry a 
larger burden of cost than those of smaller funds. While it is understood there are costs associated 
with these activities and that the benefits may not be immediately recognisable in a financial sense, 
we do not believe this is sufficient justification for trustees to decide not to engage in these activities. 
RLAM offers investment products that incorporate stewardship activities as a matter of course at a 
cost that is reasonable and comparable with other similar investment offerings.  

 

Question 9 - Does the law encourage excessive diversification? (14.32)  

As stated above (question 7), we do not believe the law itself encourages excessive diversification. 
We do think that the ways in which the law has been interpreted can lead investors to diversify in 
order to avoid litigation risk. It may also encourage trustees to rely too heavily on short-term 
performance metrics and benchmarks when judging investment managers. This can result in 
misguided asset allocation decisions. 

 

Question 10 - Does the law encourage trustees to achieve the right balance of risk and 

return? (14.32)  

Our view is that the law is often interpreted in a way that defines risk very narrowly. It therefore does 
not give adequate treatment to systemic and ESG risks that may at first be viewed as non-material, 
but that have financial impacts over time. We note that “risk” as quoted in para 14.29 is interpreted in 
the document to mean volatility risk. We believe the Law Commission should issue a statement of 
clarification that highlights the fact that the law is permissive in allowing trustees to consider a 
broader interpretation of risk and return that includes ESG and systemic factors. 

 

Question 11 - Are there any systemic areas of trustees’ investment strategies which pose 
undue risks? (14.32)  

Yes. As described above (question 10), we believe systemic risks must also be considered by trustees 
and their advisors. By their nature, risks to the financial system, the ecosystem, or to an entire sector 
cannot be simply addressed through a strategy of diversification. A more nuanced view of risk should 
include systemic risks.   

Screening out certain investments or sectors that expose investors to particular types of risks may be 
a way to address these systemic issues, and can be consistent with fiduciary duty. We therefore think 
it is unwise for the Law Commission to send the message to pension trustees (as we believe it does in 
this consultation) that the act of screening, in and of itself, is an imprudent strategy simply because it 
restricts the universe and provides some limitations on diversification (since diversification is not the 
solution to systemic risk). In our experience, screening investments based on ESG and ethical risks 
can play a valuable role in the investment selection process. We wish to emphasise that this is not a 
crude endorsement of any and all forms of screening as a superior investment strategy. Active fund 
management requires fund managers to undertake screening, but this skill is identified by another 
name: filtering the best ideas. 
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We believe the Law Commission can assist in drawing out some of the more nuanced aspects of the 
law as it relates to systemic risks. Screening should not be dismissed as an illegitimate investment 
strategy by trustees, provided it is applied prudently, by following proper procedures, and keeping the 
purpose of the trust at the heart of the decision. We also object to the Law Commission’s conflation of 

ethical considerations with the practice of screening. There are many ways ethics can be considered 
within an investment context (for example, through company engagement) that do not necessarily 
require screening. Considering ethics should not be viewed as synonymous with screening, just as 
screening should not be considered synonymous with excluding whole sectors or economic activities 
on moral grounds. Clarification of these points by the Law Commission at the completion of this 
consultation would be welcomed by RLAM. 

 
Question 12 - Overall, do consultees think that the legal obligations on trustees are 

conducive to investment strategies in the best interests of the ultimate beneficiaries? 
(14.33)  

We think the law is sufficiently clear that trustees must invest in the best interests of the ultimate 
beneficiaries. The law does not dictate specifically how trustees must achieve this goal, nor do we 
think it should.  

However, in practice, the law is often interpreted in a way that emphasises diversification over 
prudent use of skill and judgement. As discussed above (question 11), implicit support for broad 
diversification strategies (potentially at the risk of ignoring systemic risks) may not equate to acting in 
the best interests of the beneficiaries if there are systemic risks to the system or a particular sector.  

It is also implicit in this consultation that ‘best interests’ often equates only to the ‘best short-term 
financial interests’ of the beneficiaries. While there is credence to the argument that the fund must 
make money in the short-term in order to continue to exist in the long-term, there is a risk that this 
philosophy may lead to over-focus on the short term. We would welcome statements from the Law 
Commission that emphasise the need for trustees to consider intergenerational equity in their 
deliberations. 

Finally, as we pointed out in question 8 above, we do not think it is prudent to divorce the concept of 
beneficiaries’ best interests from the best interests of society and the economy as a whole, as we 
believe these factors are inextricably linked. We also think there is some merit in ensuring the law of 
fiduciary duty is consistent with the Companies Act 2006, which requires directors to have due regard 
to the impact of the company on communities and society as a whole. 

 

Question 13 - If not, what specifically needs to be changed? (14.33)  

We have reservations about how the law is interpreted in practice, but we do not think the law its self 
requires statutory amendment.  

We do however strongly believe that the Law Commission should issue a final statement of 
clarification at the conclusion of this consultation outlining the meaning of fiduciary duty. This 
statement should clarify that the law is permissive with regards to ethical issues and screening, 
provided the correct procedures are followed and that the purpose of the fund remains the primary 
concern. We would also issue a warning of caution that the Law Commission should avoid falling into 
the trap of allowing ethical issues to be grouped as a class of factors and dismissed simply because 
they have been labelled ‘ethical’. We think current market practices of labelling issues as ‘ethical’ 
inappropriately incentivise trustees to dismiss these factors without proper consideration of their 
financial impact in certain circumstances. 

The guidance issued by the Law Commission should be permissive and encourage trustees to consider 
systemic issues and ESG risks and have due regard to the impact on society as a whole (see question 
8) while maintaining its focus on purpose of the trust (i.e. delivering pensions). It should permit 
trustees to consider whether ESG factors may have a long-term impact on the fund. Intergenerational 
concerns should be also be explicitly addressed, and recommend that the Law Commission highlight 
the need for trustees to balance short-term financial pressures with a prudent consideration of longer-
term and systemic issues.   
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Finally, we would like to see the statement of clarification written in accessible and non-legal language 
so that it can be widely cited and distributed to non-technical trustees and pension fund beneficiaries. 

 

Question 14 - Do consultees agree that the duties on contract-based pension providers to 

act in the interests of scheme members should be clarified and strengthened? (14.42)  

We do not have a view on this issue. 

 

Question 15 - Should specific duties be placed on pension providers to review the 
suitability of investment strategies over time? If so, how often should these reviews take 

place? (14.42) 

Yes, we believe it would be valuable for pension providers to periodically review the suitability of the 
investment strategy, particularly for contract-based pension providers. The investment principles may 
become outdated over time and may not serve the best interests of the beneficiary. A requirement to 
review the strategy every five years would be sufficient, in our view. Reviews on a more frequent 
basis may be costly for the funds, particularly smaller funds. 

 

Question 16 - Should members of Independent Governance Committees be subject to 

explicit legal duties to act in the interests of scheme members? (14.42)  

We do not have a view on this issue. 

 
Question 17 - Should pension providers be obliged to indemnify members of Independent 

Governance Committees for liabilities incurred in the course of their duties? (14.42)  

We do not have a view on this issue. 

 

Question 18 - Do consultees agree that the general law of fiduciary duties should not be 
reformed by statute? (14.61)  

Yes, we agree that statutory reform is not necessary and may have unintended consequences. 
However, as we highlighted in question 3 above, we strongly urge the Law Commission to issue a 
statement of clarification to assist trustees and their advisors in interpreting the law of fiduciary duty. 
At present, we have concerns that although the law is sufficiently clear, it is not understood in 
practice and may be interpreted too narrowly to facilitate long-term investing and meaningful 
stewardship strategies. 

 

Question 19 - Should rights to sue for breach of statutory duty under section 138D of the 

Financial Services and Markets Act 2000 be extended? (14.67)  

We do not have a view on this issue. 

 
Question 20 - Is there a need to review the regulation of investment consultants? (14.71)  

Yes. As the consultation document highlighted, investment consultants may not be subject to 
regulations, but yet can have a significant influence on investment decision-making. We would 
welcome further review of whether and how investment consultants could be regulated to ensure 
conflicts of interests are mitigated and they act in the best interest of the client and the underlying 
beneficiary. In our experience, trustee boards comprised of laypersons often lack the skills and 
experience to critically evaluate and challenge the advice of consultants and often treat them as a 
layer of indemnity. This imbalance could be lessened by greater scrutiny of investment consultants. 
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However, we also caution against placing too much emphasis on the role of investment consultants. 
Trustees have the primary fiduciary duty and duty of care to the beneficiaries. Therefore, it is 
trustees’ responsibility to ensuring consultants are acting in their members’ best interests.  

 

Question 21 - Is there a need to review the law of intermediated shareholdings? (14.74)  

We do not have a view on this issue. 

 

Question 22 - Should the FCA review the regulation of stock lending by custodians? 
(14.75)  

We do not have strong views on this issue. 

 
Do you have any other comments about fiduciary duties in the investment chain, or how 

those duties are applied in practice?  

We believe our views have been captured in our responses above and the cover letter accompanying 
our submission. 



  

  

   

    

   

 

 

  

 

 

 

       

   

       

   

   
   
    

  

   
  

 

  

                

               

              

               

             

               

             

           

      

  

             

              

            

         

                
               

             
           
             

     
  



              

           

            

             

            

                

               

              

               

           

            

              

              

              

              

           

      

   

                   

           

               

              

            

               

             

               

               

             

             

           

              
           

          
         

    



  

             

              

            

             

              

               

              

                 

             

            

 

                  

              

                  

             

                  

            

               

              

              

    

            

                

          

  

    

      

                 
           

               
           

    



 

 
 

Fiduciary duties of investment 
intermediaries: 

Completed Response 
 

Name:  Avon Pension Fund (administered by Bath & North East Somerset 
Council) 

Category:  DB part of Local Government Pension Scheme 

Email:   

Address:  Avon Pension FundFloor 3 SouthRiversideTemple StreetKeynsham 
BS31 1LA 

Telephone 

 

Confidential: 
Off 

 

 
 

Question 1)  
Do consultees agree that Chapter 10 of the Consultation Paper represents a correct 
statement of the current law? (14.6) 

Response:  Yes 
 
Comments:   
We agree with the Law Commission's conclusions are a correct statement of the 
current law.  This issue is of significant relevance in the LGPS funds, where due to the 
constitutional arrangements of local authorities, there is an inherent conflict in the 
"trustee" role, in that it is genuinely difficult for them to be independent of their 
sponsor.  This issue has come to the forefront with the transfer of responsibility for 
public health to local authorities.  Significant pressure is being placed on trustees 
from their sponsors to disinvest from investments in tobacco.  It is therefore critical 
that the law of fiduciary duty assists in the clarification of the trustees ultimate 
responsibility and how they should demonstrate they have exercised their power of 
investment. 

Question 2)  
Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests? (14.11) 

Response:  Yes 
 
Comments:   
We agree with the Law Commission's conclusion that the law reflects an appropriate 
understanding of beneficiaries' best interests.It is useful that the Commission states 
that the law should focus on the purpose for which trustees have been given their 
investment powers as this should determine the decisions made on behalf of the 
beneficiaries and it can be used to resist pressure to act against the beneficiaries 
best interests..   It could be argued that the beneficiaries best interests are met by 



the the Benefit regulations themselves in the case of the LGPS and that the role of 
the "trustee" is limited to ensuring the Pension Fund is capable of meeting the 
liabilities through its investment strategy. This is simply because the "trustees" who 
administer the scheme locally have no control over the benefit structure. 

Question 3) 
Do consultees think that the law is sufficiently certain? (14.15) 

Response:  Yes 
 
Comments:   
We would contend that too much prescription could limit the ability for trustees to 
make decisions.  Investments is a constantly evolving environment and any 
legislation that could affect the decision‐making process must not constrain the 
ability of trustees to consider or react to changing circumstances. 

Question 4) 
Should the Occupational Pension Scheme (Investment) Regulations 2005 be 
extended to all trust‐based pension schemes? (14.15) 

Response:  Other 
 
Comments:   
Not relevant to comment as not a trust based scheme. 

Question 5) 
Are there any specific areas where the law would benefit from statutory 
clarification? (14.15) 

Response:  No 
 
Comments:   
We do not think there are specific areas where this would be beneficial. 

Question 6) 
Do consultees agree that the law permits a sufficient diversity of strategies? (14.21) 

Response:  Yes 
 
Comments:   
The law does provide adequate discretion to make decisions about diversification 
and gives clear parameters as to the role of diversification within a portfolio and the 
requirement to take advice on all investment matters.  In addition, the LGPS is 
heavily regulated in this regard. 

Question 7) 
Do consultees agree that the main pressures toward short‐termism are not caused 
by the duty to invest in beneficiaries’ best interests? (14.24) 

Response:  Yes 
 
Comments:   
We agree that accounting standards and 3 year valuation cycles are far more of a 
driver of investment strategy.  A key principle of pension funds is that the 
investment strategy must support the funding strategy and deliver the required 
return to sustain the Fund and meet all current and future liabilities. 

Question 8) 



Do consultees agree that the law is right to allow trustees to consider ethical issues 
only in limited circumstances? (14.28) 

Response:  Yes 
 
Comments:   
We Agree. However it is important that the law clarifies under what circumstances 
such decisions can be made and reinforces the primary duty that investment 
decisions, must necessarily be to meet financial liabilities . 

Question 9) 
Does the law encourage excessive diversification? (14.32) 

Response:  No 
 
Comments:   
There is adequate legislation (at least for LGPS funds) to guide trustees to 
commission advice to avoid excessive legislation.  Supporting this is The Pension 
Regulator's requirement that all trustees ensure they gain the relevant level of 
knowledge and skills to discharge their responsibilities. 

Question 10) 
Does the law encourage trustees to achieve the right balance of risk and return? 
(14.32) 

Response:  Yes 
 
Comments:   
See response to Q9. 

Question 11) 
Are there any systemic areas of trustees’ investment strategies which pose undue 
risks? (14.32) 

Response:  No 
 
Comments:   
Liability Driven Investment may increase hidden risks but this is a governance not 
legal issue around taking advice, knowledge and training to identify and understand 
the risks. 

Question 12) 
Overall, do consultees think that the legal obligations on trustees are conducive to 
investment strategies in the best interests of the ultimate beneficiaries? (14.33) 

Response:  Yes 
 
Comments:   
If trustees have to focus on the purpose of their investment powers i.e. to provide 
pensions then any investment decision must be aligned to this. The law upholds the 
requirement to take advice, to not be fettered when making decisions and to 
consider all relevant factors. The LGPS regulations are in line with this. Furthermore 
it confirms a trustee can not make decisions based on moral or ethical views or if 
conflicted by a duty owed to another principal. 

Question 13) 
If not, what specifically needs to be changed? (14.33) 



Response:   
 
Comments:   
 

Question 14) 
Do consultees agree that the duties on contract‐based pension providers to act in 
the interests of scheme members should be clarified and strengthened? (14.42) 

Response:  Off 
 
Comments:   
No comment as we do not provide a contract based scheme. 

Question 15) 
Should specific duties be placed on pension providers to review the suitability of 
investment strategies over time? If so, how often should these reviews take place? 
(14.42) 

Response:  Yes 
 
Comments:   
Applying general governance standards to such schemes, we would not specify a 
time limit as the most complex strategies would need almost constant review whilst 
simpler strategies would require less. It is more a matter of establishing good 
practice and good governance to ensure investment options remain fit for purpose 
and can meet their objectives. 

Question 16) 
Should members of Independent Governance Committees be subject to explicit legal 
duties to act in the interests of scheme members? (14.42) 

Response:  Off 
 
Comments:   
No comment as not relevant to our fund. 

Question 17) 
Should pension providers be obliged to indemnify members of Independent 
Governance Committees for liabilities incurred in the course of their duties? (14.42) 

Response:  Off 
 
Comments:   
No comment as not relevant to our fund. 

Question 18) 
Do consultees agree that the general law of fiduciary duties should not be reformed 
by statute? (14.61) 

Response:  Yes 
 
Comments:   
 

Question 19) 
Should rights to sue for breach of statutory duty under section 138D of the Financial 
Services and Markets Act 2000 be extended? (14.67) 



Response:  Other 
 
Comments:   
The sheer complexity of attributing fault in law could mean that the legal process 
would not assist in recovering the position. 

Question 20) 
Is there a need to review the regulation of investment consultants? (14.71) 

Response:  Other 
 
Comments:   
It would seem that other aspects of the chain have far greater regulatory scrutiny or 
oversight. 

Question 21) 
Is there a need to review the law of intermediated shareholdings? (14.74) 

Response:  Off 
 
Comments:   
 

Question 22) 
Should the FCA review the regulation of stock lending by custodians? (14.75) 

Response:  N/A 
 
Comments:   
Unsure as to whether this would assist pension funds. This is a contract between the 
pension fund and custodian. Therefore the governance of the contract is at the 
discretion & responsibility of the pension fund. 

Question 23) 
Do you have any other comments about fiduciary duties in the investment chain, or 
how those duties are applied in practice? 

Response:   
 
Comments:   
 

 



 
Legal & General’s Independent Governance Committee’s Response to the Law 

Commission Consultation on Fiduciary Duties of Investment Intermediaries 
 
Legal & General was the first mass market pension provider to create an Investment 
Governance Committee (IGC), in May 2013. To ensure a consistent fiduciary approach 
across Trust and contract schemes, the IGC mirrors the Trustee structure of the Legal & 
General Mastertrust, including its independent balance of powers. 
 
Legal & General is a leading provider of both trust and contract-based defined contribution 
and defined benefit workplace pension schemes (both for single and multiple employers).  It 
has been in this market for over 50 years and as a consequence has great experience of the 
operation, governance and administration of such schemes.  It currently operates and 
administers approximately 3,600 schemes for the benefit of over 800,000 members with total 
funds in excess of £8 billion. 
 
 
We do not propose to respond to the consultation in full, and will instead restrict our 
responses to those questions that are the most relevant to the IGC. This means that the 
answers below (except Q22) are answered purely from a DC perspective. 
 
 
14. DO CONSULTEES AGREE THAT THE DUTIES ON CONTRACT-BASED PENSION PROVIDERS TO 

ACT IN THE INTERESTS OF SCHEME MEMBERS SHOULD BE CLARIFIED AND STRENGTHENED? 
 
Yes. However, this will require a fundamental reappraisal of how contract law applies in 
workplace pensions, and in how such schemes are regulated. Irrespective of an IGC’s 
determinations and recommendations, Providers cannot make unilateral changes to, in 
particular, members’ investments or Selected Retirement Ages despite the potential for a 
member to remain in that scheme for half a century or more. Indeed contracts could be 
deemed void if one party were to be given untethered rights in this regard, and/or actions 
taken by providers in the interests of the many could give rise to member complaints and/or 
regulatory censure in respect of the few who do not benefit from that action.  
 
We are aware that Legal & General has been active in drawing this ‘legislative arbitrage’ to 
the attention of, among others, tPR, DWP, OFT and FCA and we would urge each of those 
parties to give full and proper consideration to this matter. Without change, IGCs could 
become lame duck committees and member outcomes are likely to suffer as a 
consequence.    
 
15. SHOULD SPECIFIC DUTIES BE PLACED ON PENSION PROVIDERS TO REVIEW THE SUITABILITY 

OF INVESTMENT STRATEGIES OVER TIME? IF SO, HOW OFTEN SHOULD THESE REVIEWS TAKE 

PLACE? 
 

- Investment strategies should be kept under review but it is important to recognise the very 
different strategies that different fiduciaries will require, and so there should be no 
prescription over how frequently this must happen. More importantly, there should be no 
prescription about forcing a change of strategy as a consequence of such a review. Most 
schemes will have a long-term – and possibly indefinite – investment horizon, for which short 
term reviews will serve little purpose (although adding cost). tPRs Code of Practice should 
ensure that Trustees and IGCs alike undertake sufficiently frequent ‘periods of reflection’ to 
ensure that their SIP (or similar for IGCs) and investment strategy are and remain suitable 
for their membership demographic(s).  

 



 
 
16. SHOULD MEMBERS OF INDEPENDENT GOVERNANCE COMMITTEES BE SUBJECT TO EXPLICIT 

LEGAL DUTIES TO ACT IN THE INTERESTS OF SCHEME MEMBERS? 
 
As in our response to 14 above, IGCs should not operate under any explicit legal 
duties until and unless providers are able to make change in contract schemes – 
legal duties will not translate into powers to act.  It is important to note that under 
current proposals, IGCs will have no executive powers and providers will operate 
under a ‘comply or explain’ regime – i.e. will not be compelled to act as requested by 
the IGC. On the other hand, a provider that acts as requested by an IGC should take 
responsibility for that action rather than acting without validating – and by extension 
without agreeing – that such action is appropriate. Any legal duties must reflect these 
facts.   
 
17. SHOULD PENSION PROVIDERS BE OBLIGED TO INDEMNIFY MEMBERS OF INDEPENDENT 

GOVERNANCE COMMITTEES FOR LIABILITIES INCURRED IN THE COURSE OF THEIR DUTIES? 
 
We believe this is a sensible measure, without which providers will struggle to recruit 
and retain IGCs. However, to an extent the requirement for an indemnity will depend 
on whether the provider accepts in full the consequences of actions requested by an 
IGC, and is therefore legally acting in its own capacity.  
 
20. IS THERE A NEED TO REVIEW THE REGULATION OF INVESTMENT CONSULTANTS? 
 
Yes. We strongly believe that the absence of regulatory accountability can give rise 
to an advisory culture of short term, faddish investment strategies, and to a culture of 
‘being different in order to be differentiated’ – an attitude which drives the firm’s 
commercial success rather more than driving better member outcomes. These 
behaviours are witnessed by the on-platform explosion of ‘flavour of the day’ 
investment strategies - many now gathering dust as a legacy issue for the 
provider/IGC to manage – and the myriad, almost indistinguishable versions of off 
the shelf investment strategies. 
 
It is our experience that investment advisers can add material costs either via 
employer fees or via higher member charges, and it seems inconceivable that in 
2014 – 25 and 13 years respectively since FSA 1986 and FSMA 2000 were enacted 
– investment advisers have no legal or regulatory accountability for delivering better 
outcomes to the members their advice purports to serve, in return for the incomes 
they derive.  
 
22 - Should the FCA review the regulation of stock lending by custodians? 
 
We would urge caution here. Any regulatory restrictions imposed on custodians 
could become manifest through higher fees for the basic services which could in turn 
manifest themselves through higher member charges.  We support transparency 
through every stage of the investment chain, but are far more concerned about 
security and counter-party risk than we are about the ‘morality’ of stock lending 
activity by custodians.    
 
 



 
Paul McBride 
 
Head of Governance 
Legal & General Corporate 
For and on behalf of the Independent Governance Committee 
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Response to Consultation on Fiduciary Duties of Intermediaries 
 
Dear Sirs, 
 
I refer to the above mentioned consultation. Here are our answers to the questions 
posed, submitted on behalf of our members (we have focussed our responses on the 
need to protect retail investors): 
 
 

Q1:  Do consultees agree that this is a correct statement of the current law? 
 
Answer: To the best of our knowledge, it is a correct statement. 
 
Q2: Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests? 
 
Answer: In general we agree. It is important that the financial objectives of a 

trust take priority over other influences or factors. 
 
Q3: Do consultees think that the law is sufficiently certain? 
 
Answer: In general it is but more clarity by regulation would certainly be helpful. 
 
Q4: Should the Occupational Pension Scheme (Investment) Regulations 2005 be 
extended to all trust-based pension schemes? 
 
Answer: We would be in favour of such an extension. 
 
 
 

ShareSoc 

UK Individual Shareholders Society 

PO Box 62, Chislehurst, BR7 5YB 

 
Web: www.sharesoc.org 



 
 
 
 
 

 

Q5: Are there any specific areas which would benefit from statutory 
clarification? 
 
Answer: We believe that the duties of investment managers generally should be more 
regulated so that they act in the interests of the beneficiaries of funds rather than their 
own interests. At present most such managers only have a contractual relationship 
with their clients rather than a trustee relationship. This can lead to aberrant behaviour 
that is not in their clients interests - for example stock lending, or over expansion of 
the size of a fund which can both be in the interests of the fund manager but not of the 
client. 
 
Q6: Do consultees agree that the law permits a sufficient diversity of strategies? 
 
Answer: We agree. 
 
Q7: Do consultees agree that the main pressures towards short-termism are not 
caused by the duty to invest in beneficiaries’ best interests? 
 
Answer: We agree. 
 
Q8: Do consultees agree that the law is right to allow trustees to consider 
ethical issues only in limited circumstances? 
 
Answer: We agree. 
 
Q9: Does the law encourage excessive diversification? 
 
Answer: We do not believe so. It is not the law or regulation that has led to 

excessive diversification but the risk averse attitudes of fund managers 
and trustees who do not wish to be seen as falling behind performance-
wise even temporarily, i.e. they prefer to perform with the market than 
risk under-performance. 

 
Q10: Does the law encourage trustees to achieve the right balance of 
risk and return? 
 
Answer: It has no influence on this area in our view. 
 
Q11: Are there any systemic areas of trustees’ investment strategies 
which pose undue risks? 
 
Answer: If anything the risk is that they tend to follow the latest fashions and 

move into "hot" investment areas by following the crowd. This often 
results in long term under-performance. 

 
 
 
 



 
 
 
 
 

 

Q12: Overall, do consultees think that the legal obligations on trustees are 
conducive to investment strategies in the best interests of the ultimate 
beneficiaries? 
 
Answer: In general we have no concerns that the legal obligations on trustees 
unnecessarily inhibit in investment strategies. 
 
Q13: If not, what specifically needs to be changed? 
 
Answer: No comment - we see no need for change here. 
 
Q14: Do consultees agree that the duties on contract-based pension providers 
to act in the interests of scheme members should be clarified and 
strengthened? 
 
Answer: As we said above, we believe that the duties of investment managers 
generally should be more regulated so that they act in the interests of the beneficiaries 
of funds rather than their own interests. At present most such managers only have a 
contractual relationship with their clients rather than a trustee relationship. This can 
lead to aberrant behaviour that is not in their clients interests - for example stock 
lending, or over expansion of the size of a fund which can both be in the interests of 
the fund manager but not of the client. 
 
Q15: Should specific duties be placed on pension providers to review the 
suitability of investment strategies over time? If so, how often should these 
reviews take place? 
 
Answer: We have no opinion on this issue as we do not perceive it as a problem.  
 
Q16: Should members of Independent Governance Committees be subject to 
explicit legal duties to act in the interests of scheme members? 
 
Answer: Yes. 
 
Q17: Should pension providers be obliged to indemnify members of 
Independent Governance Committees for liabilities incurred in the course of 
their duties? 
 
Answer: No - personal liability is a strong incentive to pay attention to their 
responsibilities and is unlikely to be an issue other than in extremis. 
 
Q18: Do consultees agree that the general law of fiduciary duties should not be 
reformed by statute? 
 
Answer: In general we agree as we don't believe extending statute law would assist.  
 
 



 
 
 
 
 

 

Q19: Should rights to sue for breach of statutory duty under section 138D of the 
Financial Markets and Services Act 2000 be extended? 
  
Answer: In general we would support such a change. Although the right to pursue a 
claim for such a breach might be difficult because of the general cost of litigation, it 
might be helpful in some cases.  We do not accept that there would be any negative 
results of adding such a provision. It might actually improve the behaviour of market 
participants. We note the comment about extending obligations beyond strict 
contractual or trust based relationships but often in the modern world it is unclear 
where or if a contractual or trust relationship exists. 
 
Q20: Is there a need to review the regulation of investment consultants? 
 
Answer: It would be helpful to have a review of this area. 
 
Q21: Is there a need to review the law of intermediated shareholdings? 
 
Answer: Yes it is very important to review this area of law. The growth of nominee 
accounts in the UK has over the years created a situation where rights are lost and 
ownership becomes unclear where securities are held in an intermediated relationship. 
We have published many articles in the past on this area (for example see: 
http://www.sharesoc.org/nominee accounts.html) and are currently working on a more 
extensive critique. It is very disappointing that the Unidroit convention on 
intermediated securities has not been taken up in the UK or by other states - it at least 
would provide a clearer entitlement to rights by the beneficiaries. 
 
Unfortunately UK law (specifically the Companies Acts and associated Regulations 
have not kept pace with the growth of intermediated electronic trading. Substantial 
reforms need to be made to ensure that investors are not prejudiced as against the 
interests of financial intermediaries and financial market operators. 
 
I submit the above responses to you on behalf of our board and our members. 
 
Yours sincerely 
 
 
Roger Lawson 
Chairman 
 

 

About the UK Individual Shareholders Society (ShareSoc)  
 
ShareSoc represents and supports individual investors who invest in the UK stock markets. 
We are a mutual association controlled by the members with “not-for-profit” articles and 

incorporated as a company limited by guarantee. The organisation is financed by member 

subscriptions, donations from supporters and by its commercial activities. More 
information on ShareSoc can be obtained from our web site at www.sharesoc.org  (our 

objects are fully defined on this page: www.sharesoc.org/objects.html ). 
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Executive summary  

 The fiduciary duties of trustees of pension funds are well understood. Trustees understand that their duty 

is to act in the best interests of members, which vary somewhat depending on whether the members have 

defined benefit or defined contribution arrangements.  

 When examining the members’ best interests, it is important to keep in mind that these interests are not 

general interests, but rather relate to the purpose for which the trust was created. Inasmuch as the 

purpose of a pensions trust is to provide income in retirement, the members’ interests in the pensions 

context is primarily, but not solely financial. There are many situations in which an investment presenting 

attractive short-term financial gain will  not be in the members’ longer-term financial interests, and there 

is sufficient scope under current law for trustees to take a longer term view of their investment needs. 

 The assets pension funds own and oversee can play an important role in determining the society members 

inhabit in the future and thus, the real value of their retirement income. The current law is appropriately 

permissive to enable trustees to incorporate environmental, social and governance (ESG) factors within 

their investments where these are financially material. While it would be inappropriate and unhelpful to 

require consideration of ESG factors for each investment decision, it is appropriate for trustees to take 

such factors into account when devising an investment strategy - as they do with other risk factors  - and to 

instruct, and hold accountable, those to whom they delegate day to day investment decisions.  

 Stewardship, including engagement with investee companies and the informed use of votes, while not a 

legal duty, is a responsibil ity of owners and an implicit fiduciary duty of pens ion fund trustees and their 

investment managers. The NAPF supports the view of the Financial Reporting Council (FRC) as set out 

within the UK Stewardship Code which states that institutional investors may delegate activities 

associated with stewardship but retain the ultimate responsibility for the way in which those activities are 

undertaken. 

 In the case of most pension funds the consideration of ESG factors and the activities associated with 

stewardship are delegated to their investment managers who owe a duty of care to their clients to 

adequately consider issues and undertake such actions as appropriate to the investment strategy.  

 We are unconvinced that it would be beneficial to seek to provide more clarity through statute, for 

example by imposing an explicit duty to consider specifi ed factors when devising an investment strategy. 

Instead, the Law Commission may wish to consider producing an open letter that could be sent to trustees 

and investment intermediaries summarising the key conclusions . This exercise would benefit trustees by 

making it clearer that they can consider wider factors such as ESG issues when making investment 

decisions and that fulfi lment of stewardship responsibilities is compatible, indeed aligned, with a trustee’s 

fiduciary duty. Importantly, such a letter could help to distinguish between factors and approaches that 

are at heart financial in nature and those that are ethically driven.  

 There is widespread agreement that a governance vacuum in contract-based pension arrangements can 

lead to suboptimal outcomes for members. We do not feel however, that the assignment of a fiduciary 

duty to providers or others who have not traditionally been held to fiduciary standards would improve the 

situation. We instead believe that the apprehension concerning contract-based schemes could be 
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addressed more directly through clear standards of conduct applicable to employers and providers in 

those areas in which they exercise discretion.  

 With the right governance arrangements, contract-based schemes can lead to good member outcomes. 

We believe that good governance of pension arrangements is a logical extension of the employer’s current 

legal duty of good faith. The NAPF recommends that employers, as the ultimate decision makers in 

appointing workplace pension schemes, are given the obligation to put in place a governance 

arrangement to support the interests of pension savers.  

 We are not convinced that Independent Governance Committees at the provider level, as recommended 

by the OFT, will  be as well placed as scheme level governance – e.g. trustee bodies - to support pension 

savers. No other party can match the powers that trustees have as owners of the assets. 

 If Independent Governance Committees are formed, we believe that they should be constituted primarily 

to act on behalf of employers, who as the purchasers are the actors that should have responsibil ity for 

bringing in pension arrangements that offer value for money and also have the most influence over the 

provider (regardless of the fact that the employee holds the individual contract). The employers will  be 

best placed to see that the providers deliver what is promised, and, on the whole, they will  have more 

resources to devote to overseeing the investment and service arrangements. Then the chain of 

accountability from saver through to their investment managers would be much clearer and the relevant 

duties, of each party would be better aligned. 
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About the NAPF 

The NAPF is the leading voice of workplace pensions in the UK, speaking for 1,300 pension schemes with some 

16 mill ion members and assets of around £900 bill ion. NAPF members also include over 400 businesses 

providing essential services to the pensions sector. 

Consultation questions  

Pension trustees’ duties to invest in the “best interests” of others - current law 

Question 1 Do consultees agree that Chapter 10 represents a correct statement of the current law? (14.6)  

Trustees of pension funds understand that they are required to prioritise the interests of the beneficiaries of 

the pension fund above all  else, avoiding or managing conflicts of interest. Whilst there is a general 

appreciation that they have been asked as a primary duty to safeguard and pursue the members’ financial 

interests, few trustees believe that financial interests are the sole concern – fairness between members, 

administrative standards and other matters are also important.  

The interpretation of the law as set out within the consultation document rightly suggests that the law as 

currently understood is sufficiently permissive to enable trustees to use their judgement and discretion 

appropriately. This flexibil ity extends to consideration of environmental, social and governance (ESG) factors 

and to fulfi lment of their stewardship responsibil ities as set out within the UK Stewardship Code. Both 

consideration of appropriate ESG factors and the undertaking of stewardship activities can be deemed relevant 

to the financial performance of the fund and the value of the benefits received at retirement - as such neither 

can be deemed to be outside the scope of a pension fund trustee’s fiduciary duty. 

As articulated within the Stewardship Code, effective stewardship benefits companies, investors and the 

economy as a whole. In addition, robust independent research makes it increasingly clear that active 

stewardship and integration of ESG factors within investment decisions may lead to improved risk-adjusted 

performance; it certainly shouldn’t lead to detrimental returns and will  l ikely provide protection against 

potential value destruction. In other words, we believe that it is appropriate to consider these wider factors in 

the same way that one would expect other risk factors to be considered when making investment decisions.  

For this reason the NAPF deliberately termed these factors “extra-financial factors” in its Responsible 

Investment Guide published in May 2013.    

In November 2013 the NAPF published its ninth annual survey of pension funds’ engagement with  investee 

companies
1
. Respondents to the survey were nearly unanimous (96%) in their view that institutional investors, 

including pension funds, do have stewardship responsibilities which include both engaging with companies and 

voting shares. In addition, 82% of respondents agreed that ESG factors can have a material impact on their 

fund’s investments in the long-term - only 6% disagreed. 

Given the above, the NAPF is of the view that: 

 ESG factors and effective stewardship activities can affect long term investment performance. 

                                                                 
1
 NAPF Engagement Survey, 2013, 

http://www.napf.co.uk/PolicyandResearch/DocumentLibrary/0354 NAPF engagement survey 2013.aspx   

http://www.napf.co.uk/PolicyandResearch/DocumentLibrary/0354_NAPF_engagement_survey_2013.aspx
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 The assets pension funds own and oversee can play an important role in determining the society members 

inhabit in the future and thus the real value of their retirement income. 

 Monitoring and engaging with investee companies along with the informed use of votes, while not a legal 

duty, is a responsibil ity of owners and an implicit fiduciary duty of pension fund trustees and investment 

managers to whom they commonly delegate this function. 

 Which ESG factors are material will  vary across sectors and geographies; however, their materiality means 

that at some point in the future, they will  manifest as a financial impact. The successful integration of such 

factors within decisions by investors can therefore moderate against investment risk and potentially 

improve risk-adjusted returns.  

The primary motivation for assessing factors for inclusion within an investment strategy is to manage those 

risks that are important drivers of returns  and to minimise those risks that are not return-related. Given the 

evidence that ESG factors will, sooner or later, affect both the bottom line and the value of the benefits in 

retirement, there is an increasing appreciation that the consideration of ESG issues should be viewed as 

financial in nature. Moreover, as use of passive-index funds grows, it is the importance of the health of the 

market as a whole which is ever more relevant and important; thus the need to monitor and engage on ESG 

risks is just as appropriate to both alpha and beta investors. 

The current law is clear that pension trustees can take account of ESG factors within their investment 

decisions. We would suggest that trustees should consider how wider extra-financial factors are appropriate to 

their investment strategy, and where consideration of such factors is appropriate trustees should ensure they 

are being taken into account by those to whom they delegate such activities.   

At present, in order to comply with the Occupational Pension Schemes (Investment) Regulations 2005, pension 

fund trustees must prepare a Statement of Investment Principles stating; ”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 explain their policies in respect of the exercise of the rights (including voting rights) 

attaching to investments. As drafted, these regulations may encourage the conflation of “ethical” 

considerations and financially material environmental, social and governance considerations. We think there is 

merit therefore in considering amending the SIP requirements to focus more on those activities in relation to 

ESG factors and stewardship, separating these activities from the discussion of ethical considerations. Ethical 

considerations will  be appropriate much less frequently and are less integral to the decision-making process 

than ESG and stewardship. Additionally, as at present, trustees should set out how they would ensure that 

where the responsibil ity for such activities  is delegated to investment managers or third parties  (as is usual 

practice), these issues are undertaken appropriately.  

We believe that the importance of vetting investments from all  relevant perspectives should be emphasised, 

and that investment managers should be encouraged to be more transparent concerning how funds are being 

invested and how ESG considerations come into play. However, we do not believe that there is any need to 

further define fiduciary concepts or to introduce additional objectives in order to hurry this process along. 

Pension fund trustees should concentrate on getting good value for members, protecting and enhancing the 

real value of their retirement income. 
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Question 2 Do consultees agree that the law reflects an appropriate understanding of beneficiaries’ best 

interests? (14.11) 

Yes, this area of law has been subject to a significant amount of examination over the years as is set out within 

the consultation document. At times the conclusions of certain cases are not accurately stated, either due to 

oversimplification, misunderstandings or at times wilful  misrepresentation. However, we do not think this 

amounts to a problem with the law itself. It is widely understood and agreed that the members’ interests in 

the pension’s  context will  be primarily, but not solely, financial. 

Question 3 Do consultees think that the law is sufficiently certain? (14.15) 

The current law is flexible, allowing trustees the ability to util ise their judgement and discretion to invest as 

they consider appropriate to meeting their objectives, responding to opportunities and challenges as they 

arise, and allowing for adjustment over time as notions of best practice change.  

Trust law is based on equitable principles which by their nature are fluid and based on a sense of what is right 

under the circumstances. This approach is the right approach for this subject, and what it lacks in certainty it 

makes up for in adaptability.   

Question 4 Should the Occupational Pension Scheme (Investment) Regulations 2005 be extended to all  

trust-based pension schemes? (14.15) 

Many small schemes could struggle to cope with an extension of the Investment Regulations , because they 

have already invested in less l iquid investments than they would have had to invest in if they were otherwise 

covered. These schemes would be forced to take a shorter term view than they have taken to date, and could 

be required to divest at an inopportune moment. The Investment Regulations themselves do not necessarily 

lead to a longer-term outlook, as they militate against derivative instruments and investments that are not 

l isted on exchanges.  

Such a change may simply push small schemes towards util ising index funds. While such funds are not in 

themselves an issue, it should be considered whether such a response is desirable.  

Question 5 Are there any specific areas where the law would benefit from statutory clarification? (14.15) 

We are unconvinced that it would be beneficial to seek to provide more clarity through statute or by imposing 

a more explicit duty to consider specific factors when devising an investment strategy. Such an approach 

would be very difficult to appropriately draft and would struggle to keep pace with emerging best practice and 

investment trends. Indeed, such an endeavour could result in a less permissive investment environment.  

There are a number of considerations that go into any investment instruction, attempting to prescribe these 

factors would only give undue prominence to those named. Such an approach would also be a hindrance to 

trustees’ ability (and duty) to use their judgement, taking all  considerations into account and cou ld be at odds 

with the stated purposes of some pension trusts.  

Additionally, pension trustees should not be directed, explicitly or implicitly, to invest in assets  in which 

politicians would like to see more investment but the market has priced unappealingly; any investment 

decisions need to be in the best financial interests of the funds’ members. 
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That said, we believe that the debate concerning fiduciary duty engendered by the Kay report is helpful 

inasmuch as it may clear the air about the role of fiduc iary concepts in pension scheme management. This Law 

Commission review in itself should go a long way to debunking any myths or misinterpretation s that exist.  

The Law Commission may wish to consider producing an open letter which could be sent to trustees  and 

investment intermediaries summarising its key conclusions. This exercise may be most beneficial in terms of 

reaffirming that trustees can consider wider factors  than short-term fund performance, including ESG issues, 

and that fulfi lment of stewardship responsibil ities is compatible, indeed arguably aligned, with a trustee’s 

fiduciary duty. Similar exercises by the FSA have proved helpful, for example the open letter following the 

Walker Review in 2009 clarifying the consistency of shareholder engagement with market abuse regulations.  

Question 6 Do consultees agree that the law permits a sufficient diversity of strategies? (14.21)  

Yes we believe that the current law does allow a sufficient diversity of strategies. The issue under debate via 

the examples cited within the consultation paper is not the law itself but its overly prudent interpretation by 

some parties in some circumstances. The law, as already discussed above, is sufficiently flexible to enable the 

trustees to undertake investment strategies that they deem are appropriate for their objectives , so long as 

these strategies are consistent with their powers under the trust deed.  

It is important to remember in these debates that investments are generally managed by fund managers. As 

such human behaviour will  remain a factor which it is not possible to regulate out.  

More generally, we believe that large scale, good quality trust-based pension schemes – super trusts - would 

secure better outcomes for savers. These larger funds would likely be better equipped with greater internal 

investment expertise and resources and be able to benefit from the economies of scale and leverage; as such  

funds would likely have the confidence and knowledge, to confidently embark on different investment 

approaches and to challenge fund managers where appropriate. 

It has also been suggested that the requirement that investments must be "predominately" those "admitted to 

trading on regulated markets" can cause larger or more sophisticated schemes some issues because these 

schemes may have more substantial investments in assets such as real-estate, infrastructure or private-equity 

holdings. Such investments may be the sort of longer-term assets deemed desirable and “long-term” but are 

usually not "admitted to trading on regulated markets". There is therefore merit in a debate about the current 

appropriateness of this requirement, although we realise that inasmuch as it is driven in part by European 

legislation, removal of the requirement could be complicated.  

Question 7 Do consultees agree that the main pressures towards short-termism are not caused by the duty 

to invest in beneficiaries’ best interests? (14.24) 

Yes we strongly agree. Much of the short-termism in investment is due to factors  other than the duty to invest 

in beneficiaries’ best interests. 

Issues such as lack of scale, a desire to minimise the effect of pension deficits on company balance sheets  

and/or cash funding requirements ; a lack of suitable investment vehicles for trustees; a difficulty in quantifying 

intangibles such as potential environmental impacts and the absence of quality information to inform an 

educated debate engagement on possible l onger term risks are more influential . 
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If encouragement of longer-term investment strategies is a goal, then reforms to accounting standards (IAS19) 

would be a more effective way to combat the causes of some short-termism. Accounting standards currently 

require that pension deficits be captured at a single point in time, and as a result, unless pension deficits are 

managed for stability, employer financial statements will  reflect short-term stock market volatil ity and interest 

rates. We think that the current focus on short term deficit management and the related desire to quantify 

and measure is much more a product of accounting rules than of failures of understanding of fiduciary duty.  

We also welcome the work being sponsored by the Department for Business  to look at the appropriateness of 

the current metrics used for evaluating the performance of fund managers.  

Question 8 Do consultees agree that the law is right to allow trustees to consider ethical issues only in 

l imited circumstances? (14.28) 

Yes. We agree with the efforts to distinguish purely ethical concerns from those such as ESG factors that are at 

heart financial in nature.  

We recognise that a range of investors have a desire to reflect their values in their investment portfolios. 

These are often referred to as “socially responsible investors” (“SRI”s) or “ethical investors” who generally 

advocate an approach that combines investment returns with a moral or ethical role for investing. This 

additional dimension is generally not driven by financial considerati ons but is there to ensure that the 

investment portfolios are congruent with the investors’ beliefs and values. We do not believe that active 

consideration of such matters is or should be among the explicit duties of pension fund trustees. Such an 

approach would not necessarily be aligned with their primary objective of acting in the best interests of all 

members and could lead to conflicts of interest between the trustees’ ethical preferences, or those of a 

segment of the members, and the best long term financial interests of all  the beneficiaries. 

Even in circumstances where trustees can agree that consideration of ethical, moral or other preferences is 

appropriate, application of purely ethical considerations can become divisive and very political. It i s difficult to 

develop a consensus view among trustees in order to establish a clear policy. Distil l ing the disparate views of 

the whole membership into a clear policy would be more difficult sti l l  and trustee boards will  not wish to 

deflect focus from factors that more directly influence financial growth.  

Many ethical or moral issues have a financial dimension, for example many ethical investors have a strong 

view on climate change. In these circumstances there is nothing in trust law preventing trustees including 

these factors within their investment approaches as a material ESG factor, indeed it can be argued that 

trustees should consider doing so. However, in those circumstances where an ethical factor would likely have a 

detrimental financial impact on the fund then we agree with the view that consideration of these factors 

would lie outside the duties of the trustees.  

The duty of trustees of defined-contribution schemes is to offer a suitable range of funds appropriate to their 

scheme’s membership. As such many trustees will  choose to include as part of the fund range, funds that fit 

members’ ethical preferences such as sharia funds and ethical funds that avoid certain investment categories 

because members may prefer them. In those cases, the trustees’ fiduciary duty extends to ensuring that the 

funds offered are also in the member’s financial interest and their features and benefits are appropriatel y 

communicated, but it is the members themselves who exercise the discretion to invest in that fund. 
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Question 9 Does the law encourage excessive diversification? (14.32) 

See answer to Question 10 below.   

Question 10 Does the law encourage trustees to achieve the right balance of risk and return? (14.32) 

The current law requires that assets should be properly diversified to avoid ‘excessive’ reliance on any 

particular asset, issuer or group of undertakings. The objective of the current law is to provide the right 

balance of risk and return.  

We disagree with the occasional assertion that increasingly diversified portfolios ha ve led to ownerless 

corporations. While this is of course a factor, the bigger influence is the increasingly global nature of capital. 

The current use of col lective investment schemes or pooled vehicles can provide diversification while stil l  

providing sufficient (if not increased) leverage and power to the pooled vehicle to act as a responsible steward 

of the assets under management through engagement with investee companies.  

It is commonly accepted that in some cases the pendulum towards diversification has perhaps swung too far 

towards diversification for diversification sake with ever diminishing benefits accrued fro m the efforts made. 

That said, amending the regulations is not required or desirable if one wishes to move the pendulum back. 

Instead, reviews such as the Kay Review, are encouraging investors to give this issue renewed thought and the 

market is responding with new products and approaches – e.g. diversified growth funds. 

It is important to remember that the law is applicable to funds which range from tens of bil l ions in assets 

under management to a few mill ion and below. Smaller schemes may not be in a position to diversify 

efficiently, and may not have the same access to resources and advice as larger schemes. We think that a 

move to larger-scale funds should make any problems for the smaller schemes less significant.    

Question 11 Are there any systemic areas of trustees’ investment strategies which pose undue risks? (14.32)  

Counterparty risk resulting from greater exposure to long dated swaps is certainly a key concern for a number 

of our members. As l iability matching strategi es grow in popularity, consideration of counterparty risk is a 

major priority. In addition, a wave of new regulation is increasing both collateral and in turn liquidity risks.  

Question 12 Overall, do consultees think that the legal obligations on trustees are conduci ve to investment 

strategies in the best interests of the ultimate beneficiaries? (14.33) 

Inasmuch as the primary legal obligation is to invest in the best interests of the ultimate beneficiaries, yes we 

think that the legal framework is set up to deliver exactly that. As already described above we believe that it is 

other considerations and requirements that may sometimes interfere with the achievement of this objective.  

Question 13 If not, what specifically needs to be changed? (14.33)  

Question 14 Do consultees agree that the duties on contract-based pension providers to act in the interests 

of scheme members should be clarified and strengthened? (14.42) 

Providers, typically insurance companies, are regulated by financial services legislation. Although the employer 

typically chooses the provider of the pension savings vehicle, the enduring contractual relationship is between 

the provider and the member. At first glance, this would seem to set the scene for a fiduciary relationship 

between the provider and the member.  



 
 

 
10 

 

However, it is difficult to reconcile a provider’s duties to its shareholders with an exclusive focus on the 

beneficiary, as is required of the classic fiduciary where there is a conflict of interest and there is such a conflict 

here. Moreover, under current law, meaningful fulfi lment of most aspects of fiduciary duty towards the 

member would require the provider to take on powers that the member contractually retains; this simply does 

not work from a legal point of view. 

As such we suggest that further thought be given to how long-term products l ike pensions savings vehicles are 

governed and regulated. We understand that the FCA is putting more resource into issues arising from auto-

enrolment and welcome this. Currently group personal pensions are treated much like other financial 

“products” that are shorter-term in nature and chosen by the ultimate customer; while an approach centred 

on point-of-sale might make a lot of sense for many retail  products where the product is either simple or can 

be changed annually, pension savings products need to be looked at differently. Pensions have been allowed 

to become opaque and the charging structure has not been sensitive to market forces. The ever -changing tax 

code has also not helped.   

As an initial matter, more emphasis should be put on the provider's responsibil ity to be as transparent as 

possible about those things that matter most to the consumer - e.g. charges - and to communicate clearly and 

effectively.    

However, this is only a first step. One of the current problems is that the changes that may make the biggest 

difference over time to the consumer are not changes to the pension contract - that stays the same.  Instead, it 

is changes to the wider economic environment, the law, and the consumer's personal circumstances that have 

the most impact. These factors may mean that a contract entered into 20 years previous no longer remains 

suitable, or even fit for purpose. However, currently there are many laws discouraging a provider from 

effectively "sell ing" a new product, or even a new investment strategy, to the consumer, and little to 

encourage that provider to approach the consumer with a deal that would be better suit them. More thought 

therefore needs to be given to this situation, because even with the best will  in the world, the provider may 

have limited ability to do better for the consumer under the present structure.  

In the end however, i f there is a desire to give providers a duty to look at the best interests of members, there 

need to be actions that the provider can take. At present, the provider is often constrained by contract from 

undertaking remedies available to trustees. 

Question 15 Should specific duties be placed on pension providers to review the s uitability of investment 

strategies over time? If so, how often should these reviews take place? (14.42)  

Specific duties on providers to review the suitability of investment strategies over time would likely be helpful . 

However, there are l imitations to their ability to subsequently take any actions as outlined above – providers 

will  need to be able to switch investment strategies.  

Such a change would involve a number of complications. An investment strategy that might be better for some 

won't necessarily be better for all, and changing the strategy without permission could lead to  legal action. A 

debate would be needed as to where the line is drawn between consumer choice and paternalism. Pensions 

contracts could be written to anticipate a changing strategy, but most now in place would not allow such 

changes without risk to the provider.   
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Question 16 Should members of Independent Governance Committees be subject to explicit legal duties to 

act in the interests of scheme members? (14.42) 

As the OFT rightly recognised in its recent market study, employers are increasingly opting for contract-based 

DC schemes where pension providers are responsible for the delivery of pension provision for pension savers ; 

this environment means there is a significant governance gap which needs rectifying. However, we believe 

that Independent Governance Committees (IGCs) as recommended by the OFT will  not be as well placed as 

trustee bodies to support pension savers , as they will  not own the assets or be involved in deciding who will  

administer or invest them. Therefore, some thought needs to be given to what their powers  should and could 

be and on whose behalf they will  act. 

Where an employer has chosen to provide a workplace contract-based scheme many of the functions taken on 

by trustees in an occupational scheme are left with the member. However, the employer is the party executing 

the initial decisions regarding the pension arrangements . We believe that a duty to monitor outcomes follows 

from this exercise of discretion. In addition, at least in respect of active employees, the employer has a legal 

duty of good faith, and must not to act in a way that is l ikely to destroy or seriously damage the r elationship of 

trust and confidence between employer and employee. All  of this militates for some duties of the employer 

running to employees in respect of the pension arrangement chosen, although these duties fall  short of a 

fiduciary duty, and may not extend to the employee once the employee has left service.   

The NAPF therefore recommends that employers, as the ultimate decision makers in appoi nting workplace 

pension schemes, be obliged to put in place a governance arrangement to support the interests of pension 

savers. An employer could use its own management committee under a contract-based arrangement, or could 

delegate this function to the IGC, in which employers would participate.   

To return to the question, we wonder how IGC’s would have sufficient powers to act in the members' 

interests, in which case the duty to act in the member’s interests would be difficult to fulfi l . We therefore 

envisage IGCs more appropriately acting as oversight panels, examining the contents of the contracts for 

fairness, keeping track of costs and fees, and holding investment policies to scrutiny.  

Given our view, as set out above, that employers have a duty to put in place appropriate arrangements, we 

suggest that IGCs would likely have more influence and be more clearly aligned with the interests of 

employers, and consequently members, if they were constituted primarily by and of employers – membership 

could also include employee (e.g. Union) representation as well as independent members, as per current 

trustee boards – but their duty would be to report to employers regarding how well their employees’ interests 

are being served. This approach in our view would be most consistent with the current law and market 

structure. In turn employers would within their duty to their employees be required to act if the provider did 

not respond appropriately to concerns raised by the IGC. This would thus create effective market 

accountability as well as a clearer chain of accountability from provider through to the underlying saver  

Question 17 Should pension providers be obliged to indemnify members of Independent Governance 

Committees for l iabilities incurred in the course of their duties? (14.42) 

Yes, in order to attract and empower individuals to join and actively participate as members of IGCs  an 

indemnity would appear to be a pre-requisite requirement.  
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Question 18 Do consultees agree that the general law of fiduciary duties should not be reformed by statute? 

(14.61) 

Yes. As explained in answer to other questions, we are unconvinced of the need to reform or clarify fiduciary 

duties by statute or to attempt to distribute fiduciary duties to actors in the investment chain who have not 

clearly accepted that role. We think that such a process would be unnecessarily lengthy with l ittle value 

offered.  

The undertaking to act for a beneficiary in trust is very different from a contractual duty or a general duty to 

deal fairly and without fraudulent intent. We think that introduction of the more onerous duty of trust is 

inappropriate where the relationship is primarily commercial and an attempt to impose it in such relationships 

would only dilute its force.    

That said, the misconceptions outlined within the Kay report should be addressed. In particular we particularly 

welcome the discussion of where fiduciary duty now sits and what it means, particularly where trustees are 

considering wider factors.  We believe that the Law Commission’s findings, when published, will  serve that 

purpose well. In addition, clearer standards of conduct applicable to employers and providers  will  assuage 

many concerns about the duties of those parties within the investment chain.  

Question 19 Should rights to sue for breach of statutory duty under section 138D of the Financial Markets 

and Services Act 2000 be extended? (14.67) 

We do not believe that the case has been made for extending the right to sue for breach of statutory duty 

under FSMA. Where there has been bad behaviour, other rights of action (including under contract) will  

probably exist and a breach of regulatory rules will  be powerful evidence in those actions. As  the consultation 

paper recognises there will  be a reluctance to impose liability where the plaintiff is a sophisticated investor 

and the situation is one of technical breach.   

Question 20 Is there a need to review the regulation of investment consultants? (14.71) 

Again, we are not sure that a case has been made for more regulation. Increasing regulation in this area is 

unlikely to be helpful unless we reach a better understanding of what the fail ings of investment consultants 

are supposed to be. At present we are not aware that pension scheme trustees rely to any substantial extent 

on “generic” advice and indeed the laws and guidance in place discourage such reliance. The NAPF has 

previously issued a Best Practice Principles for Investment Consultants and a Balanced Scorecard for 

Investment Consultants which can be used to evaluate consultants ; we are currently in the process of working 

on an update of the Investment Consultants assessment 

Currently most investment advisers giving advice to pension schemes are already authorised persons.  A 

conflict of interest – such as a close relationship with a manager or an in-house choice - would seem to be a 

different problem, but one that should be managed through existing laws. 

Question 21 Is there a need to review the law of intermediated shareholdings? (14.74) 

It is usual practice for institutional investors to hold bonds, shares and other investment securities indirectly 

through financial intermediaries ; the investor is commonly understood to be the “beneficial owner” as 

opposed to the registered owner of a security. This intermediated relationship has many practical and 
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administrative benefits; however, it also creates counter-party risk for the underlying investor and also 

presents potential legal barriers to their ability to exercise their shareholder rights.  

In the UK it is trust law which oversees such custody arrangements; enabling the investor, as beneficiary, to 

retain a proprietary interest in the securities being held on its behalf by the intermediary. Trust law imposes a 

number of fiduciary duties upon the intermediary to its account holders; these include the saf eguarding of 

assets and account for any profits arising from the securities held on trust. This trust law applies whether 

assets are held within a pooled or segregated account.   

The law for intermediated securities, from an investor’s perspective, needs to protect the interests of the 

beneficial owner from the claims of creditors of the intermediary and it needs to provide them with the ability 

to exercise their rights and the reassurance that they will  receive the economic benefits derived from ‘owning’ 

the security. The trust law approach taken within the UK generally achieves these requirements. Given the 

global nature of capital markets however, with a high volume of cross -border settlements from an increasingly 

diverse investment universe, a consistent approach to such matters is always preferable in order that investors 

are reassured that they have at least a minimum level of rights  wherever they invest.  

In relation to the exercising of shareholder rights, the UK has generally adopted a shareholder-orientated 

approach to company law – e.g. company directors owe a duty to the shareholders as a whole and Company 

Law has concentrated on making it easier for intermediaries to vote on behalf of their indirect investors . We 

support this approach although the length of the chain does present difficulties and past research has 

demonstrated that in the UK votes are frequently lost within this chain of intermediaries.  

A number of initiatives such as the UK’s 2010 Stewardship Code, the EU’s 2011 UCITS (Undertakings for 

Collective Investment in Transferable Securities) Directive IV and 2007 Shareholder Rights Directive – finally 

fully implemented in all  of the EU Member States  in 2012 – have all  gone some way towards incentivising the 

exercising of shareholder rights and reducing the barriers to cross-border voting by removing obstructive local 

practices.  

That said, improvements can stil l  be made,.  For example,  the Shareholder Rights Directive has not been 

implemented in a consistent manner across Europe. We also think it would be helpful if  the Law Commission 

expressed a view as to whether there are, as cited by some, legal barriers preventing the directing of voting by 

pension funds within pooled accounts  

Question 22 Should the FCA review the regulation of stock lending by custodians? (14.75)  

We understand that a review of stock lending regulation is already a welcome part of the FCA’s work plan.  

The number of pension funds using stock lending has reduced post financial crisis  Historically, part of the 

income generated from stock lending was retained by the asset management firm to pay for the 

administration costs of stock lending; many asset managers, in order to reduce their counter-party risks, have 

now outsourced their stock lending activities to specialist providers. Where the activity is now outsourced a 

smaller proportion of any generated income returns back to the client, while the underlying risks remain. 

While we agree that stock lending by custodians, and any resulting income, should be reported by the 

custodians to the underlying owners of the shares, we do not believe on current evidence that there a need to 

further regulate stock lending. Rather this is a matter that would be better resolved by the market.  
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There are undoubtedly some advantages to the liquidity provided to the market by stock lending, however, 

there are also risks and forfeiture of certain rights. So long as the risks are understood and the profits 

distributed to the informed satisfaction of the parties concerned we do not think the case has been made for 

regulatory action.  

 



  

  
  

  
 

    
 

  

   

  

 
  

   

          
    

          

                
             
           

                
                  

  

    

               
         

                
               

            
                 

               
             

             
    

   

        

                     
                        

                      
                        

        
               



            
          

             
               

   

               
                
               

                   
        

                
       

              
                

                
     

            

              
                

               

            

               
                  

               
   

  

              
            

              
              
             

             
              

               
              

            
           

         

                
            

           
           

           

    



         

  

   

    



  

 

 
   

  

            
 

   

              
             

         
  

  

                
              

                
      

                
              

              
          

               
                

             
             
                 
             

                    
             
               

              
              

               
             

        
  

                     
               

                       

 



 

             
                

     

     

               
                

                  
              

               
            

             
              

             
             

             
               

                 
             

          

               
                

              
             
                

         

                 
            

             
               

                
             

                
                

              

    

                  
             
            

             
            

              
             

             
               

               

                 
               

                 
            

  



 

            
            
            

               
              
               

 

 

 

               
             

     

             
           

              
             

          
                

   

                 
           

              
               

                 
              

                     
              

     

           

              
     

               
               

              
                

            

             
  

              
   

          

          

  



 

           
     

            
            

                 
               
                 

            
            

  

              

               
             

    

             

 

               
        

               
            

             
   

            
          

              
              

 

                
    

                 
               

                 
                 

              
             

  

       

         

               

         

  



 

             
 

         

              
          

 

         

      

               
         

                 
            

                
                
              

              
             

                
              

                 
 

            
         

               
                  

                
    

            
          

                
        

         

                 
 

 

                
       

           

  



 

            

               
                

 

            

                  
               

               
      

            

             

                
      

 

  

  









 

 
 

Fiduciary duties of investment 
intermediaries: 

Completed Response 
 

Name:  Universities Superannuation Scheme (USS) 

Category:  Other: Corporate Trustee 

Email:   

Address:  60 Threadneedle StreetLondonEC2R 8HP 

Telephone 

 

Confidential: 
Off 

 

 
 

Question 1)  
Do consultees agree that Chapter 10 of the Consultation Paper represents a correct 
statement of the current law? (14.6) 

Response:  Yes 
 
Comments:   
This corresponds with the legal advice that we have received over the year which is 
referenced in the consultation document. 

Question 2)  
Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests? (14.11) 

Response:  Yes 
 
Comments:   
This also corresponds with our legal advice which is that USS remains a trust for the 
provision of financial benefits on retirement and otherwise on the termination of 
pensionable service. The investment powers of the Trustee Company must 
accordingly be exercised so as to fulfil the objective of having an investment policy 
which is designed to generate sufficient expected returns within the risk tolerance of 
the sponsors so as to enable those financial benefits to be provided, together with 
the contributions made by the Institutions and the members of the scheme. 

Question 3) 
Do consultees think that the law is sufficiently certain? (14.15) 

Response:  Yes 
 
Comments:   
The law strikes a right balance in being certain but allowing for appropriate flexibility 
in its interpretation and implementation. 

Question 4) 



Should the Occupational Pension Scheme (Investment) Regulations 2005 be 
extended to all trust‐based pension schemes? (14.15) 

Response:  Other 
 
Comments:   
Irrespective of the size and strategy employed by a  trust‐based pension scheme, we 
would welcome any initiative to encourage smaller schemes to recognise that their 
fiduciary responsibilities are the same as larger schemes with regards to taking all 
material factors into account when making investment decisions. 

Question 5) 
Are there any specific areas where the law would benefit from statutory 
clarification? (14.15) 

Response:  No 
 
Comments:   
Although we are not in favour of statutory clarification, the Law Commission (or 
another organisation such as the NAPF) may wish to consider producing 
authoritative advice to trustees  summarising the key conclusions of the Law 
Commission's report (once it is finalised). This would be particularly useful in 
clarifying the position regarding trustees' fiduciary duties and the need for them to 
incorporate ESG considerations within their investment policy and its application, 
when material. 

Question 6) 
Do consultees agree that the law permits a sufficient diversity of strategies? (14.21) 

Response:  Yes 
 
Comments:   
The law,as it stands, is appropriately flexible allowing trustees the ability to use their 
judgment and discretion to invest as they consider appropriate to meet their 
investment objectives. Indeed, we believe that diversification across traditional and 
alternative assets and strategies helps to maintain investment returns while 
mitigating risk. Our scheme, for example, has substantial diversification across 
geographies, asset classes and strategies. Our strategic allocation now has less than 
half in global equities, allocating inter alia into government and non‐government 
fixed income, property, private equity and debt, infrastructure and absolute return 
funds. Our legal advice also refers to the need for diversification of investments , 
particularly for a large pension fund. 

Question 7) 
Do consultees agree that the main pressures toward short‐termism are not caused 
by the duty to invest in beneficiaries’ best interests? (14.24) 

Response:  Yes 
 
Comments:   
Many factors are likely to contribute to short‐termism (eg how agents are hired, 
fired and remunerated). USS believes that the accounting system has played a critical 
role in driving short‐termism. Accounting rules under IFRS have changed the way 
pension funds calculate their assets and liabilities, and how these values are 



reflected in their financial statements, adding volatility and concern for those 
sponsoring and running defined benefits schemes, particularly if the investment 
policy is substantially exposed to assets which may exhibit high short‐term volatility. 

Question 8) 
Do consultees agree that the law is right to allow trustees to consider ethical issues 
only in limited circumstances? (14.28) 

Response:  Yes 
 
Comments:   
This view corresponds with the legal advice we have received over the years relative 
to certain investment or disinvestment decisions where ESG considerations are 
prominent: Viz, that these must be driven by the relevant financially driven 
investment criteria, not by the influence of any extraneous moral considerations. 
Our Counsel reiterates the point throughout its guidance that it is not the role of 
Trustees of a pension scheme or other trust whose objects are to produce financial 
benefits for the beneficiaries to seek to exclude the making of investments on moral 
or other non investment grounds.  Case Law does however concede that that in the 
case of certain charitable trusts with very specific charitable objects, it is possible to 
conclude that particular investment decisions may be repugnant to what may be 
considered to be the views of the generality of those who benefit from the trust. 

Question 9) 
Does the law encourage excessive diversification? (14.32) 

Response:  No 
 
Comments:   
 

Question 10) 
Does the law encourage trustees to achieve the right balance of risk and return? 
(14.32) 

Response:  Yes 
 
Comments:   
The 'right balance of risk and return' depends on many considerations, which are 
appropriately left to the trustees to decide on a scheme‐specific basis rather than 
specified prescriptively. We believe that the law affords the trustee the opportunity 
to provide its active managers with  appropriate flexibility to generate out‐
performance within suitable risk controls. 

Question 11) 
Are there any systemic areas of trustees’ investment strategies which pose undue 
risks? (14.32) 

Response:  Yes 
 
Comments:   
In seeking to moderate funding ratio volatility, many pension funds have introduced 
liability‐hedging or LDI programmes. Often there is a degree of implicit leverage 
within such programmes (for example, via swaps or by using repurchase agreements 
on holdings of gilts as a means to buy additional gilts without selling equivalent 



amounts of return‐seeking assets). The NAPF refers, in its response,  to counterparty 
risk resulting from general exposure to long dated swaps. This is certainly a key 
concern for a number of its members. As liability matching strategies grow in 
popularity, consideration of counterparty risk is a major priority. The risk extends 
beyond counterparty risk as normally understood (eg potential losses if 
counterparties fail). There is exposure to market failure: if it is not possible to extend 
swaps or to renew repurchase agreements when they mature. This could lead to 
forced selling of gilts or related assets from the LDI programmes of pension funds. 
This could cause major losses for pension funds and disorderly money and gilt 
markets. In this context, pension funds depend on official institutions to support 
continuous market functioning. 

Question 12) 
Overall, do consultees think that the legal obligations on trustees are conducive to 
investment strategies in the best interests of the ultimate beneficiaries? (14.33) 

Response:  Yes 
 
Comments:   
 

Question 13) 
If not, what specifically needs to be changed? (14.33) 

Response:   
 
Comments:   
 

Question 14) 
Do consultees agree that the duties on contract‐based pension providers to act in 
the interests of scheme members should be clarified and strengthened? (14.42) 

Response:  Yes 
 
Comments:   
Whilst this response is provided by the trustee of USS, a trust‐based scheme, it is our 
view that the extent to which fiduciary duties and obligations apply to contract‐
based schemes is unclear and a review ‐ and further clarity ‐ is to be welcomed. 

Question 15) 
Should specific duties be placed on pension providers to review the suitability of 
investment strategies over time? If so, how often should these reviews take place? 
(14.42) 

Response:  Yes 
 
Comments:   
It is our view that the suitability of investment strategies should be reviewed over 
time, and whilst economic and scheme‐specific events should principally determine 
the timing of such reviews, in default a review should be undertaken at least every 
three years, and preferably on at least an annual basis. 

Question 16) 
Should members of Independent Governance Committees be subject to explicit legal 
duties to act in the interests of scheme members? (14.42) 



Response:  Off 
 
Comments:   
 

Question 17) 
Should pension providers be obliged to indemnify members of Independent 
Governance Committees for liabilities incurred in the course of their duties? (14.42) 

Response:  Off 
 
Comments:   
 

Question 18) 
Do consultees agree that the general law of fiduciary duties should not be reformed 
by statute? (14.61) 

Response:  Yes 
 
Comments:   
Although clarification and guidance of fiduciary and other duties to all members of 
the investment chain is clearly required, this should not be reformed by statute. We 
agree with the NAPF that such a process would be unnecessarily lengthy with little 
added value. Such an approach could also lead to unnecessary rigidity in terms of 
interpretation and implementation of law particularly as investment styles and 
trends evolve. as mentioned above, we support the flexibility that is currently 
provided by the law as it stands. 

Question 19) 
Should rights to sue for breach of statutory duty under section 138D of the Financial 
Services and Markets Act 2000 be extended? (14.67) 

Response:  No 
 
Comments:   
We do not believe that an appropriately strong and coherent case has been put 
forward for extending the right to sue for breach of statutory duty under FSMA. 

Question 20) 
Is there a need to review the regulation of investment consultants? (14.71) 

Response:  No 
 
Comments:   
As highlighted above, we are not convinced that a strong enough case has been 
made for further regulation for investment consultants or any other member of the 
investment chain, which in itself could lead to various unintended consequences.  
This does not negate the fact that their role and significant influence as consultants 
to many funds clearly needs to be reviewed and clarified to ensure that they are 
acting in the best long‐term interests of their fund clients. 

Question 21) 
Is there a need to review the law of intermediated shareholdings? (14.74) 

Response:  No 
 



Comments:   
We do not believe that a review is required in this area as trust law adequately 
oversees intermediated relationships, enabling the investor ‐ as beneficiary ‐ to 
retain a proprietary interest in the securities being held on its behalf by the 
intermediary. 

Question 22) 
Should the FCA review the regulation of stock lending by custodians? (14.75) 

Response:  N/A 
 
Comments:   
Although we agree with Professor Kay that all income from stock lending should be 
disclosed and rebated to investors (after an appropriate charge for resources applied 
to manage the stock lending process), we are not supportive of a review of 
regulation in  stock lending by the custodians. 

Question 23) 
Do you have any other comments about fiduciary duties in the investment chain, or 
how those duties are applied in practice? 

Response:   
 
Comments:   
We have stated throughout this consultation process that we do not believe there is 
a need to reform the law of fiduciary duties in the investment chain. However, there 
is a case to be made that the duties of care that are owed by investment managers, 
consultants and other service providers should be made much more explicit and the 
relationship more clearly understood to ensure that all participants in the 
investment chain will act in the best interests of end clients. 
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RESPONSE TO QUESTIONS 

This optional response form is provided for consultees’ convenience in 
responding to our Consultation Paper on Fiduciary Duties of Investment 
Intermediaries. 

The Consultation Paper is available free of charge on our website at: 
http://lawcommission.justice.gov.uk/consultations/fiduciary duties.htm 

The response form includes the text of the questions in Chapter 15 of the 
Consultation Paper, with checkboxes for answers and space for comments. You 
do not have to respond to every question. Comments are not limited in length 
(the box will expand, if necessary, as you type). 

Each question gives a reference in brackets to the paragraph of the Consultation 
Paper at which the question is asked. Please consider the surrounding 
discussion before responding. 

We invite responses from 22 October 2013 to 22 January 2014. 

Please return this form: 

by email to: fiduciary.duties@lawcommission.gsi.gov.uk or 

by post to (before 4 November 2013):   

Folarin Akinbami, Law Commission, Steel House, 11 
Tothill Street, London SW1H 9LJ. 

Tel: 0203 334 0200 

by post to (after 4 November 2013): 

Folarin Akinbami, Law Commission, 1st Floor, Tower, 
52 Queen Anne’s Gate, London SW1H 9AG. 

Tel: 0203 334 0200 

We are happy to accept responses in any form – but we would prefer, if 
possible, to receive emails attaching this pre-prepared response form. 
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http://lawcommission.justice.gov.uk/consultations/fiduciary_duties.htm


 

Information provided to the Law Commission 
 
We may publish or disclose information you provide us in response to this consultation, 
including personal information. For example, we may publish an extract of your 
response in Law Commission publications, or publish the response in its entirety. We 
may also be required to disclose the information, such as in accordance with the 
Freedom of Information Act 2000. 
 
If you want information that you provide to be treated as confidential please contact us 
first, but we cannot give an assurance that confidentiality can be maintained in all 
circumstances. An automatic disclaimer generated by your IT system will not be 
regarded as binding on the Law Commission. 
  
The Law Commission will process your personal data in accordance with the Data 
Protection Act 1998. 
 

 

YOUR DETAILS 

 

Name of respondent:  

Type:  

Postal address: 

Telephone:  

Email: 

Confidentiality: 
 
Please read the Freedom of Information statement above 
before checking this box. 
I wish to keep this response confidential. 
 
Please explain why you regard the information as confidential: 
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Lorraine Talbot

Academic

Warwick Law School  
Warwick University 

 



We would like comments and responses on the following questions. 

PENSION TRUSTEES’ DUTIES TO ACT IN THE BEST INTERESTS OF 
BENEFICIARIES 

Question 1 Do consultees agree that Chapter 10 of the Consultation Paper 
represents a correct statement of the current law? (14.6) 

 Yes:   No:   Other: 

 

Question 2 Do consultees agree that the law reflects an appropriate 
understanding of beneficiaries’ best interests? (14.11) 

 Yes:   No:   Other: 
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Show font properties

Trustees may only consider wider social issues if by doing so the value to beneficiaries 
will be enhanced. Statement 5 while correct, assumes a possible difference of opinion 
which given the broad context in which the trustees under consideration operate,  is 
unlikely.  

However, the law has changed its position on what the beneficiary is at a key point in the 
investment chain- I discuss this in the final section.  



 

Question 3 Do consultees think that the law is sufficiently certain? (14.15) 

 Yes:   No:   Other: 

 

Question 4 Should the Occupational Pension Scheme (Investment) Regulations 
2005 be extended to all trust-based pension schemes? (14.15) 

 Yes:   No:   Other: 
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This will not address the problem of destructive short term strategies set out in the Kay 
Review. 



Question 5 Are there any specific areas where the law would benefit from 
statutory clarification? (14.15) 

 Yes:   No:   Other: 

 

Question 6 Do consultees agree that the law permits a sufficient diversity of 
strategies? (14.21) 

 Yes:   No:   Other: 
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The law needs have a clear definition of the company as an organization which delivers 
on sustainable issues. This would provide the base upon which to place fiduciary duties. 
(discussed further in the final section)

In so far as they deliver in the current interests of beneficiaries.



Question 7 Do consultees agree that the main pressures toward short-termism 
are not caused by the duty to invest in beneficiaries’ best interests? (14.24) 

 Yes:   No:   Other: 

 

Question 8 Do consultees agree that the law is right to allow trustees to consider 
ethical issues only in limited circumstances? (14.28) 

 Yes:   No:   Other:  
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The external pressures to pursue short term returns are connected with how fiduciaries' 
duties and beneficiaries' interests are conceptualized. In this sense they are indivisible. In 
a context where company activity was not dominated by the equities market (inter alia) a 
fiduciary duty would be exercised differently. The duty reflects the broader political 
environment. To address the problems highlighted by Kay, law reform needs to go far 
beyond a definition of fiduciaries if we are to avoid yet another highly ignorable code of 
conduct. 

Many argue that maximizing returns for beneficiaries is ethical and there is virtue in that 
position. However, the real abandonment of ethics lies with the pressure which funds 
place on companies to deliver in the short term. This negatively effects the environment, 
the community and especially employees. 



Question 9 Does the law encourage excessive diversification? (14.32) 

 Yes:   No:   Other: 

 

Question 10 Does the law encourage trustees to achieve the right balance of risk 
and return? (14.32) 

 Yes:   No:   Other: 
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The law promotes this but long after the horse had already bolted in that direction. Funds 
and especially the more passive pension funds have been diversifying for at least 30 
years. In so doing they can avoid the costs of monitoring. Attempts to encourage more 
active governance by institutions through, for example, the Stewardship Code 2010 and 
2012 have floundered in large part because of this tried and tested strategy for 
maximizing returns. 



 

Question 11 Are there any systemic areas of trustees’ investment strategies 
which pose undue risks? (14.32) 

 Yes:   No:   Other: 

 

Question 12 Overall, do consultees think that the legal obligations on trustees 
are conducive to investment strategies in the best interests of the ultimate 
beneficiaries? (14.33) 

 Yes:   No:   Other: 
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Question 13 If not, what specifically needs to be changed? (14.33) 

  

 

FIDUCIARY-TYPE DUTIES IN CONTRACT-BASED PENSION SCHEMES 

Question 14 Do consultees agree that the duties on contract-based pension 
providers to act in the interests of scheme members should be clarified and 
strengthened? (14.42) 

 Yes:   No:   Other: 
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Question 15 Should specific duties be placed on pension providers to review the 
suitability of investment strategies over time? If so, how often should these 
reviews take place? (14.42) 

 Yes:   No:   Other: 

Question 16 Should members of Independent Governance Committees be 
subject to explicit legal duties to act in the interests of scheme members? (14.42) 

 Yes:   No:   Other: 
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Question 17 Should pension providers be obliged to indemnify members of 
Independent Governance Committees for liabilities incurred in the course of their 
duties? (14.42) 

 Yes:   No:   Other: 

 

FIDUCIARY DUTIES IN THE REST OF THE INVESTMENT CHAIN 

Question 18 Do consultees agree that the general law of fiduciary duties should 
not be reformed by statute? (14.61) 

 Yes:   No:   Other: 
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Question 19 Should rights to sue for breach of statutory duty under section 138D 
of the Financial Services and Markets Act 2000 be extended? (14.67) 

 Yes:   No:   Other: 

 

Question 20 Is there a need to review the regulation of investment consultants? 
(14.71) 

 Yes:   No:   Other: 

 

 12



Question 21 Is there a need to review the law of intermediated shareholdings? 
(14.74) 

 Yes:   No:   Other: 

  

Question 22 Should the FCA review the regulation of stock lending by 
custodians? (14.75) 

 Yes:   No:   Other: 
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Yes, this is a key governance problem. 
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Do you have any other comments about fiduciary duties in the investment chain, 
or how those duties are applied in practice? 

 

 

One of the key issues is to consider is not the nature of the fiduciary or the nature of a 
fiduciary duty but the nature of the beneficiary. Whether a duty had been met will very much 
depend on how the law has determined the interests of the beneficiary. Beneficiaries define 
fiduciaries. Furthermore, how the law has determined the nature of the beneficiary reflects a 
particular historical and political context. This cannot be underestimated. For example, the 
fiduciary duties owed by a director of a company have changed as the political 
conceptualization of the beneficiary has changed. Up until the last few decades the 
beneficiary was ' the company' and the company was conceived as an organization 
containing many interests. Directors owed a duty to act in `the best interests of the company 
as a whole'. Directors were not, `trustees for individual shareholders.' (Percival v Wright 
[1902] 2 Ch. 421). The post 1970s political period saw a shift in social norms which 
correspondingly saw the 'company' being conceptualized as the interests of shareholders 
alone. This shift has since been set in law under the Companies Act 2006 section 172. Thus 
the fiduciary duty of a director is defined by what the beneficiary is; the interests of 
shareholders. Today the beneficiary is a mixed bag of national institutional investors and 
foreign (mainly) institutional investors and their interest is in high returns on their investment, 
preferably as quickly as possible. All along the investment chain so called fiduciaries are 
defined by their beneficiaries' interests and all along the chain those beneficiaries are 
interested only in the highest return possible. There is no space for environmental, social or 
developmental issues to be considered unless they coincide with profit maximisation. 
Furthermore, the four categories of fiduciary duties are met when the fiduciaries achieve the 
highest returns for their beneficiaries.    
While the Kay Review is fully cognisant of the complicated relationships in the investment 
chain it harks back to a period that will not return, if it ever existed  - a period of long term, 
involved shareholders who responsibly guide the economy into the future.  Kay provides an 
excellent analysis of the current relationships and incentives in the equity markets and of 
corporate governance which chimes with much of the academic criticism of our corporate 
governance system over the last few decades. Where it fails analytically is in its assumption 
that shareholders' real interests are in long term development so that a fiduciary pursuing 
that interest would be similarly concerned. The Kay Review takes the sensible, reasoned 
and evidenced position that the investment chain is long because of the expertise required 
to effectively extract value for beneficiaries and then takes the unreasoned, un-evidenced 
position that they don't want this. Instead, Kay maintains that shareholders would prefer to 
have a close stewardship relationship with the company, cut out the middle man, pursue 
long termism and accept small profits. It seems unlikely that shareholders will want to do 
more in order to receive less. Shareholders may be unhappy, but that's because they don't 
think the intermediaries, especially directors, are properly pursuing shareholder value and 
are taking too much for themselves. They're not unhappy because of the long term effects 
on the economy and their lack of involvement in improving that.   
The key problem is that a directors' fiduciary duties are fixed on a narrow conception of the 
company. All the short term strategies of other players in the investment chain are built upon 
that. Ensuring fiduciaries' commitment to the long term interests of the economy must come 
from reorienting directors' professional goals away from shareholders' interests and in the 
last resort from public enforcement. 
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FIDUCIARY DUTIES OF INVESTMENT INTERMEDIARIES 

 

RESPONSE TO QUESTIONS 

This optional response form is provided for consultees’ convenience in 
responding to our Consultation Paper on Fiduciary Duties of Investment 
Intermediaries. 

The Consultation Paper is available free of charge on our website at: 
http://lawcommission.justice.gov.uk/consultations/fiduciary duties.htm 

The response form includes the text of the questions in Chapter 15 of the 
Consultation Paper, with checkboxes for answers and space for comments. You 
do not have to respond to every question. Comments are not limited in length 
(the box will expand, if necessary, as you type). 

Each question gives a reference in brackets to the paragraph of the Consultation 
Paper at which the question is asked. Please consider the surrounding 
discussion before responding. 

We invite responses from 22 October 2013 to 22 January 2014. 

Please return this form: 

by email to: fiduciary.duties@lawcommission.gsi.gov.uk or 

by post to (before 4 November 2013):   

Folarin Akinbami, Law Commission, Steel House, 11 
Tothill Street, London SW1H 9LJ. 

Tel: 0203 334 0200 

by post to (after 4 November 2013): 

Folarin Akinbami, Law Commission, 1st Floor, Tower, 
52 Queen Anne’s Gate, London SW1H 9AG. 

Tel: 0203 334 0200 

We are happy to accept responses in any form – but we would prefer, if 
possible, to receive emails attaching this pre-prepared response form. 
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Information provided to the Law Commission 
 
We may publish or disclose information you provide us in response to this consultation, 
including personal information. For example, we may publish an extract of your 
response in Law Commission publications, or publish the response in its entirety. We 
may also be required to disclose the information, such as in accordance with the 
Freedom of Information Act 2000. 
 
If you want information that you provide to be treated as confidential please contact us 
first, but we cannot give an assurance that confidentiality can be maintained in all 
circumstances. An automatic disclaimer generated by your IT system will not be 
regarded as binding on the Law Commission. 
  
The Law Commission will process your personal data in accordance with the Data 
Protection Act 1998. 
 

 

YOUR DETAILS 

 

Name of respondent:  

Type:  

Postal address: 

Telephone:  

Email: 

Confidentiality: 
 
Please read the Freedom of Information statement above 
before checking this box. 
I wish to keep this response confidential. 
 
Please explain why you regard the information as confidential: 
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Charlton Frank

Other: Solutions provider



We would like comments and responses on the following questions. 

PENSION TRUSTEES’ DUTIES TO ACT IN THE BEST INTERESTS OF 
BENEFICIARIES 

Question 1 Do consultees agree that Chapter 10 of the Consultation Paper 
represents a correct statement of the current law? (14.6) 

 Yes:   No:   Other: 

 

Question 2 Do consultees agree that the law reflects an appropriate 
understanding of beneficiaries’ best interests? (14.11) 

 Yes:   No:   Other: 
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Question 3 Do consultees think that the law is sufficiently certain? (14.15) 

 Yes:   No:   Other: 

 

Question 4 Should the Occupational Pension Scheme (Investment) Regulations 
2005 be extended to all trust-based pension schemes? (14.15) 

 Yes:   No:   Other: 
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There should be consistent protection for all scheme members.  Applying the Regulations 
to all schemes may well drive the consolidation that many are calling for - a secondary 
benefit after consistent protection.



Question 5 Are there any specific areas where the law would benefit from 
statutory clarification? (14.15) 

 Yes:   No:   Other: 

 

Question 6 Do consultees agree that the law permits a sufficient diversity of 
strategies? (14.21) 

 Yes:   No:   Other: 
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The area that immediately comes to mind as likely to benefit from statutory clarification is 
that of risk.  Currently, risk is a nebulous term bandied about with little understanding of 
what is meant.  A requirement to clearly define what is meant by risk in the specific 
instance as well as how that risk is measured would be of general benefit.

The law currently does permit a wide range of strategies - probably too wide in reality!  It 
may be argued that (for example, in defined benefit space) there is a limited number of 
relevant strategies - there should be no issue if there is a single correct answer to a 
question.  Every strategy employed should be substantiated by a written rationale as to 
why it has been deployed and how it is likely to deliver on the stated objective. 
 



Question 7 Do consultees agree that the main pressures toward short-termism 
are not caused by the duty to invest in beneficiaries’ best interests? (14.24) 

 Yes:   No:   Other: 

 

Question 8 Do consultees agree that the law is right to allow trustees to consider 
ethical issues only in limited circumstances? (14.28) 

 Yes:   No:   Other:  
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The main pressures towards short-termism are not caused by the duty to invest in 
beneficiaries' best interests but rather by a range of other factors including herd behaviour 
and poor decision-making.  Long-termism is not necessarily in beneficiaries' best interests 
either, for example when long-termism means investing in a company through its secular 
decline.  Investing in beneficiaries' best interests requires an informed and rational 
approach based on an understanding of what these best interests are and how these are 
likely to be achieved over the period that investments are to be made. 
  
Short-term strategies may explicitly be sought by those who expect such strategies to 
make a contribution to their overall portfolio.  Conscious buyers, such as these, should be 
able to access short-term strategies if they so choose.

Ethical issues should be considered in all circumstances as these issues will likely have 
an impact on the financial performance of the underlying investment, as is currently (in our 
understanding) the case.  Trustees should have the ability to select those factors they 
deem relevant in making investments, subject to acting in the best interests of the 
beneficiaries, but should correspondingly be accountable for the success of those 
choices. 



Question 9 Does the law encourage excessive diversification? (14.32) 

 Yes:   No:   Other: 

 

Question 10 Does the law encourage trustees to achieve the right balance of risk 
and return? (14.32) 

 Yes:   No:   Other: 

 7

The law mentions the need for diversification but is suitably vague as to how much/little is 
encouraged.  Fiduciaries need to be clear, and ideally need to explain to their 
beneficiaries, as to how additional investments diversify the structure in place prior to the 
additional investments being made.  Slavishly adding investments in the belief, rather 
than the understanding, they diversify is dangerous.

The crux of this question is what is the right balance?  There is no correct answer to this 
question, in our opinion.  However, a clear statement by the trustees as to the risk and 
return they have set out to achieve allows for the outcome to be objectively assessed. 
  
The first step in this process is to identify the objective that the trustees are seeking to 
achieve.  Once the objective has been identified, the expected returns to support the 
achievement of the objective can be calculated.  
  
The next step is to identify what risk means to this set of trustees, how it is quantified and 
how much can be tolerated (given the objective/return requirement). 
  
These steps support defining what the 'right balance' of risk and return is to this group of 
trustees.  Once this balance of risk and return has been defined, outcomes can be 
monitored to assess whether the balance has been achieved and if this balance is indeed 
right. 
 



 

Question 11 Are there any systemic areas of trustees’ investment strategies 
which pose undue risks? (14.32) 

 Yes:   No:   Other: 

 

Question 12 Overall, do consultees think that the legal obligations on trustees 
are conducive to investment strategies in the best interests of the ultimate 
beneficiaries? (14.33) 

 Yes:   No:   Other: 
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The key area of risk (defined in this case as the likelihood of a permanent reduction in 
assets relative to liabilities (for DB funds)/income aspirations (for DC funds)) is due to a 
lack of understanding by trustees of the factors that influence pension fund outcomes. 
This lack of understanding has manifested in DB schemes being chronically over-exposed 
to equity, interest rate and inflation risks.  During the halcyon years of 1982-2000, this 
positioning resulted in a better than expected financial outcomes - a dangerous place to 
be (due to the over-confidence spawned).  Subsequent market movements have resulted 
in the pension fund sector in deep financial distress on any real-world measure.  The only 
certain outcome of this positioning is volatility in DB schemes' financial positions. 
  
Lifestyling in DC schemes results in similar over-exposure to equity, interest rates and 
inflation risks.  The switch into bonds (between 5 and 10 years prior to retirement) 
reduces interest rate risk but nowhere near what is required to stabilise the ability to 
purchase retirement income with any meaningful degree of predictability.  The 
consequence of this lack of understanding in DC world is that savers' ability to plan 
effectively for retirement is compromised and we risk having a population of impoverished 
pensioners.

Yes, trustees' legal obligations are (in theory) conducive to investment strategies in the 
best interests of the ultimate beneficiaries but these obligations requires further 
codification/detail.  There should certainly be greater emphasis on requirements for 
trustees to have greater demonstrable skills/knowledge.  



Question 13 If not, what specifically needs to be changed? (14.33) 

  

 

FIDUCIARY-TYPE DUTIES IN CONTRACT-BASED PENSION SCHEMES 

Question 14 Do consultees agree that the duties on contract-based pension 
providers to act in the interests of scheme members should be clarified and 
strengthened? (14.42) 

 Yes:   No:   Other: 
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Trustees' legal obligations require further codification/detail.  There should certainly be 
greater emphasis on requirements for trustees to have greater demonstrable 
skills/knowledge.

Contract-based providers should be subject to the same requirements as trust-based 
providers (and vice-versa).



Question 15 Should specific duties be placed on pension providers to review the 
suitability of investment strategies over time? If so, how often should these 
reviews take place? (14.42) 

 Yes:   No:   Other: 

Question 16 Should members of Independent Governance Committees be 
subject to explicit legal duties to act in the interests of scheme members? (14.42) 

 Yes:   No:   Other: 
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The review requirements should be consistent with those of trusts, so at least every three 
years in the current regime.

What is the point of IGCs if there is not a requirement for their members to act in the 
interests of scheme members?



Question 17 Should pension providers be obliged to indemnify members of 
Independent Governance Committees for liabilities incurred in the course of their 
duties? (14.42) 

 Yes:   No:   Other: 

 

FIDUCIARY DUTIES IN THE REST OF THE INVESTMENT CHAIN 

Question 18 Do consultees agree that the general law of fiduciary duties should 
not be reformed by statute? (14.61) 

 Yes:   No:   Other: 
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Indemnification is one way of removing a barrier to serving as a member of an IGC.  
Another approach is to set the IGC up as a limited liability company, as most trustee 
companies are.

The law needs to be made clearer/tighter.  Statute is one approach - Australian style 
covenants (or some combination of the two) is another.   
  
Agents owe a duty of care and transparency (as far as any financial benefit arising from the 
relationship) to their principal - this fundamental principal should be enshrined in statute and 
be immune from contractual over-ride.



Question 19 Should rights to sue for breach of statutory duty under section 138D 
of the Financial Services and Markets Act 2000 be extended? (14.67) 

 Yes:   No:   Other: 

 

Question 20 Is there a need to review the regulation of investment consultants? 
(14.71) 

 Yes:   No:   Other: 
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Yes, entities other than private persons should be able to sue. 
  
Those taking decisions should have nothing to fear if they can demonstrate that the decision 
was taken after due process and consideration, properly exercising their duty of care.

Client-facing consultants are already subject to 'controlled function' requirements although 
this did not appear anywhere in the Consultation Paper  However, employers should also 
have to be FCA authorised, even if only providing generic advice.



Question 21 Is there a need to review the law of intermediated shareholdings? 
(14.74) 

 Yes:   No:   Other: 

  

Question 22 Should the FCA review the regulation of stock lending by 
custodians? (14.75) 

 Yes:   No:   Other: 

 

 

 

 13

Stock lending is not only undertaken by custodians but also by other agents (e.g. some ETF 
managers are significant players in this market) although this was not clear from the 
Consultation Paper   
  
The whole regulatory structure around stock lending needs review.  The owners of assets to 
be lent should have the ability to opt in or out of lending programmes, even if only at the 
point of initial purchase.  Those bearing the economic risk (i.e. the owners of the stock) 
should receive the bulk (i.e. at least 80%) of the income from lending and agents should 
disclose their fees ahead of lending commencing as well as when accounting for each loan.  
The asset owners should be able to choose their lending agents rather than have an agent 
forced upon them.
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Do you have any other comments about fiduciary duties in the investment chain, 
or how those duties are applied in practice? 

 

 

We largely share Professor Kay's views in that fiduciary standards: 
a) require that the client’s interests are put first by its contracted agents; 
b) conflicts of interest should be avoided; and 
c) the direct and indirect costs of services provided should be disclosed and 
consented to in advance. 
  
We differ from Professor Kay in requiring that agents' fees be 'reasonable' as 
advance disclosure and consent means that principals can then choose whether to 
mandate the agents given the alternatives available in the market.  Set fees 
discourage competition and innovation. 
  
Those who choose to be part of the investment chain, acting as agents of the ultimate 
owners of assets, and are rewarded for being a part of the chain must act in the interests of 
their principals. The same way principals are on risk from the actions of their agents, so 
these agents should be on risk/liable for their actions - limiting liability skews the 
incentive/deterrent equation against the principal.  This approach of equitable outcomes 
may well lead to a mass exodus of industry participants who are not prepared to share their 
clients' experiences - the industry would be well served by being rid of such participants.  
Costs of service may well rise as a consequence but so too will quality of service and 
confidence in this service. 



 
 
Wednesday 22nd January 2014 

 
THE LAW COMMISSION - FIDUCIARY DUTIES OF INVESTMENT 

INTERMEDIARIES 
 
Introduction 
UNISON is pleased to make this submission to the Law Commission’s review of fiduciary 
duty. UNISON has 1.3 million members who have pensions in a range of defined benefit and 
defined contribution schemes across the public and private sectors, with estimated assets to 
the value of £250bn. 
 
Our first submission to the Law Commission’s review recommended that the commission 
should conduct a review of the fiduciary obligations of the 101 funds of the Local 
Government Pension Scheme in England, Northern Ireland, Scotland and Wales. These 
funds have around £180bn in assets at current valuations.  
 
We maintain that the current investment regulations are not fit for fiduciary purpose as of the 
EU Directive 41/2003 Institutions for Occupational Retirement Provision has not been 
correctly applied. 
 
We believe that the first report did not fully address compliance with the Directive. 
 
Society increasingly faces governance challenges at all levels and there is a growing 
recognition of the need to take a longer term and more systemic view. Currently incentives 
are overwhelmingly weighted to short-sighted, self serving leadership and action. 
 
Our common law system, where courts respond to specific fact situations, could play a 
critical role in resolving these difficulties. One particular avenue of redress is through the 
concept of fiduciary duty, the legal obligation to act in the best interests of others. 
 
Answers to questions posed in the consultation 
 

 The law is right to allow trustees to consider ethical issues only in limited 
circumstances?  

 
UK and EU law is clear that trustees must consider the best interests of scheme members 
and resolve any conflicts of interest in members favour.  This conflicts with the consideration 
of ethical issues. 
 
Increasingly, fiduciaries are required to look beyond the immediate imperatives of the market 
and their day to day operations towards longer-term, systemic concerns, such as 
intergenerational equity and sustainable development. This path is positioning fiduciaries 
with public responsibilities and, in doing so, should alter their legal and governance actions.  



 
Fiduciaries’ should have short, medium and long-term macroeconomic responsibilities so 
that their obligations to each generation of beneficiaries can be met. These are not issues of 
ethics; they are issues of practical economic management. 
 
The development of “whole economy” analysis for universal owner fiduciaries, and liaison 
with regulators, is still in its infancy. Consequently, our first response suggested that it 
should consider the concept of Universal Ownership and a broad macro-economic fiduciary 
outlook. http://www.justmeans.com/CSR-MPT-Universal-Ownership/38488.html  We are 
disappointed that the consultation does not appear yet to haves addressed these concerns.  
 
The fiduciary rules of prudence and care have correctly encouraged funds to own stock in 
every sector, and of competitive companies within sectors. This means that fund fiduciaries 
(trustees and fiduciary managers) are owners not of just a handful of assets, but of a slice of 
the whole economy: of all major listed corporations, infrastructure, corporate and 
government debt.  
 
UNISON believes that the “Universal Owner” hypothesis should be considered in the Law 
Commission’s review. This proposes that fiduciaries have an obligation to consider 
macroeconomic factors in carrying out their duties to beneficiaries.  
 
This means that while Universal Owner principles are being adopted for targeting, there is 
still no macroeconomic framework against which to judge the impact of any particular action. 
Plus we have no method of guessing whether any such action will run up against monetary, 
fiscal and regulatory issues which limit its effectiveness. 
 
Fiduciaries should therefore consider: 
 
 Externalities in relations between and within asset classes 
 Monetary policy 
 Fiscal policy 
 Regulation 
 Labour deployment 
 “Public-policy-like” positions on education, infrastructure, transport, communication, 

training, efficiencies within business 
 Each pension fund’s performance tends towards being an expression of the performance 

of the economy as a whole 
 Each pension fund is a co-owner with other funds of the whole economy, and funds 

should seek to collaborate with co-owners to improve overall economic performance 
 Each pension fund is a co-owner with others of entire sectors – costs of competition 

between firms are costs borne by owners 
 Governance rights should be exerted to optimise the relationship of externalities between 

assets in their impact on economic performance – reducing negative externalities and 
promoting positive ones. 

 
 
UN Secretary General Ban Ki-Moon said after the last financial crash: "What we cannot 
afford is more short-sighted approaches. The global economy needs more than a quick fix. It 
needs a fundamental fix. If we have learned anything from the financial crisis, it is that we 
must put an end to unethical and irresponsible behaviour and the tyrannical demand for 
short-term profit." 
 
 

http://www.justmeans.com/CSR-MPT-Universal-Ownership/38488.html


 The legal obligations on trustees are conducive to investment strategies in the 
best interests of the ultimate beneficiaries? And if not, what specifically needs to be 
changed?  

 
As stated above, the best interests of beneficiaries need to be addressed by the practical 
management of the assets themselves, not just to the allocation of assets.  
 
It took at least 20 years to overcome legal constraints on collective action by large funds. Yet 
because fund fiduciaries are legally bound to diversify assets, this spreads ownership widely, 
even the largest collective funds in the world must collaborate to influence corporate practice 
in a specific company or sector. 
 
The ability of funds to meet beneficiary interests - in large part to deliver pension income - is 
correlated to the overall performance of the British and world economy. 
 
However, the current investment environment is far removed from these legal obligations 
and governance ambitions. Instead: 

 Fund managers hold sway over fiduciaries, who meet rarely and have limited support 
and research on governance, collaboration and economic matters. Fund managers 
also put inappropriate pressure further down the investment and governance chain 
by requiring companies to deliver earnings, regardless of long-term planning and 
sensible business practice. 

 Currently it is not in the interest of fund managers to allow fiduciaries to collaborate 
and share research resources; to pool funds to reduce fees; nor change mandates 
and alter fee incentives. Almost completely absent from the investment advisory 
sector are agencies supporting “whole economy” thinking, collaboration between 
owners, and liaison with regulators. 

 
The repeated failure of governments to recognise that successful governance of the 
corporate private sector requires that fiduciaries are recognised and supported for what the 
law says they are the most senior governance authority in the whole of the private sector.  
 
Unfortunately governments repeatedly turn to fund managers and company boards for policy 
advice, compounding the problem, this is the current arrangement requested by the Kay 
Review. It is no excuse to argue that these junior authorities in the investment chain are 
better able to discuss policy than fiduciaries.  
 
The challenge for all concerned is to develop a fiduciary pool of knowledge and resources 
adequate to the task of long-term collective planning, alongside government, of the 
investments of millions of small savers. This must be fiduciary led and no by the fund 
managers or any other economic contractor. 
 
We commend the work of Edward J Waitzer and Douglas Sarro: ‘The Public Fiduciary: 
Emerging Themes in Canadian Fiduciary Law for Pension Trustees’, which we attached with 
our first submission. This paper argues that evolving trends in fiduciary responsibility of 
pension fund trustees and other representatives will impose public and inter-generational 
obligations on them and require that they consult with beneficiaries (or their proxies), be 
strategic and collaborate with other like-situated fiduciaries.  
 
Pension fund fiduciaries should focus on ways in which their investment decisions can 
benefit the whole and, in so doing, mitigate risk and increase return. This requires a shift in 
focus beyond portfolio-level benefits to a consideration of systemic effects, considering how 



investment can be used to create better markets (and society) tomorrow, rather than simply 
“beating” the market today.  
 
Such actions should serve the interests of beneficiaries over time better than focusing on 
maximising short-term relative returns. In order to sustain such an approach consultation 
and accommodation will be a critical element of perspective taking – seeing issues through 
the eyes of others, the beneficiaries. 
 
We therefore seek a recommendation to be made by the Commission that consultation 
rights for beneficiaries on matters of investment strategy, stewardship and macro-economic 
policy become a statutory obligation on pension fund fiduciaries. 
 
It may also prove a useful tool for reducing the risk that disgruntled members will turn to 
litigation and, in turn, the risk that a court will conclude that trustees failed to consider the 
best interests of the beneficiaries and did not exercise care in safeguarding them. It would 
therefore be prudent for administrators to begin developing frameworks for consulting with 
beneficiaries (or their representatives) now.  
 
As Waitzer and Sarro incisively point out “By engaging in consultation, a fiduciary may learn 
more about what the best interests of its beneficiaries are and how its actions will affect 
these beneficiaries’ interests. It may also learn more about the social norms beneficiaries 
hope will guide investment decisions. With the benefit of more information, the fiduciary will 
likely be able to strike a balance that serves the interests of the beneficiaries as a whole (as 
investors and as responsible citizens) while minimizing the specific harms caused to the 
interests of some classes of beneficiaries”.  
 
We believe that The Law Commission should recommend a change in the Occupational 
Pension Scheme (Investment) Regulations so that there is a duty to regularly consult 
scheme members (at least once a year) on their views on investment strategy and other 
economic considerations, such as environmental, social, governance, monetary, fiscal and 
social policy, that impact on the fund’s ability to deliver the pension and fiduciary obligations.  
 
 The duties on contract-based pension providers to act in the interests of members 

should be clarified and strengthened?  

Yes. Contract based pension providers should be required to establish a trust board under 
the control of the scheme members. They should be governed under the requirements and 
application of the Occupational Pension Scheme (Investment) Regulations. 
 

 Pension providers should be duty-bound to review the suitability of investment 
strategies over time? And if so, how often they should do this?  

There should be an annual review of all investment strategies, charges and transaction 
costs. There should also be a benchmarking challenge to enable cost comparisons. 

 

 The regulation of investment consultants and custodians needs to be reviewed? 

Yes. There should be a review of the connections between consultants and all other actors 
in the investment chain. There should be no commercial relationships between the 
consultants and other investment and banking houses. All custodians, fund managers, 
brokers should be required to reveal their commercial links with each other and all of their 
transaction costs and stock lending should be transparent to the pension fund fiduciaries and 
beneficiaries. 

 



AMNT response to the Law Commission’s consultation on fiduciary duties 
 
 
Introduction 
The Association of Member Nominated Trustees is an organisation run by and for 
member-nominated trustees, representatives and directors of pension schemes, both defined 
benefit and defined contribution, in both the public and private sector. Established in 2010, the 
Association now has about 350 members from occupational pension schemes with collective 
assets of approximately £250 billion.  
 
These pension schemes range in size from £5 million to over £40 billion; they include DB 
schemes that are fully open and those that are closed to further accrual or closed to new members.   
 
The AMNT welcomes the Law Commission’s very important consultation into fiduciary duties. 
The AMNT conducted a survey of pension scheme trustees in order to inform our response with 
the views and experiences of our members. Fifty-seven of our members took part in the survey.  
 
We have addressed our responses directly to each of the Commission’s questions in turn. 
 
1. Do consultees agree that Chapter 10 of the Consultation Paper represents a correct 

statement of the current law? 
It is not within the competence of member-nominated trustees, or of other member 
representatives in pension scheme governance, to second-guess the members of the Law 
Commission as to what is at present the law within the jurisdictions of the United Kingdom. 

2. Do consultees agree that the law reflects an appropriate understanding of beneficiaries’ 
best interests? 
It appears from the tone of the paper, even if a different inference could in places be drawn 
from the analysis, that there is a view that the best interest of the beneficiaries (in which term, 
throughout our response, we include members) must in practice be construed to be the 
maximisation of their receipts under the scheme rules in monetary terms.  Application of 
broader criteria of the beneficiaries’ well-being is apparently legitimate only if the trustees 
reasonably believe that such application will not prejudice that maximisation.   

That does not seem wholly appropriate.  What is the point of targeting pension benefits that 
are nominally higher but buy lower quality of life?  To the extent that trustees’ choice of 
investment (or indeed benefit design in so far as they can affect that) may consciously have 
the effect of trading off well-being against money, that would seem to sit ill with their proper 
purpose.  If this is required by law, it has perhaps come to be so because the issues thus 
excluded are perceived to be too difficult to resolve; but then the range of issues which 
trustees are clearly permitted by law to consider – or indeed compelled to consider if they are 
not to breach their duty by fettering their discretion – pose huge difficulties too. 

3. Do consultees think that the law is sufficiently certain? 
It would be helpful if the law were more certain.  While the creation of a lot of statutory 
definitions of trustee duties would not necessarily contribute to greater certainty throughout, 
there would be advantage in specifying factors which trustees may take into account, 
provided that the list so specified was expressly non-exclusive.  Indeed, it could be useful to 
prescribe more factors than at present that trustees would be required to take into account or 
to explain why they did not.  

  



4. Should the Occupational Pension Schemes (Investment) Regulations 2005 be extended to 
all trust-based pension schemes? 
Yes.  It is in general AMNT’s view that protection of beneficiaries’ reasonable expectations 
should be paramount in every regulated pension structure.  The extension canvassed would 
contribute to achieving that.  However, it would make sense to retain for “small schemes” as 
now defined in the Regulations (<12 members, where either each has a veto or there is at least 
one registered independent trustee or registered independent director of the sole corporate 
trustee) the exemptions that currently cover them, explicitly or by necessary implication.  No 
change is needed, either, to the modification of SIP requirements for wholly-insured schemes, 
or to the relaxation of investment constraints for schemes in wind-up. 

5. Are there any specific areas where the law would benefit from statutory clarification? 
The option which the statutory regulations gives trustees to leave environmental, social and 
governance (“ESG”) considerations out of account should perhaps be removed, or such 
exclusion of ESG placed on a “comply or explain” basis.  See also the penultimate paragraph 
of our answer to Q8. 

6. Do consultees agree that the law permits a sufficient diversity of strategies? 
Yes.  The tone of the paper, however, risks having the effect of discouraging some strategies 
which ought not to be generally discouraged.  It is for example far too easy for trustees to 
suppose that it is a less serious breach of duty not to consider relevant ESG risks of an 
investment than it is to risk a modest reduction in portfolio diversification.  This is often a 
function of the way in which advisers interpret the law, sometimes with a view to reducing 
their own risks rather than to promoting the interests of the beneficiaries. 

7. Do consultees agree that the main pressures towards short-termism are not caused by 
the duty to invest in beneficiaries’ best interests? 
It is clear from a distance that short-termism is rarely in the beneficiaries’ interests.  Probably 
the law is not in itself the problem.  Insufficient clarity as to trustee duties may be a part of 
the problem though.  It would help if it were clearer as a result of the Law Commission’s final 
document that the trustees have as investors an obligation to look to the longer term over 
which their liabilities will mature, and an obligation in delegating their investment 
management function to secure that their fund managers are to take a similarly long-term 
perspective.  This will not eliminate the mind-set one too often encounters that the long term 
is no more than an aggregate of short terms; but it may helpfully reduce its incidence. 

8. Do consultees agree that the law is right to allow trustees to consider ethical issues only 
in limited circumstances? 
This is an odd question.  The Commission’s paper appears to make clear that trustees are 
allowed to consider ethical issues in all circumstances.  What they are not allowed to do is to 
exercise their own ethical or political preferences, as distinct from those they reasonably 
believe to be conscientiously held by the generality of their beneficiaries, or to apply ethical 
criteria where to do so would prejudice the maximisation of the financial resource available to 
pay the pension benefits due under the scheme rules. 

Our survey of AMNT members suggests that most trustees understand that they are allowed 
to take ESG issues into account when making investment decisions.  The extent to which they 
do so, or to which the investment management agreements into which they enter require their 
fund managers to do so, is more limited.  The matter is not always considered with as much 
attention as it deserves.   

Moreover, the fact that a quarter of respondents believe that they are not allowed to take ESG 
issues into account suggests that scheme advisers – and organisations of other kinds (e.g., 
AMNT, tPR) – have more to do in promoting trustee knowledge and understanding in this 



area.  More forthright language from the Law Commission about the scope for trustees to 
work on ESG issues would help too. 

It is also generally recognised by respondents to that survey that it is permissible for trustees 
to accept a lesser return on individual investments where this is justifiable by the benefits to 
the portfolio as a whole, but it is not evident that there is much active consideration by 
trustees of macro-economic factors as discussed in paragraphs 10.67ff of the Consultation 
Paper. 

Fewer than one-fifth of respondents to that AMNT survey had been asked to consider the 
exclusion of a particular investment (or investment class) on ethical grounds.  This may 
indicate that there is little concern on the part of stakeholders, or that they are aware (or even 
have an exaggerated view) of the constraints which the law place on trustees’ application of 
ethical criteria. Surveys abroad have shown substantial proportions of pension scheme 
members saying they would be willing to sacrifice a little of their income for a more ethical 
investment profile. Our survey indicated that it was usually the trustees themselves who had 
raised the matter.  

However, it reinforces a view that the Commission’s paper should pay relatively less attention 
to ethical screening strategies and more to the desirability of constructive engagement with 
companies in which pension funds are invested.  Importantly, the constructive engagement 
would usually be provided by asset managers appointed by the trustees, not by the trustees 
themselves, but the role of trustees is to extend their concern that those to whom they delegate 
do indeed carry out that task. (See in that connection our answer to Q18.)  

They should also concern themselves much more with the importance of voting their stock, 
something which intermediaries should be pressed to do more to assist with.  Consideration 
might usefully be given to the introduction of a requirement that trustees should adopt a 
policy of either using their votes, or expressly abstaining, on company resolutions wherever 
feasible, or should explain why they do not adopt that policy. In that regard the Financial 
Reporting Council should amend the UK Stewardship Code to ensure that fund managers 
should facilitate directed voting on pooled funds. Thus far they have indicated reluctance to 
do so. 

The Commission appears to be far too relaxed about pension schemes opting out of 
stewardship, a stance which seems inimical to the best interests of beneficiaries. 

9. Does the law encourage excessive diversification? 
Not if correctly interpreted, and we are not aware that disproportionate diversification occurs. 

10. Does the law encourage trustees to achieve the right balance of risk and return? 
Yes if it were correctly construed.  The difficulty is that in practice short-termism is 
encouraged by the way in which trustee obligations are discharged: see our answer to Q7. 

11. Are there any systemic area of trustees’ investment strategies which pose undue risks? 
The AMNT recognises that this is an important question which is insufficiently addressed by 
the pensions industry, but it is not a question to which it has as yet a considered answer. 

12. Overall, do consultees think that the legal obligations on trustees are conducive to 
investment strategies in the best interests of the ultimate beneficiaries? 
An investment strategy that was not reasonably believed by the trustees to be in the best 
interests of the ultimate beneficiaries would conflict with the trustees’ legal obligations.  The 
structure of the industry, its short-termism in particular, may make it difficult for trustees to 
keep in view all the factors relevant to the attainment of beneficiaries’ best interests; and to 
the extent that greater clarity as to trustees’ long-term obligations may result in their greater 
recognition of them, that will help trustees achieve them.  It would be helpful to impose on 



others in the industry such obligations as will dissuade them from frustrating the trustees in 
that. 

13. If not, what specifically needs to be changed? 
See our answer to Q18. 

14. Do consultees agree that the duties on contact-based pension providers to act in the 
interests of scheme members should be clarified and strengthened? 
Yes. 

15. Should specific duties be placed on pension providers to review the suitability of 
investment strategies over time?  If so, how often should these reviews take place? 
Yes.  We should wish to consider further the appropriate maximum interval between reviews. 

16. Should members of Independent Governance Committees be subject to express legal 
duties to act in the interests of scheme members? 
Yes. 

17. Should pension providers be obliged to indemnify members of Independent Governance 
Committees for liabilities incurred in the course of their duties? 
Yes – to the same extent as trustees are normally entitled to use scheme funds to indemnify 
themselves. 

18. Do consultees agree that the general law of fiduciary duties should not be reformed by 
statute? 
It should be prescribed by law that where a body with fiduciary duties in relation to pension 
investments delegates to an agent the management of those investments, it must secure that 
the agent does not act in such a manner that those duties are breached or avoided.  The law 
must provide the body with the primary duty with adequate means to enforce an indemnity on 
an agent that does not comply with the duties laid on it by the principal. 

19. Should rights to sue for breach of statutory duty under section 138D of the Financial 
Services and Markets Act 2000 be extended? 
On balance, yes.  While extending the right of litigation may not be a very effective remedy 
for bad behaviour that has occurred, it has considerable potential as a deterrent, provided that 
it can be so designed as to minimise the risk of reckless prudence. 

20. Is there are a need to review the regulation of investment consultants? 
Yes. 

21. Is there a need to review the law of intermediated shareholdings? 
AMNT has no view on the best way forward. 

22. Should the FCA review the regulation of stock lending by custodians? 
Yes. 

 

……………………………… 
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FIDUCIARY DUTIES OF INVESTMENT INTERMEDIARIES 

 

RESPONSE TO QUESTIONS 

This optional response form is provided for consultees’ convenience in 
responding to our Consultation Paper on Fiduciary Duties of Investment 
Intermediaries. 

The Consultation Paper is available free of charge on our website at: 
http://lawcommission.justice.gov.uk/consultations/fiduciary duties.htm 

The response form includes the text of the questions in Chapter 15 of the 
Consultation Paper, with checkboxes for answers and space for comments. You 
do not have to respond to every question. Comments are not limited in length 
(the box will expand, if necessary, as you type). 

Each question gives a reference in brackets to the paragraph of the Consultation 
Paper at which the question is asked. Please consider the surrounding 
discussion before responding. 

We invite responses from 22 October 2013 to 22 January 2014. 

Please return this form: 

by email to: fiduciary.duties@lawcommission.gsi.gov.uk or 

by post to (before 4 November 2013):   

Folarin Akinbami, Law Commission, Steel House, 11 
Tothill Street, London SW1H 9LJ. 

Tel: 0203 334 0200 

by post to (after 4 November 2013): 

Folarin Akinbami, Law Commission, 1st Floor, Tower, 
52 Queen Anne’s Gate, London SW1H 9AG. 

Tel: 0203 334 0200 

We are happy to accept responses in any form – but we would prefer, if 
possible, to receive emails attaching this pre-prepared response form. 
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http://lawcommission.justice.gov.uk/consultations/fiduciary_duties.htm


 

Information provided to the Law Commission 
 
We may publish or disclose information you provide us in response to this consultation, 
including personal information. For example, we may publish an extract of your 
response in Law Commission publications, or publish the response in its entirety. We 
may also be required to disclose the information, such as in accordance with the 
Freedom of Information Act 2000. 
 
If you want information that you provide to be treated as confidential please contact us 
first, but we cannot give an assurance that confidentiality can be maintained in all 
circumstances. An automatic disclaimer generated by your IT system will not be 
regarded as binding on the Law Commission. 
  
The Law Commission will process your personal data in accordance with the Data 
Protection Act 1998. 
 

 

YOUR DETAILS 

 

Name of respondent:  

Type:  

Postal address:  

Telephone:  

Email: 

Confidentiality: 
 
Please read the Freedom of Information statement above 
before checking this box. 
I wish to keep this response confidential. 
 
Please explain why you regard the information as confidential: 
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James McLean

Balfour+Manson LLP 
54-66 Frederick Street 
Edinburgh 
Eh2 1LS



We would like comments and responses on the following questions. 

PENSION TRUSTEES’ DUTIES TO ACT IN THE BEST INTERESTS OF 
BENEFICIARIES 

Question 1 Do consultees agree that Chapter 10 of the Consultation Paper 
represents a correct statement of the current law? (14.6) 

 Yes:   No:   Other: 

 

Question 2 Do consultees agree that the law reflects an appropriate 
understanding of beneficiaries’ best interests? (14.11) 

 Yes:   No:   Other: 
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Question 3 Do consultees think that the law is sufficiently certain? (14.15) 

 Yes:   No:   Other: 

 

Question 4 Should the Occupational Pension Scheme (Investment) Regulations 
2005 be extended to all trust-based pension schemes? (14.15) 

 Yes:   No:   Other: 
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Question 5 Are there any specific areas where the law would benefit from 
statutory clarification? (14.15) 

 Yes:   No:   Other: 

 

Question 6 Do consultees agree that the law permits a sufficient diversity of 
strategies? (14.21) 

 Yes:   No:   Other: 
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Conduct of a fiduciary relative to taking into account social and environmental issues, 
especially in the case of  a charity



Question 7 Do consultees agree that the main pressures toward short-termism 
are not caused by the duty to invest in beneficiaries’ best interests? (14.24) 

 Yes:   No:   Other: 

 

Question 8 Do consultees agree that the law is right to allow trustees to consider 
ethical issues only in limited circumstances? (14.28) 

 Yes:   No:   Other:  
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provided that the limited circumstances can be tailored in advance and  beneficiaries (or 
donors) are in practice able to select schemes that accord with their principles.



Question 9 Does the law encourage excessive diversification? (14.32) 

 Yes:   No:   Other: 

 

Question 10 Does the law encourage trustees to achieve the right balance of risk 
and return? (14.32) 

 Yes:   No:   Other: 
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Question 11 Are there any systemic areas of trustees’ investment strategies 
which pose undue risks? (14.32) 

 Yes:   No:   Other: 

 

Question 12 Overall, do consultees think that the legal obligations on trustees 
are conducive to investment strategies in the best interests of the ultimate 
beneficiaries? (14.33) 

 Yes:   No:   Other: 
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no response

neutral  effect 



Question 13 If not, what specifically needs to be changed? (14.33) 

  

 

FIDUCIARY-TYPE DUTIES IN CONTRACT-BASED PENSION SCHEMES 

Question 14 Do consultees agree that the duties on contract-based pension 
providers to act in the interests of scheme members should be clarified and 
strengthened? (14.42) 

 Yes:   No:   Other: 
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Question 15 Should specific duties be placed on pension providers to review the 
suitability of investment strategies over time? If so, how often should these 
reviews take place? (14.42) 

 Yes:   No:   Other: 

Question 16 Should members of Independent Governance Committees be 
subject to explicit legal duties to act in the interests of scheme members? (14.42) 

 Yes:   No:   Other: 
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annual or biennial 



Question 17 Should pension providers be obliged to indemnify members of 
Independent Governance Committees for liabilities incurred in the course of their 
duties? (14.42) 

 Yes:   No:   Other: 

 

FIDUCIARY DUTIES IN THE REST OF THE INVESTMENT CHAIN 

Question 18 Do consultees agree that the general law of fiduciary duties should 
not be reformed by statute? (14.61) 

 Yes:   No:   Other: 
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Question 19 Should rights to sue for breach of statutory duty under section 138D 
of the Financial Services and Markets Act 2000 be extended? (14.67) 

 Yes:   No:   Other: 

 

Question 20 Is there a need to review the regulation of investment consultants? 
(14.71) 

 Yes:   No:   Other: 
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This needs examining in many different   contexts relative to  different financial services, not 
just the present context



Question 21 Is there a need to review the law of intermediated shareholdings? 
(14.74) 

 Yes:   No:   Other: 

  

Question 22 Should the FCA review the regulation of stock lending by 
custodians? (14.75) 

 Yes:   No:   Other: 
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Any review needs to be on an EEA-wide basis. A UK-only solution is pointless and probably 
unworkable in a European single market 

but the FCA should in doing so collaborate with its equivalents across the EEA 
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Do you have any other comments about fiduciary duties in the investment chain, 
or how those duties are applied in practice? 

 

 

Fiduciary duties do raise issues but the notion that they a cause or contribute to 
short-termism is not substantiate and unlikely to be so. 
  
  
Solutions proposed to any identified problems relative to investments need to be compatible 
with obligations as an EU state and EEA contracting party. There is a limit to what  can 
sensibly   be attempted at national level but that is not a reason to refrain from further 
enquiry. 
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Question 1)  
Do consultees agree that Chapter 10 of the Consultation Paper represents a correct 
statement of the current law? (14.6) 

Response:  Other 
 
Comments:   
We presume that it does, although we are not qualified to judge the interpretation 
set out in the document. 

Question 2)  
Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests? (14.11) 

Response:  Yes 
 
Comments:   
We agree on the basis that our understanding of the interpretation set out in the 
document imposes on fiduciaries an absolute loyalty to beneficiaries, but 
acknowledges that a policy of taking long term view of investee company prospects 
may be compatible with this.   Non‐financial issues, including the company's ethical 
values, its treatment of stakeholders and its awareness of its impact on society, will 
normally affect its franchise and therefore its ability to generate returns for 
shareholders over the longer term. Consideration of these issues is therefore 
compatible with the duty to provide a financial return to the beneficiaries, and the 
law rightly permits it. We also agree that fiduciaries may not consider non‐financial 
factors where this does not serve the financial  interests of the beneficiaries. They 
should not use their power as fiduciaries to further their own interests and agenda. 

Question 3) 
Do consultees think that the law is sufficiently certain? (14.15) 

Response:  No 
 



Comments:   
The consultation document itself makes it clear that the law is uncertain and states 
that this is not necessarily a bad thing because it creates a useful level of flexibility. 
This flexibility may have some value in permitting a diverse choice of investment 
strategies but it is inevitable that it will also lead to confusion among practitioners. 
The question is how this problem should be addressed. We are wary of legislating for 
statutory fiduciary duties since we fear that this might lead to politicisation, not to 
mention an unhealthy increase in litigation. A more useful approach might be to 
encourage key participants in the investment chain to be clearer in their own 
interpretation of their fiduciary duties and explain how this is consistent with the law 
as it stands. The key instrument is mandates. Pension fund trustees and others who 
award mandates to asset managers should be clear about how they expect the latter 
to act on their behalf. They should be clear about their investment time horizons, 
and, where these are long term, about the actions they  expect fund managers to 
take to safeguard the value of their investments over the long term. Where they take 
a narrow view of their investment approach they should explain why they have done 
so. This simple change could be achieved through regulation rather than legislation. 
It would involve requiring trustees to state publicly, when awarding mandates that 
they have made a considered decision which fully reflects the interests of their 
beneficiaries interests. They should confirm that they are satisfied that the terms of 
the mandate reflects these interests and give the reasons why this is the case. Such a 
requirement would not limit choice in investment approach but it would oblige 
trustees to explain it. Two further steps would help. First investment consultants 
should develop the resource and the skills to give objective advice in this area. 
Second, there is room for more education directed particularly at trustees so that 
they can understand for themselves where their fiduciary duties lie and the choices 
that confront them. As a contribution to this, the IBE intends publish a paper in the 
Autumn on ethical challenges facing trustees. 

Question 4) 
Should the Occupational Pension Scheme (Investment) Regulations 2005 be 
extended to all trust‐based pension schemes? (14.15) 

Response:  Other 
 
Comments:   
We have no opinion. 

Question 5) 
Are there any specific areas where the law would benefit from statutory 
clarification? (14.15) 

Response:  No 
 
Comments:   
See our answer to Question 3 

Question 6) 
Do consultees agree that the law permits a sufficient diversity of strategies? (14.21) 

Response:  Yes 
 
Comments:   



See our answer to Question 3 

Question 7) 
Do consultees agree that the main pressures toward short‐termism are not caused 
by the duty to invest in beneficiaries’ best interests? (14.24) 

Response:  Yes 
 
Comments:   
Yes, we do consider that other factors are at work, including the pressing need to fill 
pensions deficits, sell‐side focus on dealing commissions, and the way in which fund 
valuation is approached. However, the way the law operates has also played a role 
because it has provided an excuse for some trustees to take a narrow view. Obliging 
trustees to be clear how they use the flexibility the law provides is a way of 
addressing this. 

Question 8) 
Do consultees agree that the law is right to allow trustees to consider ethical issues 
only in limited circumstances? (14.28) 

Response:  Yes 
 
Comments:   
Yes, the obligation to give primacy to the beneficiaries overrides other 
considerations although this obligation is itself an ethical issue. 

Question 9) 
Does the law encourage excessive diversification? (14.32) 

Response:  No 
 
Comments:   
This does not appear to be the case. 

Question 10) 
Does the law encourage trustees to achieve the right balance of risk and return? 
(14.32) 

Response:  Yes 
 
Comments:   
Yes with the proviso that the word "right" is an odd one in this context. There is no 
absolute "right" balance and a better word might be "appropriate." An appropriate 
balance will only be achievable if trustees understand the risks they are running. 
There are some legitimate questions about whether this is the case with derivative 
strategies, but this is not grounds for changing the law. 

Question 11) 
Are there any systemic areas of trustees’ investment strategies which pose undue 
risks? (14.32) 

Response:  Yes 
 
Comments:   
Derivative strategies may fall into this category in some circumstances. Trustees 
cannot fulfill their fiduciary duties to their beneficiaries if they do not understand the 
risks they are running on their behalf. 



Question 12) 
Overall, do consultees think that the legal obligations on trustees are conducive to 
investment strategies in the best interests of the ultimate beneficiaries? (14.33) 

Response:  Yes 
 
Comments:   
Yes, provided the trustees are conscientious in developing an understanding of what 
the legal obligations entail. 

Question 13) 
If not, what specifically needs to be changed? (14.33) 

Response:   
 
Comments:   
N/A 

Question 14) 
Do consultees agree that the duties on contract‐based pension providers to act in 
the interests of scheme members should be clarified and strengthened? (14.42) 

Response:  Yes 
 
Comments:   
We note work of the DWP in this area and are supportive of it. The current structure 
of contract‐based schemes provides very little comfort to beneficiaries that their 
interests are being safeguarded. 

Question 15) 
Should specific duties be placed on pension providers to review the suitability of 
investment strategies over time? If so, how often should these reviews take place? 
(14.42) 

Response:  Off 
 
Comments:   
Yes, in principle. We have no firm view how frequent this should be. 

Question 16) 
Should members of Independent Governance Committees be subject to explicit legal 
duties to act in the interests of scheme members? (14.42) 

Response:  Yes 
 
Comments:   
While we welcome this innovation from the Association of British Insurers as a 
gesture of recognition that governance around contract‐based schemes needs to 
improve, we do not regard this approach as having permanent value. As long as the 
management of the scheme is subject to a contract between the sponsoring 
company and the pension provider, it is not clear whether the independent 
governance committees will have any real authority. A legal obligation to act in the 
interests of scheme members may add to their influence, but it does not give them 
authority over the provider. It is interesting to ponder what the situation would be if 
committee members, appointed by the provider and  with the legal duty to act in the 
interests of scheme members, felt that it was in the best interests of those members 



to change provider. Our answer to this question is therefore only a conditional yes. 
We consider that a trust‐based approach provides a more natural framework for 
good governance  and that defined contribution schemes should be encouraged to 
go down this route. 

Question 17) 
Should pension providers be obliged to indemnify members of Independent 
Governance Committees for liabilities incurred in the course of their duties? (14.42) 

Response:  Yes 
 
Comments:   
 

Question 18) 
Do consultees agree that the general law of fiduciary duties should not be reformed 
by statute? (14.61) 

Response:  Yes 
 
Comments:   
 

Question 19) 
Should rights to sue for breach of statutory duty under section 138D of the Financial 
Services and Markets Act 2000 be extended? (14.67) 

Response:  Other 
 
Comments:   
We have no  clear opinion. 

Question 20) 
Is there a need to review the regulation of investment consultants? (14.71) 

Response:  Yes 
 
Comments:   
Yes, to clarify expectations of them. See answer to Question 3 above. 

Question 21) 
Is there a need to review the law of intermediated shareholdings? (14.74) 

Response:  Yes 
 
Comments:   
The operation of custodians and the law surrounding it is unclear. This raises 
uncertainties about the security of collateral and the operation of the voting chain. It 
is difficult for beneficiaries and those acting on their behalf to know whether 
custodians are acting in their best interests when the operations of custodians lack 
transparency. Omnibus accounts whereby the holdings of many different investors 
are pooled are a particular source of concern. There is also a competition policy issue 
about the pricing of these accounts compared with designated accounts which 
handle the securities of only one investor. 

Question 22) 
Should the FCA review the regulation of stock lending by custodians? (14.75) 

Response:  N/A 



 
Comments:   
Yes. We agree with the Kay Review that all fees from stock‐lending should be 
disclosed and rebated to investors. 

Question 23) 
Do you have any other comments about fiduciary duties in the investment chain, or 
how those duties are applied in practice? 

Response:   
 
Comments:   
 

 



From: m.hersh 
Sent: 22 January 2014 16:03
To: fiduciary
Subject: fiduciary duty

Dear Mr Akimbami,
I am a member of the USS Pension Scheme and currently also one of the UCU negotiators on USS.  However, I am 
writing in a personal capacity.  We have policy on ethical investment and also on sustainability and disinvestment 
from high carbon portfolios.  In addition, I have personal concerns about a wide range of ethical investment issues.   I 
have raised ethical investment in negotiating meetings.  In response I have been informed that a number of UCU 
members
have written to USS to raise their concerns, but that USS can only make decisions on financial grounds and cannot 
consider ethical factors.  I would further note that there is a degree of uncertainty in all investment strategies and that 
ethical investment strategies are not necessarily financial worse than unethical strategies.

I understand that the law does allow ethical issues to be considered in investment strategies if this will not lead to 
financial detriment.  However, USS is not taking account of this in practice and there is therefore a need to ensure that 
pension funds are aware of this and it is implemented it practice.

I would also note the difference between ethics and legality.  Thus many members USS    members are very concerned 
about investment in the arms trade, tobacco and high carbon firms, though these activities are all currently legal.  
However, regulation and legislation change and it is not unlikely that, for instance, the arms trade will be more highly 
regulated in the future, making investment in some aspects of it illegal, regardless of whether or not they continue to 
be profitable.  There are also activities, such as trading in organs and child porgnography, which are very rightly illegal 
and I would certainly not wish otherwise, making investment in them illegal, regardless of how profitable they are.    

I would suggest that ethics is one of the motivations in the prohibition of certain types of activities. Thus, pension 
funds and other organisations are already required to take account of some ethical factors in making investment 
decisions in order to comply with the law.  However, members of USS and other funds are often concerned equally 
concerned about other ethical issues and very distressed about certain types of investments.  Members should not be 
put in the position where they have to choose between their ethical principles and having some income after 
retirement.  There is also no evidence that a well thought out investment strategy based on ethical principles will lead 
to financial disadvantage.       

Financial factors will always play an important role in investment decisions, but I would request that the law should 
require pension funds and other organisations to take account of the ethical views of their members in their investment 
strategies.  
Regards
Marion Hersh
-- 

 
  

This email was received from the INTERNET and scanned by the Government Secure Intranet anti-virus service 
supplied by Vodafone in partnership with Symantec. (CCTM Certificate Number 2009/09/0052.) In case of problems, 
please call your organisation's IT Helpdesk. 
Communications via the GSi may be automatically logged, monitored and/or recorded for legal purposes.
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Question 1)  
Do consultees agree that Chapter 10 of the Consultation Paper represents a correct 
statement of the current law? (14.6) 

Response:  Yes 
 
Comments:   
We agree that Chapter 10 represents a correct summary of the current law in 
relation to fiduciary duties and the extent to which trustees have to act in the best 
interests of beneficiaries. 

Question 2)  
Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests? (14.11) 

Response:  Yes 
 
Comments:   
In our opinion, the law as presently formulated reflects an appropriate 
understanding of the best interests of beneficiaries. In taking decisions in relation to 
investment matters, trustees are obliged to fulfil the purposes for which they exist. 
In the case of pension trustees that is the provision of pensions. In the case of charity 
trustees, that is the fulfilment of the charitable objectives contained in the charity's 
constitution. In both cases, it can be said that the purpose of investments in a 
pension fund or in a charity is to generate financial returns, whether this is in the 
form of income or capital growth, in order to further the pension or charity 
purposes. Defining the best interests of beneficiaries may at times be difficult for 
trustees, and we accept that the mere production of income or the accumulation of 
capital growth will not always by itself fully reflect the best interests of beneficiaries. 
Nevertheless, we believe that the law as it stands reflects an appropriate 
understanding of those best interests. 

Question 3) 



Do consultees think that the law is sufficiently certain? (14.15) 

Response:  Off 
 
Comments:   
 

Question 4) 
Should the Occupational Pension Scheme (Investment) Regulations 2005 be 
extended to all trust‐based pension schemes? (14.15) 

Response:  Off 
 
Comments:   
 

Question 5) 
Are there any specific areas where the law would benefit from statutory 
clarification? (14.15) 

Response:  Off 
 
Comments:   
 

Question 6) 
Do consultees agree that the law permits a sufficient diversity of strategies? (14.21) 

Response:  Yes 
 
Comments:   
We agree that the law permits a sufficient diversity of strategies to trustees. The law 
essentially provides an open ended investment framework within which trustees are 
able to operate. Trustees must operate within that framework having regard to 
matters such as the purposes for which the trust exists (whether it is a pension or a 
charity), and other relevant factors including risk, diversification and the 
appropriateness of investments in any one case. We see little in the current law 
which prevents trustees from exercising the fullest possible discretion in making 
decisions about investment strategies. 

Question 7) 
Do consultees agree that the main pressures toward short‐termism are not caused 
by the duty to invest in beneficiaries’ best interests? (14.24) 

Response:  Off 
 
Comments:   
 

Question 8) 
Do consultees agree that the law is right to allow trustees to consider ethical issues 
only in limited circumstances? (14.28) 

Response:  Yes 
 
Comments:   
We agree that the law is right to allow trustees to consider ethical issues only in 
limited circumstances. Ethical investment is not the primary purpose of the vast 



majority of trustees. It is important that trustees are aware of their formal legal and 
investment duties. Where ethical investment is appropriate, it must be properly 
justified. In reaching such a justification, trustees must set aside their own personal 
preferences and prejudices in order to reach independent and impartial decisions. 
We accept that many trustees will personally consider investments in such assets as 
munitions, pornography, tobacco, alcohol, gambling, etc, to be unpalatable. In some 
cases those preferences may justifiably form the basis of ethical investment 
decisions based on the established law, but in others they may not. Nevertheless, 
the law does prevent investment in areas which are illegal. The example given in 
paragraph 14.25 of the law preventing investment in firms manufacturing cluster 
bombs is a suitable example. Setting aside any investment that is illegal, we see little 
justification for amendment to the law to allow trustees to act in accordance with 
their own partial preferences and prejudices in respect of funds subject to fiduciary 
obligations. 

Question 9) 
Does the law encourage excessive diversification? (14.32) 

Response:  No 
 
Comments:   
We do not believe that the law encourages excessive diversification. Trustees are 
obliged to have regard to the appropriateness of investments, and matters such as 
risk and diversification, but the law does not insist on such a degree of diversification 
that it could be considered to be excessive. 

Question 10) 
Does the law encourage trustees to achieve the right balance of risk and return? 
(14.32) 

Response:  Yes 
 
Comments:   
We consider that the law, when properly understood and correctly applied, does 
encourage trustees to achieve the right balance of risk and return. 

Question 11) 
Are there any systemic areas of trustees’ investment strategies which pose undue 
risks? (14.32) 

Response:  Off 
 
Comments:   
 

Question 12) 
Overall, do consultees think that the legal obligations on trustees are conducive to 
investment strategies in the best interests of the ultimate beneficiaries? (14.33) 

Response:  Yes 
 
Comments:   
Bearing in mind that the best interests of the ultimate beneficiaries may not be the 
only factor which trustees have to take account of, we nevertheless consider that in 
general terms the legal obligations placed upon trustees are broadly conducive to 



investment strategies in the best interests of the ultimate beneficiaries of trust 
funds. We have no particular concerns with the law as it presently stands and we 
consider that there are sufficient provisions within the existing law which allow for 
trustees to depart from the general position where that can reasonably be justified. 

Question 13) 
If not, what specifically needs to be changed? (14.33) 

Response:   
 
Comments:   
 

Question 14) 
Do consultees agree that the duties on contract‐based pension providers to act in 
the interests of scheme members should be clarified and strengthened? (14.42) 

Response:  Off 
 
Comments:   
 

Question 15) 
Should specific duties be placed on pension providers to review the suitability of 
investment strategies over time? If so, how often should these reviews take place? 
(14.42) 

Response:  Off 
 
Comments:   
 

Question 16) 
Should members of Independent Governance Committees be subject to explicit legal 
duties to act in the interests of scheme members? (14.42) 

Response:  Off 
 
Comments:   
 

Question 17) 
Should pension providers be obliged to indemnify members of Independent 
Governance Committees for liabilities incurred in the course of their duties? (14.42) 

Response:  Off 
 
Comments:   
 

Question 18) 
Do consultees agree that the general law of fiduciary duties should not be reformed 
by statute? (14.61) 

Response:  Off 
 
Comments:   
 

Question 19) 



Should rights to sue for breach of statutory duty under section 138D of the Financial 
Services and Markets Act 2000 be extended? (14.67) 

Response:  Off 
 
Comments:   
 

Question 20) 
Is there a need to review the regulation of investment consultants? (14.71) 

Response:  Off 
 
Comments:   
 

Question 21) 
Is there a need to review the law of intermediated shareholdings? (14.74) 

Response:  Off 
 
Comments:   
 

Question 22) 
Should the FCA review the regulation of stock lending by custodians? (14.75) 

Response:  N/A 
 
Comments:   
 

Question 23) 
Do you have any other comments about fiduciary duties in the investment chain, or 
how those duties are applied in practice? 

Response:   
 
Comments:   
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Response to Law Commission: Fiduciary Duties of Investment Intermediaries 
 
 
About Aviva Investors 
 
As a founding signatory to the UN Principles for Responsible Investment (PRI), we 
believe that companies conducting their business in a sustainable and responsible 
manner are more likely to succeed over time. Our dedicated Global Responsible 
Investment (GRI) team works with fund managers and analysts globally and across all 
asset classes to integrate environmental, social and corporate governance (ESG) issues 
into our investment decision-making and analysis to deliver long-term shareholder value 
for our clients. Over twenty years, we have developed a deep understanding of the 
conflicts, barriers and challenges to good governance. We believe such experience and 
insight are crucial in identifying and addressing risks and opportunities within our clients’ 
portfolios.  
 
We have a strong commitment to international standards and principles of good 
governance such as the UK Stewardship Code and International Corporate Governance 
Network (ICGN) Global Corporate Governance Principles. We are signatories to the UN 
Global Compact and formally recognise international standards such as the OECD 
Guidelines for Multinational Enterprises, the Universal Declaration of Human Rights and 
the International Labour Organisation core labour standards. 
 
 
Introduction 
 
Aviva Investors welcomes the opportunity to respond to this latest consultation on 
Fiduciary Duties of Investment Intermediaries by the Law Commission, prompted by the 
Kay Review of UK Equity Markets and Long-term Decision Making (“the Kay Review”).   
 
Our full response to the Kay review can be found here: 
http://www.avivainvestors.co.uk/internet/groups/internet/documents/salessupportmater
ial/pdf 027396.pdf  
 
We believe that Professor Kay produced a thorough and thoughtful analysis of the causes 
of short-termism in the equity markets.  However, we believe that the report failed to 
fully examine the role of all participants in the investment chain that can significantly 
influence the way investment is allocated by asset owners and ultimately the way 
companies are structured and develop their strategies.  
 
Both Professor Kay and the Secretary of State have made several welcome proposals, 
for example on narrative reporting, ending quarterly reporting and the establishment of 
a new investment forum to reinvigorate collective engagement. We welcome these 
proposals as they fit with our investment beliefs, which are centred on being long-term, 
engaged, active investors running low turnover, focused portfolios. 
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However, by failing to provide recommendations that address all the participants that 
influence the investment chain, or its inherent tensions and commercial conflicts, neither 
the review nor the government’s response sufficiently address the underlying causes of 
short-termism in the market. For example, it misses the opportunity to encourage 
investment consultants to oversee the way asset owners and their managers engage in 
stewardship and to examine the significant role played by sell-side brokers.  
 
We believe fiduciary duties are only one part of the wide range of policy, legislative and 
cultural changes that are needed to ensure that capital market players are sufficiently 
incentivised to behave in the interests of the long-term and the capital markers promote, 
rather than undermine, sustainable economic development. While the interpretation of 
investing in beneficiaries’ best interests is not the only driver behind the shift towards 
short-termism, it does play a meaningful part.  
 
 
Additional background 
 
We have contributed to and commend to you the consultation responses of the UKSIF 
and Shareaction on this topic. Finally the UNEPFI1 Fiduciary Responsibility report, widely 
known as “Freshfields II”, is considered to be a pertinent external underpin to our stance 
on the topic of fiduciary duty and we commend it to you.  
 
If you have any questions in relation to this response or would like further clarification 
please do not hesitate to contact us at   
 

 

Yours sincerely, 

Steve Waygood 

Chief Responsible Investment Officer 

Aviva Investors 

 
 
 
 
 
 
 
 
 
 
 
 

                                                            
1 UNEP, FI, and Asset Management Working Group. "Fiduciary responsibility: Legal and practical aspects of 

integrating environmental, social and governance issues into institutional investment." UNEP FI: Geneva 

(2009). 
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Key issues and concerns  
 
We agree with the premise of the Kay Review recommendation to the Law Commission to 

review fiduciary duty as applied to investment to address uncertainties and 

misunderstandings on the part of trustees and their advisers. In particular, we are concerned 

that: 

 There is lack of clarity with regard to who is subject to fiduciary duties and what those 

duties are;  

 Investment consultants are not subject to fiduciary duties;  

 The common interpretation of fiduciary duties focuses on short-term company 

performance rather than considering long-term strategy;  

 Stewardship activities are frequently omitted from Investment Management 

Agreements 

 
 
The need for clarity  
There is no dispute that pension fund trustees have fiduciary duties to their beneficiaries. 
In parallel to this we also consider that discretionary asset managers, consultants and 
other investment advisors have fiduciary duties to their clients. However, there is a gap 
in the awareness of the duty and the understanding of how this duty should be 
discharged and monitored.  
 
Lack of clarity regarding who should take responsibility for fiduciary duties in the 
investment chain is a key cause for the current confusion. Pension funds have a fiduciary 
duty to scheme members, while asset managers owe a duty to the end investors, and 
directors of quoted companies have a fiduciary duty to shareholders. Drawing upon our 
experience in this arena and anecdotal evidence we believe, in the round, fund managers 
are reluctant to say if they have a fiduciary duty and pension fund trustees rarely 
consider during the manager selection process whether their asset managers accept that 
they too have fiduciary duties. Consequently Investment Management Agreements 
(“IMAs”) that bind both parties exist that do not address fiduciary duty in any meaningful 
way and add to the general level of confusion in this area. We believe this should be 
addressed. We would like to take this opportunity to draw your attention to the 
Freshfields II sample investment objective provision on page 30.  

 
 
We strongly believe that clarification of the specifics of fiduciary duty would be helpful for 
all parties along the chain of responsibility.  
 
 
The role of investment consultants 
It would appear that the concept of consultants having fiduciary duties is not generally 
accepted. This is pertinent because there is significant scope for conflicts of interest to 
arise in the dispensing of investment advice. Furthermore, many asset owners with 
limited or no in-house expertise rely heavily on investment consultants. One example 
would be the potential for advice to skew towards the more complex products, as this 
acts as a perpetuating catalyst for more advice. However, the costs associated with 
these more complex strategies may not be justified by better outcomes for beneficiaries. 
In addition to this, consultants tend to charge a fixed hourly rate and therefore have an 
incentive to be active in order to maximise their income. They therefore offer an 
increasingly wide range of services that they encourage trustees to use, opening the 
door to further conflicts. In tandem, income generation stems significantly, but not 
exclusively, from the fund manager selection process, so consultants may be perversely 
incentivised to encourage fund manager churn. 
 
The degree to which consultants take into account factors relating to the long-term 
sustainability of companies is dependent on: the degree to which pension fund trustees 
wish to take them into account; the cost of maintaining dedicated research teams and 
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the lack of good long-term comparable data. While there are some good examples of 
investment consultants integrating long-term factors into their analysis, there is a 
significant contingent that do not.  
 
Although accountability and responsibility ultimately sits with trustees we would welcome 
further review of whether and how investment consultants could be regulated to ensure 
conflicts of interests are mitigated and they act in the best interests of the client and the 
underlying beneficiary. 
 
We strongly believe that clarification of the fiduciary duty as it pertains to consultants 
would be helpful for all parties along the chain of responsibility.  
 
 
Focus on long-term factors 
We believe a well-managed, responsible business will perform better and create more 
sustainable value over the long term.  Goldman Sachs analysis has indicated that there 
is direct correlation between sustainable business practices and the longer-term financial 
success of a company in a number of sectors. 
However, where their discretion to consider environmental, social and governance 
(“ESG”) issues is not made explicit in the trust deed, statement of investor principles or 
the IMA, it is common for institutional investors to default to the interpretation of their 
fiduciary duties which requires them to focus solely on maximising profit for the 
beneficiaries in the short term, and actually prevents them from considering ESG factors 
in their decision-making (Richardson, 2008; UNEP FI, 2005). The original Freshfields 
Report and the update argued that institutional investors’ reluctance to consider ESG 
impacts is misplaced. 
 
Consideration of long-term factors, such as the risks or opportunities arising from 
environmental, social and governance issues, can therefore enhance investment 
decision-making. However, this requires widespread reporting on these areas by 
companies, in accordance with a consistent framework and standards. Currently, of 
20,000 publicly listed companies globally that were reviewed through Bloomberg’s 
database, less than one in five publicly reported on even a single item of quantitative 
data on environmental, social or governance issues.2 
 
By measuring and disclosing governance, environmental and social information, 
companies can better understand, evaluate and eventually manage their risks- a 
necessary step towards building sustainable business models around the concept of 
‘shared value’. Furthermore, investors are able to allocate capital in a more sustainable 
way, civil society can engage in constructive dialogue and effective partnership with the 
private sector, and governments can enable a better level of national sustainable 
development policy making and programme delivery based on actual information of 
corporate practices and aspirations on the key dimensions of sustainable development. 
 
We would issue a warning of caution that the Law Commission should avoid falling into 
the trap of allowing ethical issues to be grouped as a class of factors and dismissed 
simply because they have been labelled ‘ethical’. 
 
 
The importance of IMAs 
Despite pockets of good practice, currently, market demand for good stewardship and 
the integration of governance issues into investment is of relatively low quality, due in 
part to a misunderstanding of fiduciary duties. 
 
We strongly believe that clarification of fiduciary duty and stewardship responsibilities 
within the Investment Management Agreements would be helpful for all parties along the 

                                                            
2 http://www.guardian.co.uk/sustainable‐business/aviva‐chief‐city‐failure‐sustainability 
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chain of responsibility, ideally in the form of a good practice code/guidelines drawing 
upon the learnings from Freshfields II.   
 
 

 
 
Our recommendations  
 
We have reservations about how the law is interpreted in practice, but we do not 
think the law itself requires material statutory overhaul. Instead, we offer a 
number of recommendations to address the concerns highlighted. 
 

1. The Law Commission should issue a final statement of clarification 
outlining the meaning of fiduciary duty. We would suggest that the 
statement of clarification is written in accessible and non-legal language 
that is a candidate for the Crystal Mark from the Plain English Campaign  so 
that it can be widely cited and distributed to non-technical trustees and 
pension fund beneficiaries. 
 

2. The Law Commission to recommend good practice guidance with regard 
to integrating ESG issues into investment decision making. This may also be 
drafted by or in conjunction with the Financial Conduct Authority. The 
guidance should be permissive and encourage trustees to consider systemic 
issues and ESG risks and have due regard to the impact on society as a 
whole while maintaining its focus on purpose of the trust (i.e. delivering 
pensions). It should permit trustees to consider whether ESG factors may 
have a long-term impact on the fund. Intergenerational concerns should be 
also be explicitly addressed, and we recommend that the guidance 
highlights the need for trustees to balance short-term financial pressures 
with a prudent consideration of longer-term and systemic issues.  

 
3. The Law Commission to recommend a duty of care on investment 

consultants to proactively raise these issues in an advisory environment. 
Quayle Watchman Consulting, in Freshfields II, goes on to clarify that 
institutional investment consultants and asset managers have a professional 
duty of care to proactively raise ESG considerations with their clients.  

 
4. The Law Commission to develop good practice code/guidelines for the 

Investment Management Association's model mandate drawing upon 
the learnings from Freshfields II.  

 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 

5 
 

http://www.plainenglish.co.uk/services/crystal-mark.html


Our response to specific consultation questions  
 
We have responded to those questions where we believe we have the most to add. If 
you have any questions in relation to this response or would like further clarification 
please do not hesitate to contact us.  
 
 
Question 1: Do consultees agree that Chapter 10 represents a correct statement of the 
current law? 
Our principal concern in relation to this consultation is not how fiduciary duty is currently 
defined in law, but how the law is interpreted in practice. We think this misapplication of 
the law is a significant issue which needs to be addressed by the Law Commission. We 
strongly believe environmental, social and governance (ESG) considerations are part of 
the broader context of fiduciary duty. Consequently, an investment strategy that aims to 
choose the best-performing securities based on both financial and ESG criteria is a 
prudent strategy that takes advantage of the fact that markets are not always efficient 
at pricing ESG risks. This point was recognised in a recent presentation by the Law 
Commission presentation3, which mentioned that “ESG can make companies well run 
and more sustainable and this could lead to better long-term returns” (slide 7) and this 
can be described as good investment practice. As trustees “may not fail to consider the 
best interests of beneficiaries” (slide 8), we believe it would be helpful to be clear to 
Trustees what actions that they could take in relation to ESG. 
 
Question 2: Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests?  
We do not agree with the Law Commission interpretation of the beneficiaries’ best 
interest in so far as we are able to understand the scope of “best interests”. Given the 
findings and recommendations of the Kay Review we are surprised that the review has 
such a limited focus on the long-term. In our view, the Law Commission has not 
sufficiently addressed the issue of intergenerational equity in the consultation and as a 
result, a thorough understanding of beneficiaries’ best interests as a whole remains 
wanting. 
 
We disagree with the Law Commission's statement: "We think it may be helpful for 
trustees to be able to quote the law of fiduciary duties to resist pressures to act in ways 
which would reduce the benefits available to members" (Page 10 paragraph 14.). While 
we are in agreement that trustees have a primary duty to the beneficiaries, we do not 
believe the primary purpose of fiduciary duty is to provide a tool for trustees to resist 
pressures for change, thereby maintaining the status-quo. Status quo thinking may not 
always provide a full understanding or appreciation of emerging risks and opportunities 
and the impact that those risks may have on the retirement benefits available to current 
or future members. Therefore views and ideas that challenge the status-quo are 
fundamental to ensuring investments are regularly reviewed and evaluated according to 
changing external factors that might affect members’ benefits or the short and long-term 
value of the fund. The strategy advocated by the Law Commission here appears to 
replicate the current problem, which is that fiduciary duty (although clear in law) is often 
used in practice to justify inaction by trustees based on erroneous advice that draws a 
false distinction between ESG/long-term factors and the value derived from members by 
the investment strategy. 
 
Question 3: Do consultees think that the law is sufficiently certain? 
No, we do not feel the law is sufficiently clear in this area. Furthermore, the Law 
Commission does not take a view on what time-frame decision makers should apply a 
judgment of financial return in order to determine if an action "would reduce the benefits 
available to members". Trustees must balance the long-term needs of future 

                                                            
3 Law Commission Presentation on Fiduciary Duties Consultation Paper – Roundtable events – 9th January 2014 
at Hogan Lovells, London 
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beneficiaries with the more imminent obligation to current pensioners – one should not 
jeopardise the other. It may be incorrect to assume reduced benefits to members in the 
short-term will produce sub-optimal results overall.  Arguably, it would be considered 
imprudent for a trustee to favour the interests of older beneficiaries in the short-term 
over those beneficiaries not expected to retire for another 20 or 30 years, or vice-versa. 
 
Question 5: Are there any specific areas where the law would benefit from 
statutory clarification?  
Yes, we believe that further clarification is required to provide guidance to practitioners 
on how the law of fiduciary duty should be interpreted in practice. In doing so, the Law 
Commission should start from a position that the law of fiduciary duty should act as an 
enabling tool for trustees and not a tool for trustees to use to “resist pressures to act”. 
Permissive statements such as “trustees may consider…” will go a long way to eroding 
the myths that continue to dominate current practice. We do not think sending the 
message to trustees that the law of fiduciary duty is intended to assist in resisting 
pressure to change is appropriate or correct. 
 
Question 6: Do consultees agree that the law permits a sufficient diversity of 
strategies?  
We agree that the law permits a sufficient diversity of investment strategies. However, 
to move away from Professor Kay’s “herd mentality” the investment industry must rein 
in the focus on price-based returns and understand the long-term implication of today’s 
financial decisions. We have become an industry of short term price takers as opposed to 
long=term value makers. Sustainable economic development requires reversing these 
poles.  
 
Many asset owners with limited or no in-house expertise rely heavily on investment 
consultants. This reliance on investment consultants can result in trustees applying the 
law narrowly, assuming that they must maximise short-term financial returns to avoid 
litigation, regardless of other factors that may be relevant to the mandate such as ESG 
issues, systematic risks, or macroeconomic trends.  
 
Question 7: Do consultees agree that the main pressures towards short-termism are not 
caused by the duty to invest in beneficiaries’ best interests?  
We do not agree. While the interpretation of investing in beneficiaries’ best interests is 
not the only driver behind the shift towards short termism, it does play a meaningful 
part. We see the quarterly reporting regime as detrimental to long termism, amongst 
other drivers. We believe trustees may be reluctant to publically air views regarding the 
lack of clarity about the implications of fiduciary duties due to fears of first mover 
criticism, if not worse penalties. This is likely to impact the responses received.  
 
During the passage of the Pensions Bill in 2008, the government was pressed in both 
Houses of Parliament to take the opportunity presented by the Pensions Bill to bring in 
legislation to clarify the fiduciary duties of pension fund trustees; in particular, whether 
pension fund trustees were prohibited by their fiduciary duties from considering social 
and moral criteria in their investment decision-making.  
 
While it was put on the record that there was no inconsistency in taking such criteria in 
account with the fiduciary duties of pension trustees; unfortunately, given equally 
difficult and important questions arise in respect of the clarity the fiduciary duties of 
pension fund trustees, the government declined to introduce amending legislation to 
clarify the position of pension fund trustees. While this lack of clarity remains, it may 
present an unhelpful and unnecessary blockage and complication to the ultimate 
detriment of beneficiaries.  
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Question 8: Do consultees agree that the law is right to allow trustees to consider ethical 
issues only in limited circumstances? 
We disagree. We consider the tone of the narrative to be outmoded and overly negative. 
We would also caution the Law Commission against falling into the trap of allowing 
ethical issues to be grouped as a class of factors and dismissed simply because they 
have been labelled ‘ethical’. As we have seen in well-respected reports, such as the 
Stern Review on the Economics of Climate Change which demonstrates clearly the 
financial impacts of long-term factors such as climate change, it would not be prudent to 
ignore such factors without consideration.   
 

We note that the definition of ESG in the Law Comission’s glossary is at odds with 

the generally accepted definition by the investment industry. It is widely accepted 
that ESG stands for environmental, social and governance rather than the Law 

Commission’s definition of ethical, social and governance. Secondly, we are keen to 
emphasise that ESG has developed over the last two decades to much more than 

simply stock screening. Labels such as ethical, ESG, systemic, macroeconomic etc. 
are shorthand for areas of knowledge and should not grant any trustee permission 

to ignore those factors. 
 
Furthermore, the statement “We see advantages to legal rules which remind 
trustees that their duty is to provide pensions and not to improve the world in 
some general sense, possibly at the expense of their beneficiaries” (para 14.28) is 
unhelpful at best.  
 
It reinforces the view that investment decisions can and should be made in a 
vacuum and that capital markets are somehow entirely disconnected to 
megatrends such as climate change and incur no impact on society and the 
economy. We consider this an antiquated view and, in a broader sense, it appears 
to contradicts the Companies Act 2006 which requires directors to have due regard 
to social, economic and ethical issues, and to consider the company’s impact on 
communities, the environment, and society as a whole.  
 
There is no shortage of readily available examples of why ethical issues can be 
financially relevant, not least, the unethical behaviour in the UK’s banking sector 
which has lead to a material negative financial impact as a result of the financial 
crisis, government fines, investigations and greater banking regulation. The 
classification of these issues as ethical by some market commentators should not 
discount their value or relevance to an investment decision on whether or not to 
hold the stock. However, we are conscious that we cannot apply a blanket 
assumption that ethical issues are always financial and many instances of 
malpractice go unpunished by the capital markets. The crux of the matter is that 
fiduciary duty implies and requires the demonstration of skill, care and judgement 
when determining those situations involve ethical issues that have a financial 
impact.  
 
Question 10: Does the law encourage trustees to achieve the right balance of risk 
and return?  
We believe the law is often interpreted in a way that defines risk very narrowly. It 
therefore does not give adequate treatment to systemic and ESG risks that may at 
first be viewed as non-material, but that have financial impacts over time. We note 
that “risk” as quoted in para 14.29 is interpreted in the document to mean volatility 
risk. We believe the Law Commission should issue a statement of clarification that 
highlights the fact that the law is permissive in allowing trustees to consider a 
broader interpretation of risk and return that includes ESG and systemic factors. 
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Question 11: Are there any systemic areas of trustees’ investment strategies which pose 
undue risks?  
Yes. Capital markets are phenomenally important to society. The invisible hand of the 
market guides the production and distribution of the goods and services that we 
collectively enjoy. In order to help inform our views in this area, in 2011 we 
commissioned Forum for the Future to produce “Vision 2040 – A Framework for a 
Sustainable Economy”. Forum for the Future’s work has had important implications for 
our views. Their research highlighted that we are approaching a number of 
environmental boundaries (such as concentrations of greenhouse gases and availability 
of water and land). Such is the systemic nature of these sustainability challenges that 
the implications will affect every member and every sector. Looking at the timescales for 
defined benefit schemes operate, these issues are likely to come home to roost. They 
are even more pertinent on a defined contribution timescale.  
 
Question 12: Overall, do consultees think that the legal obligations on trustees are 
conductive to investment strategies in the best interests of the ultimate beneficiaries? 
And Question 13: If not, what specifically needs to be changed?  
The law is sufficiently clear that trustees must invest in the best interests of the ultimate 
beneficiaries. At the present time the law does appear to place the obligation on trustees 
to factor in long-term considerations such as sustainability. However, for a myriad of 
reasons discussed in this response, the letter of the law is not being followed and the 
majority of trustees are given insufficient attention to this highly pertinent topic. One 
practical step forward would be to ensure consultants and professional trustees are 
subject to sufficient capacity building while, in parallel, made aware of their fiduciary 
duties in this arena.  
 
We do not consider it prudent to separate the concept of beneficiaries’ best 
interests from the best interests of society and the economy as a whole, as we 
believe these factors are inextricably linked. The separation in the Law Commission 
narrative is artificial. We also think there is some merit in ensuring the law of 
fiduciary duty is consistent with the Companies Act 2006, which requires directors 
to have due regard to the impact of the company on communities and society as a 
whole. 
 
Equally, it is also implicit in this consultation that ‘best interests’ often equates only to 
the ‘best short-term financial interests’ of the beneficiaries. While there is credence to 
the argument that the fund must make money in the short-term in order to continue to 
exist in the long-term, there is a risk that this philosophy may lead to over-focus on the 
short term. We would welcome statements from the Law Commission that emphasise the 
need for trustees to consider intergenerational equity in their deliberations.  
 
Question 14: Do consultees agree that the duties on contract-based pension providers to 
act in the interests of scheme members should be clarified and strengthened? 
Yes.  
 

Question 15: Should specific duties be placed on pension providers to review the 
suitability of investment strategies over time? If so, how often should these 
reviews take place? 
Yes, we believe it would be valuable for pension providers to periodically review the 
suitability of the investment strategy, particularly for contract-based pension 
providers. The investment principles may become outdated over time and may not 
serve the best interests of the beneficiary. A requirement to review the strategy 
every five years would be sufficient, in our view. Reviews on a more frequent basis 
may be costly for the funds, particularly smaller funds. 
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Question 18: Do consultees agree that the general law of fiduciary duties should not be 
reformed by statute? 
At present, we have concerns that the law is not understood in practice and may 
be interpreted too narrowly to facilitate long-term investing and meaningful 
stewardship strategies but are unable to say which is the most preferable route to 
address this (e.g. case law, regulatory change as pertains to Trust Deeds, SIPs and 
IMAs, or a statutory intervention). However, as highlighted in our 
recommendations, we strongly urge the Law Commission to issue a statement of 
clarification to assist trustees and their advisors in interpreting the law of fiduciary 
duty. 
 
Question 20: Is there a need to review the regulation of investment consultants? 
Yes, we suggest, given the pivotal role of investment consultants, that they are 
also subject to fiduciary duty. Anecdotal evidence suggestions trustee boards 
comprised of laypersons often lack the skills and experience to critically evaluate 
and challenge the advice of consultants and often treat them as a layer of 
indemnity. Although accountability and responsibility ultimately sits with trustees 
we would welcome further review of whether and how investment consultants 
could be regulated to ensure conflicts of interests are mitigated and they act in the 
best interests of the client and the underlying beneficiary.  



Fiduciary Duties of Investment Intermediaries 

Response to Law Commission Consultation 

David Gibbs – Lecturer in Company and Commercial Law 

 

I. INTRODUCTION 

This response to the Law Commission’s consultation1 is to focus on two legal 

aspects relating to issues that the consultation identifies, namely who in the 

investment chain owes fiduciary duties and how do you ensure those in the 

investment chain act in the best interests of the ultimate saver. This can facilitate an 

answer as to whether the law is suitable and sufficient in aligning the interests of the 

parties involved. This response is structured as follows. Part two will define my 

terms, particularly fiduciary, fiduciary duty and best interests. Part three shall 

consider the application of fiduciary jurisdiction to investment intermediaries by 

looking at when they arise and the scope of those duties. Part four shall consider the 

best interests duty owed by investment intermediaries. Part five shall then give a 

brief response to specific questions from the Consultation Paper.  

 

II. DEFINITION OF TERMS 

a. Fiduciary 

To begin with it will be useful to define the terms of fiduciary and best interests before 

continuing. As Millet LJ2 referred to in Bristol and West Building Society v Mothew3 

the duty peculiar to fiduciaries is the one of loyalty4 and this duty has also been 

described as the ‘irreducible core’.5 Therefore it has been recognised that someone 

                                                           
1 Law Commission, Fiduciary Duties of Investment Intermediaries (Consultation Paper No 215, 2013) 

Hereinafter ‘Consultation Paper’ 
2 Now Lord Millet 
3 [1998] Ch. 1 
4 [1998] Ch. 1, 16 
5 Armitage v Nurse [1998] Ch. 241, 253-4 



is a fiduciary because they are subject to the duty of loyalty.6 Therefore the duty is 

owed not because of the status or title of an individual but because the 

circumstances show that the duty itself is owed. Whilst some relationships will 

naturally be described as fiduciary, such as director-company,7 partnerships, agent-

principal and trustee-beneficiary,8 because the nature of those relationships gives 

rise to the duty, other relationships may also be classified as being fiduciary. Other 

relationships that have been classified as fiduciary on the particular facts include, 

inter alia, solicitor-client,9 employee-employer,10 and joint ventures11.  These 

relationships, traditionally, are not fiduciary, yet on the specific facts the court was 

satisfied that loyalty was owed because of the relationship between the parties and 

not the status. To determine who in the investment chain owes the duty of loyalty one 

must ascertain who will be subject to the duty of loyalty. 

 

b. Best interests 

One must consider best interests outside the specific duties of a fiduciary. There are 

several reasons for this, which include: 1) fiduciary duties are proscriptive not 

                                                           
6 Bristol and West Building Society v Mothew [1998] Ch. 1, 18; citing P Finn, Fiduciary Obligations (Law 

Book Company, 1977) 2; also cited by Sinclair Investment Holdings SA v Versailles Trade Finance Ltd 

[2005] EWCA Civ 722; [2006] 1 B.C.L.C. 60 at [13]; Khodari v Tamimi [2008] EWHC 3065 (QB); [2008] 

C.T.L.C. 269 at [53]; Ratiu v Conway [2005] EWCA Civ 1302; [2006] 1 All E.R. 571 at [57] 
7 See, for example, Companies Act 2006, s. 170; Gas Lighting Improvement Co Ltd v Commissioners of 

Inland Revenue [1923] A.C. 723; Great Eastern Railway v Turner [1872] L.R. 8 Ch. 149; Percevial v 

Wright [1902] 2 Ch. 421; Automatic Self-Cleansing Filter Syndicate v Cuninghame [1906] 2 Ch. 34 (CA) 
8 See, A Oakley, The Modern Law of Trusts (9th edn Thomson/Sweet & Maxwell, 2008) 404; A Hudson, 

Law of Finance, (1st edn Sweet & Maxwell, London 2009) 358 
9 Brown v Inland Revenue Commissioners [1965] A.C. 244  
10 IG Index plc v Colley & Ors [2013] EWHC 478 (QB); Ranson v Customer Systems plc [2012] EWCA 

Civ 841; [2012] I.R.L.R. 769; University of Nottingham v Fishel [2000] I.C.R. 1462; Sybron Corporation v 

Rochem [1984] Ch. 112 
11 Lac Minerals Ltd v International Corona Resources Ltd [1990] F.S.R. 441  



prescriptive;12 2) a breach of fiduciary duty is strict liability13 whereas best interests 

are subject to good faith14 3) best interests are not peculiar to fiduciaries;15 4) there 

are differences in remedial action available for breaches;16 5) a breach of best 

interests does not necessarily mean the individual has been disloyal as best interests 

are wider than loyalty.17  

 

Best interests can be summarised as a subjective test on what the individual believes 

bona fide, and not what the court believes, to be in the best interests of another 

party18 and the cases cited by the Law Commission appear to support this 

approach.19 This test does appear to have a minimum objective standard that if 

nobody could honestly believe the actions to be in the best interests there would be a 

breach.20  Also the actions of the one owing the duty must be in the best interests of 

the person who is owed the duty. Therefore, in Re W & M Roith Ltd21 a provision 

giving a director’s widow a pension for life from the company was not in the best 

                                                           
12 See, for example, D Jensen, ‘Prescription and Proscription in Fiduciary Obligations’ (2010) 21 KLJ 

333 
13 Keech v Sandford (1726) 25 E.R. 223; Regal (Hastings) Ltd v Gulliver and Others [1967] 2 A.C. 134; 

Bhullar v Bhullar [2003] EWCA Civ 424; [2003] B.C.C. 711 
14 Re Smith and Fawcett Ltd [1942] Ch. 304, 306; Companies Act 2006, s. 172 
15 Bristol and West Building Society v Mothew [1998] Ch. 1, 16-17; best-interests may be owed from a 

parent or local authority to a child, for example but this not normally a fiduciary relationship 
16 Bristol and West Building Society v Mothew [1998] Ch. 1, 6, 12, 16, 17, 18; see also, Item Software 

(UK) Ltd v Fassihi [2004] EWCA Civ 1244 
17 An example of this confusion can be seen in ODL Securities Ltd v McGrath [2013] EWHC 1865 
18 Re Smith and Fawcett Ltd [1942] Ch. 304, 306; Companies Act 2006, s. 172 
19 Law Commission Consultation, ch 10 citing Cowan v Scargill [1985] Ch. 270; Harries v Church 

Commissioners [1992] 1 W.L.R. 1241; Martin v City of Edinburgh District Council [1989] Pen. LR 9, 

1988 SLT 329; and Buttle v Saunders [1950] 2 All E.R. 193. 
20 Chaterbridge v Lloyd’s Bank [1970] Ch. 62 
21 [1967] 1 W.L.R. 432 



interest of the company as it was for the sole interest of the widow. Therefore a 

trustee acting in the best interests of the beneficiary is determined by what they 

subjectively believe to be the best interests of the beneficiary. 

 

III. APPLICATION OF FIDUCIARY DUTIES TO INVESTMENT 

INTERMEDIARIES 

a. When do fiduciary duties arise? 

The purpose of this section is not to identify who, exactly, in the investment chain 

owes fiduciary duties but identify how someone could determine if they do by 

demonstrating when the duty of loyalty arises. This is because of what is stated 

above, that someone is a fiduciary because they owe the duty of loyalty and not 

because of any status.  

 

To determine whether one owes the duty of loyalty one must ascertain when that 

duty arises. Once it is determined the duty is owed, only then can one determine the 

scope of that duty to the particular relationship to determine if there has been a 

breach. In University of Nottingham v Fishel Elias J stated:  

In determining whether a fiduciary relationship arises in the context of an 

employment relationship, it is necessary to identify with care the particular duties 

undertaken by the employee, and to ask whether in all the circumstances he has 

placed himself in a position where he must act solely in the interest of his employer. 

It is only once those duties have been identified that it is possible to determine 

whether any fiduciary duty has been breached.22  

Here the court makes a clear separation between when the duty is owed and the 

scope of that duty once it is determined to apply. In this section when duties arise will 

be considered and the next the issue of scope. 

 

                                                           
22 [2000] I.C.R. 1462, 1494; see also, Boardman v Phipps [1967] 2 A.C. 46, 127 



In response to the issue of when is the duty owed the purpose and function of 

imposing loyalty needs to be considered and second when that purpose is fulfilled. 

The purpose behind imposing loyalty is to regulate the problem of opportunism in a 

fiduciary relationship. Where one undertakes to act for another it is recognised that if 

the fiduciary has a conflict between their own interests and the interests of their 

principal or beneficiary they have undertaken to act for the individual will favour their 

own interests.23 Kershaw notes that ‘behavioural psychology teaches us that 

conflicted parties, even those who believe that they act honestly and in good faith, 

cannot trust themselves to give impartial advice’.24 Therefore the purpose of 

imposing loyalty on someone is ‘to strictly control the self-regarding instincts’.25  

 

It has long been recognised by the courts that the concern of fiduciary jurisdiction is 

self-interest in the performance of one’s functions in such relationships. If the 

fiduciary were allowed to act with self-regard ‘it is very obvious what would be the 

consequences of letting trustees have the lease on refusal to renew to the cestui que 

use.’26 ‘The trustee’s situation in respect of the estate, gives him access to the 

landlord; and it would be dangerous to permit him to make use of that access for his 

own benefit.’27 Conaglen submits:  

This understanding of the function served by fiduciary doctrine is present and 

consistent throughout the case law. In Whichcote v Lawrenece, for example, Lord 

Loughborough LC explained that the concern when a trustee buys trust property for 

                                                           
23 See, for example, Keech v Sandford (1726) 25 E.R. 223, 224; Blewett v Millett (1774) 7 Bro.  367, 

373; Whichcote v Lawrence (1798) 3 Ves 740, 750, 752 (30 ER 1248) 
24 D Kershaw, ‘Does it matter how the law thinks about corporate opportunities?’ (2005) 25(4) LS 533, 

554 
25 R Flannigan, ‘Access or Expectation: The test for fiduciary accountability’ (2010) 89(1) The Canadian 

Bar Review 1 
26 Keech v Sandford (1726) 25 E.R. 223, 224 
27 Blewett v Millett (1774) 7 Bro.  367, 373 



himself is that he ‘is not acting with that want of interest, that total absence of 

temptation’ because ‘where a trustee has a prospect of advantage to himself, it is a 

great temptation to be negligent’.28  

The purpose of the duty is clear that it is to remove the temptation of self-interest 

because where one has self-interest in the performance of their undertaking there is 

the risk that they will not perform that undertaking in the interests of their principal. 

Because of this it is important to note that the duty has a prophylactic function in that 

it guards against not just actual conflicts of interest but the risk of one. This is seen in 

Keech v Sandford: ‘This may seem hard, that the trustee is the only person of all 

mankind who might not have the lease; but it is very proper that the rule should be 

strictly pursued, and not in the least relaxed.’29 This is because the fiduciary stands in 

the stronger position. They may be able to manipulate information and the principal 

may be incapable of checking whether there truly was a conflict or proving it in court. 

The court will simply ascertain whether the fiduciary was personally interested in the 

undertaking to the principal to determine whether there was disloyalty.30  

 

Having considered the purpose and function of imposing loyalty as to regulate self-

interest next it can be identified in what situations self-interest is objectionable so as 

to impose the fiduciary duty. To do so, one must first dispel the notion that fiduciaries 

will owe different duties in different circumstances,31 which is seemingly endorsed by 

the consultation.32 If one accepts Millet’s LJ proposition that the duty of loyalty is 

                                                           
28 M Conaglen, Fiduciary Loyalty: Protecting the Due Performance of Non-Fiduciary Duties, (Hart 

Publishing, Oxford 2010) 63; citing Whichcote v Lawrence (1798) 3 Ves 740, 750, 752 (30 ER 1248) 
29 Keech v Sandford (1726) 25 E.R. 223, 224 
30 See, for example, Keech v Sandford (1726) 25 E.R. 223; Regal (Hastings) Ltd v Gulliver and Others 

[1967] 2 A.C. 134; Bhullar v Bhullar [2003] EWCA Civ 424; [2003] B.C.C. 711 
31 See, Henderson v Merrett Syndicates Ltd [1995] 2 AC 145, 205; Boardman v Phipps [1967] 2 AC 46, 

127 
32 Law Commission Consultation, paras 5.16-5.17 



peculiar to fiduciaries then all fiduciaries must owe the duty of loyalty. Therefore all 

fiduciaries owe the same duties. This is endorsed by Sedley LJ where he 

acknowledges that the fiduciary duty of directors is universal, what varies infinitely is 

the scope of its application.33 Flannigan explains:  

Fiduciary accountability is generic in the sense that the same proscriptions apply, for 

the most part, to all fiduciary relations. The fiduciary rules that constrain agents are 

essentially the same rules that constrain trustees, partners, solicitors, and other 

fiduciaries. It is therefore somewhat inaccurate to assert that fiduciary responsibility 

varies according to the nature of the relations involved. Yet that is a popular 

assertion. Fiduciary responsibility is largely constant because it has been 

constructed in response to a generic mischief … The proper view is that all limited 

access arrangements are regulated by the full expanse of fiduciary accountability.34   

As a result once someone is determined to owe the duty of loyalty i.e. it is a situation 

where self-interest is objectionable, that individual is subject to the full expanse of 

fiduciary jurisdiction.  

 

If the purpose is to regulate self-interest one must identify when self-interest is 

objectionable. One contention is that self-interest is objectionable when it is 

reasonable to impose it.35 Another characteristic endorsed by the consultation is 

vulnerability.36 Neither of these reasons will be endorsed here as primary reasons for 

establishing a fiduciary relationships exists as they are seen as vague and uncertain 

                                                           
33 Plus Group Ltd v Pyke [2002] EWCA Civ 370 at [80] 
34 R Flannigan, ‘The Boundaries of Fiduciary Accountability’ (2004) New Zealand Law Review 215, 222 
35 See, for example, M Conaglen, Fiduciary Loyalty: Protecting the Due Performance of Non-Fiduciary 

Duties, (Hart Publishing, Oxford 2010) 63; citing P Finn, ‘The fiduciary principle’ in T Youdan (ed), 

Equity, Fiduciaries and Trusts (Carswell, 1989) 47; J Edelman, ‘When do fiduciary duties arise?’ (2010) 

126 LQR 302 
36 Law Commission Consultation, paras 5.55, 11.60 



although it is accepted vulnerability is a consequence but not a reason for a fiduciary 

relationship. 

 

One contention as to when duties arise is that the law will impose them where it is 

reasonable to do so where one agrees or undertakes to act on behalf of another.37 

Millet’s LJ statement that one must undertake to act for the benefit of another also 

required that undertaking to be based on trust and confidence. In a sense the 

principal must be vulnerable to the fiduciary. Edelman has sought to come to the 

defence of reasonable expectation thesis. He argues that where there is a voluntary 

undertaking of responsibility, either contractual or non-contractual, the reason the 

duty arises is similar to implied terms in contracts. ‘Terms such as an undertaking of 

care and skill will be implied into the undertaking, unless the circumstances show 

that the parties could not reasonably be taken to have intended to include such a 

term.’38 He continues that ‘the greater the degree of trust, vulnerability, power and 

confidence reposed in the fiduciary, the more likely the reasonable person would 

have such an expectation’.39  

  

The uncertainty in these definitions is clear. When the relationship reaches a point of 

certain trust and vulnerability that it becomes reasonable to impose fiduciary duties is 

unclear. Such uncertainty should have no place in the investment chain. Edelman’s 

contention that there must be a voluntary undertaking to give rise to the reasonable 

expectation lacks precision since not all contractual and non-contractual voluntary 

                                                           
37 Bristol and West Building Society v Mothew [1998] Ch. 1, 18; cited with approval in City of London 

Group plc v Lothbury Financial Services Ltd [2012] EWHC 3148 (Ch) at [55]; Al Khudairi v Abbey 

Brokers Ltd [2010] EWHC 1486 (Ch) at [114]; Conway v Ratiu [2005] EWCA Civ 1302; [2006] 1 All E.R. 

571 at [57] 
38 J Edelman, ‘When do fiduciary duties arise?’ (2010) 126 LQR 302, 313 
39 J Edelman, ‘When do fiduciary duties arise?’ (2010) 126 LQR 302, 317 



undertakings necessarily require the individuals involved to suspend any self-

interest.40 Such an encompassing definition could make non-traditional fiduciary 

relations fiduciary if a court considers it reasonable to do so. Reasonableness and 

vulnerability have therefore been criticised for being considered determinants of a 

fiduciary relationship.  Basing when the duty arises upon a reasonable expectation is 

too broad by itself and fails to clarify who is subject to the regulation.41 Kershaw 

supports this by contending that this may result in over-inclusive application if the 

limits of fiduciary jurisdiction are not readily defined.42 Conaglen has suggested that 

the thesis by itself ‘states little more than that fiduciary duties arise whenever it is 

appropriate to apply them’,43 although he maintains that ‘the court’s … insistence on 

retaining flexibility as to when fiduciary duties arise, tend to mean that the legitimate 

expectations [reasonable expectations] approach is the only one likely to be 

accurate’.44 In respect of vulnerability it has been considered ‘the concept of 

vulnerability is not the hallmark of fiduciary relationship though it is an important 

indicia of its existence.’45 DeMott suggests, ‘a plaintiff’s expectation of loyal conduct 

may be justifiable even when the plaintiff has some basis to doubt whether an actor 

will fulfil that expectation’.46  

                                                           
40 See, for example, Pfhieffer… 
41 R Flannigan, ‘Access or Expectation: The test for fiduciary accountability’ (2010) 89(1) The Canadian 

Bar Review 1, 10 
42 D Kershaw, ‘Does it matter how the law thinks about corporate opportunities’ (2005) 25(4) LS 533, 

539 
43 M Conaglen, Fiduciary Loyalty: Protecting the Due Performance of Non-Fiduciary Duties, (Hart 

Publishing, Oxford 2010) 260 
44 M Conaglen, Fiduciary Loyalty: Protecting the Due Performance of Non-Fiduciary Duties, (Hart 

Publishing, Oxford 2010) 254-5 
45 Hodgkinson v Simms [1994] 3 S.C.R. 377, 405 
46 D DeMott, ‘Breach of Fiduciary Duty: On Justifiable Expectations of Loyalty and Their Consequences’ 

(2006) 48 Arizona Law Review 925, 938 



 

A more accurate test for determining a fiduciary relationship can be seen by looking 

at existing case law as well as pointing to the established categories of fiduciary 

relationships. For the latter, relationships such as director-company and trustee-

beneficiary are categorised as fiduciary because the fiduciary has access to the 

property and/or affairs of the other for that person’s unilateral benefit. Other 

relationships not normally categorised as fiduciary do not have this feature, such as 

debtor-creditor, commercial transactions, employee-employer because one does not 

have access for the other’s unilateral benefit. Particularly, this explains why 

commercial relationships are not traditionally fiduciary in character since neither party 

is acting for the other’s unilateral benefit.47 This ‘unilateral benefit’ test can be 

illustrated through the following cases. First, reference may be made back to Elias’ J 

judgment in Fishel: 

In determining whether a fiduciary relationship arises in the context of an 

employment relationship, it is necessary to identify with care the particular duties 

undertaken by the employee, and to ask whether in all the circumstances he has 

placed himself in a position where he must act solely in the interest of his 

employer.48 (emphasis added) 

Elias J makes clear that it needs to be evidenced that the individual undertook 

responsibility to act for the sole benefit of the principal for the duty to be owed and 

not simply because it was reasonable to impose it or the fact they were vulnerable. 

Therefore certain relationships such as debtor-creditor would not generally be 

considered to give rise to loyalty because the access granted to the debtor is not for 
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the unilateral benefit of the creditor.49 In Pfeiffer (E) Weinkellerei Weinenkauf GMBH 

and Co v Arbuthnot Factors Ltd the judge found no fiduciary relationship existed 

between the debtor and creditor because evidence was inconsistent with the 

proposition from the plaintiff that the defendant was only authorised to sell the 

product for the account of the plaintiff.50 In Hospital Products v US Surgical 

Corporation it was also recognised that a distributor would take decisions in their own 

interests.51 In both situations no fiduciary relationship arose because the access 

granted was not just for the unilateral benefit of the principal.  

 

Conversely, in Lac Minerals Ltd v International Corona Resources Ltd it was seen 

that whilst commercial negotiations were not traditionally fiduciary in nature as they 

are conducted at arms-length for each party’s own benefit; but on the facts the 

information received by one party that belonged to the other in relation to the joint 

venture could not be used for its exclusive benefit.52 Here the principal was entering 

in to a joint venture with the fiduciary regarding the extraction of minerals from fields. 

The principal sent information to the fiduciary regarding an adjacent field that they 

believed to have minerals. The fiduciary then put in a successful competing bid 

against the principal. The information received was for the limited purpose of 

benefiting the joint venture. Granting access made the principal vulnerable to the 

fiduciary that it would only be used to benefit the joint venture. The access to the 

information could not be used for the fiduciary’s own benefit because there was a risk 

they would not have pursued their obligations to the joint venture properly.  

                                                           
49 See, for example, Re Curtain Dream plc [1990] B.C.C. 341; Pfeiffer (E) Weinkellerei Weinenkauf 

GMBH and Co v Arbuthnot Factors Ltd [1988] 1 W.L.R. 150 cf. Aluminium Industrie Vaassen BV v 

Romalpa [1976] 1 W.L.R. 676 
50 Pfeiffer (E) Weinkellerei Weinenkauf GMBH and Co v Arbuthnot Factors Ltd [1988] 1 W.L.R. 150, 160 
51 Hospital Products Ltd v United States Surgical Corporation (1984) 156 C.L.R. 41 
52 Lac Minerals Ltd v International Corona Resources Ltd [1990] F.S.R. 441, 444, 459 



 

Determining fiduciary relationships where one acts for the unilateral benefit of 

another’s property and/or affairs will accurately identify those situations classified as 

fiduciary. Therefore in the Court of Appeal’s judgment in Sinclair Investment Holdings 

v Versailles Trade Finance53 found fiduciary accountability for a de facto director to 

an investor who had continued his investment upon the undertaking by the director. 

The company used the investment to artificially enhance the value of shares in an 

associated company, which the director personally profited from by selling his 

shares. The access to the investment was undertaken for the sole of benefit the 

investor. Using the access to the investment for personal gain meant there was great 

temptation he would not perform his functions undertaken in the interests of the 

investor. Similar, in Boardman the beneficiary declined to take extra shares in a 

company despite advice from the solicitor to do so. The solicitor then took them 

personally. The solicitor was accountable as a fiduciary and was liable for a breach 

of the duty of loyalty. The access to the trust property and its affairs was for the 

benefit of the beneficiaries and not for the personal benefit of the fiduciary. By using 

that access for personal benefit there was the temptation not to perform their 

functions properly to the beneficiaries. 

 

If an approach based only on reasonable expectations, or reasonable expectations in 

voluntary undertakings, will mean courts may continue to apply the fiduciary concept 

without consideration of whether it truly applies in the circumstances. For example, in 

ODL Securities Ltd v McGrath the court maintained a legal risk officer had breached 

his fiduciary duty to the company but based their reasoning on the fact his position 

was analogous to a director54 without considering whether the individual had 

undertaken responsibility to act for the unilateral benefit of the company. Even if such 
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a conclusion was reached the court continued that the individual breached their 

fiduciary duty despite most of the complaints by the company not involving self-

interested transactions on the facts but rather negligence and bad faith.55 

 

In summary the purpose of the duty is to regulate self-interest in a fiduciary 

relationship. The duty’s function is prophylactic in that it guards against any risk of 

self-interest because the fiduciary is in the stronger position and the court and the 

principal are ill equipped and disadvantaged in demonstrating an actual conflict. 

Once you are determined to owe a duty of loyalty the fiduciary must suspend all self-

interest otherwise there is the risk that the fiduciary will not perform their undertaking 

in the interests of the principal. Once this is appreciated the circumstances as to 

when the duty of loyalty is owed can be identified. This is where one has access to 

another’s property and/or affairs for that person’s unilateral benefit. If the access is 

not for the unilateral benefit of the other person then self-interest cannot be 

objectionable and loyalty will not be owed simply because the court thinks it is 

reasonable or they perceive the other party to be vulnerable. If one maintains 

fiduciary duties are owed on the basis of reasonableness and vulnerability their 

application will remain uncertain with a potentially endless scope that requires 

individuals in the investment chain to suspend self-interest when there is no 

indication that they agreed or undertook to do so.  

 

The consequence for those in the investment chain is that to identify whether they 

owe fiduciary duties they must assess why they have the information. If it is for the 

unilateral benefit of the beneficiary/saver then a fiduciary relationship will exist. It 

seems that trying to state who exactly in the investment chain owes the duty will not 

be ideal since owing the duty will depend on the specific circumstances of each case. 
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However, in the Consultation Paper there is concern as to whether investment 

consultants owe fiduciary duties. The Consultation Paper in this context states, ‘The 

court will look at all the aspects of the relationship, including the terms of the 

contract, to see how far it was reasonable to expect the pension scheme to rely on 

the advice, and how far the pension scheme was vulnerable to poor advice’.56 As 

explained this should not, by itself, determine a fiduciary relationship. The court must 

look at what the investment consultant has undertaken to do. To create certainty it is 

considered that focus should turn on detailing precisely the expected role and 

function of each investment intermediary to ascertain why they have access to 

someone else’s property and/or affairs rather than leaving the courts to apply vague 

notions of reasonableness and vulnerability.  

 

b. Scope of fiduciary duties 

Elias J identified that once it is determined one is in a fiduciary relationship only then 

can it be determined if they have breached their duty.57 The pivotal issue here 

focuses on identifying exactly what interests the fiduciary has to be loyal to. This 

issue is discussed as it is raised in the Consultation Paper as to whether contract can 

restrict the scope of fiduciary duties.58 The position taken in the Consultation Paper is 

that ‘where necessary for the functioning of the relationship, terms can be implied 

into the contract limiting the scope of fiduciary duties in exactly the same way as 

express terms’.59 Therefore, in the case of Kelly v Cooper60 it was held that estate 

agents had an implied term in their contract to act for other vendors selling 
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competing properties as otherwise estate agents could not perform their functions 

properly if they could not act for competing principals.61 Whilst this position is 

generally taken as correct, it is considered here that it needs greater elaboration as it 

cannot simply be treated as analogous to the position of investment intermediaries.  

 

In terms of identifying the scope of one’s fiduciary duty it is generally accepted that 

fiduciary liability is circumscribed by contract because ‘equity cannot alter the terms 

of the contract validly undertaken’.62 It was explained in Kelly that ‘the existence and 

scope of these duties depends on the terms on which they are acting’.63 Fiduciary 

duties will attach themselves to the terms of the agreement but they ‘cannot be 

superimposed upon the contract in such a way as to alter the operation which the 

contract was intended to have according to its true construction’.64 This means the 

fiduciary only has to be loyal to the interests they undertook responsibility for. 

However, the contract may not be conclusive evidence of the scope as the 

individual’s undertaking might go beyond that stipulated in the express terms of the 

contract.65 Therefore the duty may extend beyond the contractual provisions and 

encompass the full undertaking by the fiduciary. 

 

Based on this it is accepted that the contract may exclude the application of fiduciary 

duties because it will evidence that the fiduciary did not take responsibility for certain 

matters. However, Kelly concerns more than this. It extends to excluding the 
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application of fiduciary duties in respect of matters they did take responsibility for. 

Herein lies an important distinction between two aspects of fiduciary duties: (1) 

conflicts of interest; and (2) declaring an interest in proposed transactions. This 

distinction is highlighted in the Companies Act 2006, ss. 175 and 177.66 Conflicts of 

interest concern, for example, the pursuit of an opportunity by both the principal and 

the fiduciary personally or for another principal. An interest in a proposed transaction 

concerns, for example, where two parties are dealing with one another and the 

fiduciary is representing both parties and this may otherwise be known as self-

dealing. The importance in differentiating between the different conflicts lies in 

approval to them but both are based on ensuring the principal conducts their affairs 

on a fully informed basis. For a conflict of interest liability can only be avoided where 

authorisation is given on a fully informed basis.67 On the other hand where there is 

an interest in a proposed transaction liability may be avoided if the principal is aware, 

through declaration of the fiduciary or otherwise, or ought reasonably to be aware of 

that interest.68 Both forms of insulation from liability are on the basis that the principal 

becomes fully aware on the terms on which they and their fiduciary are acting upon. 

Only fully disclosed authorisation can insulate the fiduciary from a conflict of interest 

because in such a situation the principal is incapable of making an informed decision 

on how to continue, be capable of intervening and has little control over the outcome. 

However, where the fiduciary has an interest in a proposed transaction the principal 

will be fully aware upon the terms that they are acting upon if they are aware, or 

ought reasonably to be aware, that their fiduciary is interested. There can be no 

complaint if they are aware of the interest and continued with the transaction 

regardless. In the investment chain, an investment intermediary who advises both 
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the beneficiary and provider would be insulated since the beneficiary would, in most 

circumstances, be seen ought reasonably to be aware of the interest in the proposed 

transaction. However, the investment intermediary cannot use that as a defence to 

misappropriate the beneficiary’s property for their own interests, or a competing 

principal’s interests, and only authorisation from the beneficiary will suffice.  

 

It seems likely that the condition in Kelly, that terms may be implied to limit the scope 

of fiduciary duties in respect of the fiduciary’s undertaking, will only apply in respect 

of self-dealing transactions and not conflicts of interest. If this is not correct then 

statute must intervene to protect the weaker party in the investment chain, i.e. the 

beneficiary/saver, from unfair terms, imposed by the intermediary or court, that seek 

to exclude the application of fiduciary duties in the performance of one’s undertaking. 

This concern seems particularly pertinent in contract based pension schemes where 

it seems the beneficiary/employee is particularly vulnerable to the imposition of 

unfavourable restrictions.69 If the fiduciary is free to exclude the scope of fiduciary 

duties from the application of their undertaking there would be insufficient safeguards 

in protecting the beneficiary from the intermediary advancing their own interests with 

the access to the beneficiary’s property or affairs.  

 

The analysis of strict liability for a breach means it is unlikely a court will tolerate a 

conflict on the basis that the principal knew it was the fiduciary’s business to act for 

multiple/competing principals and be willing to imply a term authorising such conduct. 

In Boardman, for example, the beneficiaries were fully aware of the trustees’ 

intention to purchase, and even encouraged them to do so. Yet they did not avoid 

liability because there was still that risk of conflict and the fiduciary had not received 
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authorisation. This point has been made clear, and cited with approval in relation to 

duty-duty conflict that:  

No agent who has accepted an employment from one principal can in law accept an 

engagement inconsistent with his duty to the first principal from a second principal, 

unless he makes the fullest disclosure to each principal of his interest, and obtains 

the consent of each principal to the double employment.70 

 

The effect of Kelly must be restricted to self-dealing transactions only. If this is not 

the current state of the law and encompasses conflicts of interest as well as self-

dealing, then argument must be made that the law needs to be updated to prevent 

such terms being imposed on the weaker party. The statement in the Consultation 

Paper as to the effect of Kelly71 needs to be elaborated on to ensure there is clarity 

on how the intermediary may act when faced with these different situations. This 

clarity would be beneficial that allowing the intermediary to act for multiple principals 

is not permission to act with a conflict of interest.  

 

If this is not correct and fiduciary liability may be restricted by contract or that 

authorisation may be given to act for competing principals it must be noted that even 

once authorisation is given to act for multiple principals with conflicting interests or a 

restriction implied or expressed in to the contract permitting it, an individual would still 

need to observe their duty of good faith towards both principals. This can be seen in 

the Court of Appeal in Pyke, in the context of directors, where Gower’s textbook on 

company law was cited with approval: 
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In arguing that a director who carries on a business which competes with that of his 

company inevitably places himself in a position where his personal interest will 

conflict with his duty to the company, it is not being contended that he will necessarily 

have breached his fiduciary duty; he will not if the company has consented … Nor is 

it being suggested that there is anything objectionable in his holding other 

directorships so long as all the companies have consented if their businesses 

compete. But in both cases consent is unlikely if he is a full-time executive director or 

if the extent of the competition is substantial. And even if the consent is given the 

director is likely to be faced with constant difficulties in avoiding breaches of his 

subjective duty of good faith to the company or companies concerned.72 

The premise here is that whilst competing companies may authorise a director to 

serve on both boards, that director may have difficulty in meeting their subjective 

duty of good faith, which would require the director to act fairly. Farrington v Rowe 

McBride & Partners also made this point that ‘there will be some circumstances in 

which it is impossible, notwithstanding such disclosure, for any solicitor to act fairly 

and adequately for both’.73 Therefore, only authorisation will insulate a fiduciary from 

a conflict of interest. Awareness of the possibility of the fiduciary serving competing 

principals will not and even then, or if it is not the case, the fiduciary will have to 

observe a duty of good faith that they owe in their respective capacity.  

 

In summary of fiduciary duties owed by investment intermediaries it is argued that all 

investment intermediaries owe the same fiduciary duty, that of undivided loyalty, but 

may not owe it in the same circumstances since the scope depends on the specific 

undertaking of the fiduciary which is determined by the contract initially but may 

extend beyond that if the role and function of the individual went beyond the terms in 

that contract. Whether that duty is owed depends on why the intermediary has 
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access to the property and/or affairs of the beneficiary to see if it was for the 

unilateral benefit of the other party. It is not subject to a test of reasonableness or 

vulnerability. Vulnerability is a characteristic but not a determinant of a fiduciary 

relationship. Reasonableness is vague but it may be correctly stated that it is 

reasonable to impose fiduciary duties where one acts for the unilateral benefit of 

another. Once the duty is owed it assessed whether it is breached. The scope is 

circumscribed by the undertaking but it is considered that the scope, in respect of 

conflicts, cannot be limited by express or implied terms and only authorisation can 

insulate the fiduciary from liability. If this is not the case then there is cause to argue 

for statutory intervention, particularly in certain investment intermediary relationships 

such as contract based pension schemes where the beneficiary may be in a 

considerably weaker position. However, where the case is not made out the fiduciary 

in their capacity as intermediary will still have to observe their duty of good faith.  

 

IV. BEST INTERESTS 

The position argued here is that the law is sufficient in allowing the investment 

intermediary to consider long-term, wider interest beyond immediate profit. The law 

as stated in the Consultation Paper is considered accurate74 subject to a point about 

ethical considerations expanded on slightly in part five below. It is considered that the 

only possible reform needed of specific existing law is the Occupational Pension 

Scheme (Investment) Regulations 2005 that provides the investment of assets is 'in 

the best interests of the beneficiaries' and in a manner 'calculated to ensure the 

security, quality, liquidity and profitability of the portfolio as a whole'.75 The wording 

would seemingly focus most people's minds on profit in the short term and does not 

accurately represent the common law position.  
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Concern must be less on the law and more on incentives to ensure that the 

investment intermediary/trustee considers those long term, wider implications, but 

this response recognises there is no easy answer or quick fix that creates the right 

conditions for investment intermediaries to consider long term interests through 

investment rather than short term trades. However, this response will briefly outline 

some possible options. 

 

First, may be a statutory statement similar to that in the Companies Act 2006. This 

express statement will codify the common law position and make it clear that best 

interests are not restricted to short-term profits. Second, may be a review of effective 

governance of investment intermediaries as an ex ante method of aligning the 

interests of the intermediary/trustee with the beneficiary. This will minimise the 

possibility of conflicts occurring and increasing the possibility that the intermediary 

will advance the beneficiary’s best interests. Third, which links with good governance 

and a statutory statement, is clear acknowledgement that it is the responsibility of the 

investment intermediary/trustee to determine what they believe the best interests of 

the beneficiary are. If the governance and statutory statement do not do this, a clear 

statement will bridge the “accountability gap”76 and place the burden on the 

professional intermediary to consider the long-term, wider implications.  

 

V. RESPONSE TO SPECIFIC CONSULTATION QUESTIONS 

Finally, is a brief response to the specific questions asked by the Consultation Paper. 

Question 1 

Yes. Whilst the Pension Regulation may not be fit for purpose in the language used 

the common law position stated is considered to be correct. 
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Question 2 

Yes. The law reflects an appropriate understanding. Even if it is not, it will not be the 

place of the courts to change the current legal approach. 

 

Question 3 

Yes. The law is sufficiently flexible but the incentives currently present may restrict 

that flexibility. It is considered that if there is a lack of flexibility in investment 

decisions it is not due to the legal rules at least to any great extent. 

 

Question 4 

N/A 

 

Question 5 

Yes. A statutory statement on what is best interests could be beneficial to provide 

clarity to trustees that it extends to what they see fit as long as it meets the minimum 

objective criterion as is done for the interests of the beneficiary. 

 

Question 6 

Yes. But again it is not the view here that “herding” is not a problem. However, it is 

seen that it is not a problem caused by the law.  

 

Question 7 

Yes.  

 

Question 8 

Yes and No. The law should allow the consideration of ethical issues insofar as the 

trustee demonstrates it was the best interests of the beneficiary to consider them. If 

they consider ethical issues on their own personal beliefs then the act will not be in 



the interests of the beneficiary as per Re W & M Roith Ltd. The law should avoid 

second guessing decisions that are proven to be made in the best interests of the 

beneficiary.  

 

Question 9 

N/A 

 

Question 10 

N/A 

 

Question 11 

N/A 

 

Question 12 

Yes. 

 

Question 13 

N/A 

 

Question 14 

Yes. As highlight above, if they owe fiduciary duties, contract should not be permitted 

to restrict the application of fiduciary duties of the specific undertaking of the fiduciary 

in respect of fiduciary duties and statutory intervention may be necessary. However, 

it is considered that the law does not permit conflicts to be excluded by terms of 

contract in respect of the specific undertaking and so statutory intervention should 

not be necessary.  

 

Question 15 



Yes. This is not something I would have a clear answer to as to regularity of review 

as I would require more information.  

 

Question 16 

Yes. 

 

Question 17 

Yes. However, may be not obliged to indemnify but to be able to indemnify them for 

breach of duty. 

 

Question 18 

Yes. The law of fiduciaries does not need statutory reform. However, there may be a 

need for clarity in respect of how fiduciaries in the investment chain may insulate 

themselves from liability as the approach in Kelly is considered to need elaboration 

since being aware that the fiduciary acts for competing principals is no defence for a 

conflict of interest. Equally a statutory statement of the law may be beneficial to 

clarify that the duty of loyalty is owed on the basis of access to another’s property 

and/or affairs for that other person’s unilateral benefit. Leaving it to be determined by 

reasonableness and vulnerability may cause unwanted uncertainty that may impact 

on investment decisions and impose duties where there was no agreement to act in 

the other’s unilateral benefit and vice versa.  

 

Question 19 

N/A 

 

Question 20 

Yes.  

 



Question 21 

N/A 

 

Question 22 

N/A 
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To:  Folarin Akinbami, Law Commission 

Fiduciary duties of investment intermediaries: 
A consultation by the Law Commission 

Response of Sacker & Partners LLP 

In this response 

 Background  

 Respondent information 

 General comments 

 Response to specific consultation questions 

Background 
BIS and the DWP asked the Law Commission to investigate how the law of fiduciary 
duties applies to investment intermediaries and to evaluate whether the law works in 
the interests of end investors.   
 
The Law Commission chose the pensions landscape in which to conduct its 
investigations and, in its present consultation, examines how the law of fiduciary 
duties applies to investment intermediaries.  It also seeks to evaluate whether the law 
works in the interests of end investors. 
 

Respondent information 
Sackers is a firm of solicitors specialising in pensions law.  We act for in excess of 
800 pension schemes, including household names and a number of FTSE-100 
clients.  The views expressed in Sackers’ response to this consultation have been 
collated following discussions with a sub-group of the firm’s solicitors. 
 

General comments 
The consultation is a very well written document which presents a thorough analysis 
of the current law of fiduciary duties. 
 
Whilst the Law Commission recognises that the law of fiduciary duties is complex and 
derives from multiple sources, it does not consider that any overhauls to the current 
position are required.  For the reasons set out below, we support the conclusions 
reached by the Law Commission. 
 
As advisers to trustees and employers of occupational pension schemes principally, 
we have restricted our comments to the parts of the consultation that are most 
relevant to our practice.  As such, we have not sought to answer every consultation 
question. 
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To:  Folarin Akinbami, Law Commission 

Response to specific consultation questions 
PENSION TRUSTEES’ DUTIES TO ACT IN THE BEST INTERESTS OF 
BENEFICIARIES 
 
Question 1: Do consultees agree that Chapter 10 represents a correct 
statement of the current law? (14.6) 
 
We agree with the analysis of the law set out in chapter 10, relating to the duties of 
pension scheme trustees to act in the “best interests” of others. 
 
The primary duty of pension scheme trustees is to ensure that the benefits promised 
under the pension scheme can be paid.  In our view, the legal scope of the phrase 
“best interests” in this context is sufficiently broad to ensure that members’ long-term 
interests can be suitably protected.  As such, trustees can (and indeed should) take a 
longer-term view to ensure that this duty is fulfilled. 
 
In our experience, the phrase “best interests” is not taken to mean that only short-
term financial interests can be protected.    Nor are we aware of trustees receiving 
advice to support the view that “best interests” solely entail a focus on short-term 
financial gain. 
 
We also agree with the Law Commission’s view that the law is sufficiently wide to 
allow trustees to take account of environmental, social and governance (ESG) factors 
where they consider it appropriate to do so. 
 
Question 2: Do consultees agree that the law reflects an appropriate 
understanding of beneficiaries’ best interests? (14.11) 
 
Agree. 
 
Question 3: Do consultees think that the law is sufficiently certain? (14.15) 
 
Yes.  The law in this area is clear.  It is also sufficiently flexible to allow trustees to 
adapt their behaviour to respond to changes in circumstances.  In our view, if 
changes to the law were to be sought, there would be a risk that such flexibility could 
be reduced and that unintended consequences might arise from any attempt to alter 
the current legal position. 
 
Question 5: Are there any specific areas where the law would benefit from 
statutory clarification? (14.15) 
 
As noted above, any attempt to clarify the current legal position (which in our view is 
unnecessary) carries a risk that changes made may have inadvertent and unintended 
consequences. 
 
Question 6: Do consultees agree that the law permits a sufficient diversity of 
strategies? (14.21) 
 
Agree.  For this reason we do not believe any changes to be necessary. 
 
Question 7: Do consultees agree that the main pressures towards short-
termism are not caused by the duty to invest in beneficiaries’ best interests? 
(14.24) 
 
Agree.  To the extent that any short-term positions are adopted by trustees, this is not 
driven by the existing fiduciary duties or trustees’ perceptions of them. 
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Question 8: Do consultees agree that the law is right to allow trustees to 
consider ethical issues only in limited circumstances? (14.28) 
 
Yes.  The current law requires investment in the best interests of members.  As such, 
this means that personal and ethical views need to be set aside.  If such views are 
not set aside (and the likely result is lower returns), there is a clear risk of conflicts of 
interest.  
 
Question 9: Does the law encourage excessive diversification? (14.32) 
 
No, not in our experience. 
 
Question 10: Does the law encourage trustees to achieve the right balance of 
risk and return? (14.32) 
 
Pension scheme trustees are required to take account of both trust law and statutory 
provisions, including The Occupational Pension Schemes (Investment) Regulations 
2005 which derive from the current EU Pensions Directive.1 
 
Both the trust law position and the regulations are framed to allow trustees to reduce 
the level of diversification in their portfolio if they would otherwise be unhappy with 
the level of risk. 
 
Question 12: Overall, do consultees think that the legal obligations on trustees 
are conducive to investment strategies in the best interests of the ultimate 
beneficiaries? 
 
Yes. 
 
 
FIDUCIARY-TYPE DUTIES IN CONTRACT-BASED PENSION SCHEMES 
 
Question 14: Do consultees agree that the duties on contract-based pension 
providers to act in the interests of scheme members should be clarified and 
strengthened? (14.42) 
 
In our view, the imposition of fiduciary duties on contract-based pension providers 
would not be the most effective way of addressing any policy initiative to increase the 
duties and responsibilities of such providers to pension scheme members.   
 
Contract-based providers are governed by the regulatory system overseen by the 
FCA, which includes the requirement for treating customers fairly.  Rather than seek 
to superimpose the requirements of a different regime, we consider that any 
additional measures aimed at protecting pension scheme members should build on 
the provisions already in place for contract-based providers. 
 
Question 17: Should pension providers be obliged to indemnify members of 
Independent Governance Committees for liabilities incurred in the course of 
their duties? (14.42) 
 
Yes.  Without such an indemnity, pension providers are likely to find it difficult to 
recruit governance committee members. 
 
 

 
1 Directive 2003/41/EC of the European Parliament and of the Council of 3 June 20013 on the ac ivities and supervision of 
institutions for occupational retirement provision 

3 of 4 



 

4 of 4 

Our ref:  / . /  
Date: 17 January 2014 
 
To:  Folarin Akinbami, Law Commission 

FIDUCIARY DUTIES IN THE REST OF THE INVESTMENT CHAIN 
 
Question 18: Do consultees agree that the general law of fiduciary duties 
should not be reformed by statute? (14.61) 
 
As noted above, we do not see a need for reform of the existing general law of 
fiduciary duties. 
 
 

Sacker & Partners LLP 
22 January 2014 
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Question 1)  
Do consultees agree that Chapter 10 of the Consultation Paper represents a correct 
statement of the current law? (14.6) 

Response:  Yes 
 
Comments:   
 

Question 2)  
Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests? (14.11) 

Response:  Other 
 
Comments:   
To some degree. Clearly, financial considerations should determine portfolio 
strategy. However, pension fund trustees often feel that the burden of proof is on 
them to make the case for sound long‐term investments (eg sustainable investing); a 
burden of proof that they do not feel exists to the same extent when investing in the 
shorter term.These trustees would therefore benefit considerably from some form 
of binding clarification on this `burden of proof' point. Specifically, issues that can be 
reasonably judged to have a potential for a negative impact in the long term (but 
which have not actually had that result in the past) are hard for trustees to deal with, 
so long as they feel the burden of `proof'. What might improve the situation is if, 
when making such an investment decision, it was made clear that trustees have the 
obligation to reasonably consider (but not prove) whether their long‐term 
risk/return profile for investments differs from their short‐term risk/return profile. 

Question 3) 
Do consultees think that the law is sufficiently certain? (14.15) 

Response:  No 
 



Comments:   
This consultation has largely arisen out of a concern with regard to the limited focus 
on long‐term investing. In keeping with the views that we stated in our answer to 
question 2, overly cautious legal advice can prevent departures of practices from an 
incumbent position, especially given the burden of proof that arises from Cowan v 
Scargill. To us, that suggests that the law is insufficiently certain. It also suggests that 
the status quo, with regards to the law, hinders trustees from investing for the long 
term.This clearly does not mean that trustees should be able to invest according to 
their political views. Rather, investors should have grounded reasons to believe that 
long‐term investing is subject to the same burden of proof as short‐term investing. 

Question 4) 
Should the Occupational Pension Scheme (Investment) Regulations 2005 be 
extended to all trust‐based pension schemes? (14.15) 

Response:  No 
 
Comments:   
On balance, we would argue against such an extension. Whilst we would like to see 
the same standards applied to all trust‐based schemes, introducing these regulations 
to smaller trust‐based schemes may discourage them from remaining as trust‐based 
schemes. 

Question 5) 
Are there any specific areas where the law would benefit from statutory 
clarification? (14.15) 

Response:  Yes 
 
Comments:   
Our preference would be for the provision of statutory power to the Pensions 
Regulator to issue a Code of Practice on this matter. Such a code would reiterate the 
importance of investing in the best financial interests of the beneficiaries. However, 
it would also require trustees to have regard to current and future beneficiaries of 
the scheme, by being mindful of both short‐ and long‐term investment 
opportunities.In terms of precedent for a provision of this kind, we understand that 
such provision was made with respect to s39 of the Pensions Act 1995 (often called 
the Drexel provision). 

Question 6) 
Do consultees agree that the law permits a sufficient diversity of strategies? (14.21) 

Response:  Other 
 
Comments:   
The law itself does not directly prohibit a diversity of investment strategies.  That 
said, human nature creates herding, which might be exacerbated by a prudent 
person standard. 

Question 7) 
Do consultees agree that the main pressures toward short‐termism are not caused 
by the duty to invest in beneficiaries’ best interests? (14.24) 

Response:  Other 
 



Comments:   
It is tempting to see short‐termism as resulting from one particular aspect of the 
pension fund environment. (For example: the duty noted in the question; trustees; 
traits of human behaviour; investment consultants; actuaries; investment managers 
and brokers.) We think that such a view is too simplistic. In reality, all of these pieces 
matter. One of these pieces, however, is the duty noted in the question (to which we 
have already responded). 
 
Merely because it has not received so much attention in the industry debate in this 
area, we would highlight the importance of behavioural traits, which suggest that it 
is in our nature to focus more on short‐term, rather than long‐term, objectives. As 
such, today's beneficiaries tend to benefit at the expense of all other members, 
especially those that are unlikely to be direct beneficiaries for many years.  
 
This trait therefore underscores the need for a legal environment of sufficient 
certainty so that trustees can be more likely to consider investments with longer 
time horizons. Of course, that is not to say that they should ignore the short term. 
Rather, they should manage for multiple time horizons, weighting all them all 
appropriately. 

Question 8) 
Do consultees agree that the law is right to allow trustees to consider ethical issues 
only in limited circumstances? (14.28) 

Response:  Other 
 
Comments:   
If, by `ethical issues', you mean matters of principle and personal politics, then we 
would answer the question affirmatively. As we stated above, trustees should not be 
able to invest according to their political views.  
 
While financial considerations should drive the trustees, we recognise that it might 
not be their sole focus, and that there may be legitimate circumstances where the 
trustees could reasonably consider other issues. This includes, but is not limited to, 
circumstances when:  
 
∙ considering the reputation of the fund and its members 
∙ avoiding activities that pose a threat to the robustness of the underlying economic 
system  
∙ only seeking to invest in assets that adhere to local laws and international 
conventions 

Question 9) 
Does the law encourage excessive diversification? (14.32) 

Response:  No 
 
Comments:   
The avoidance of `an excessive reliance on risk' is not a requirement for trustees to 
diversify excessively. Furthermore, all the requirements of the 2005 regulations need 
to be taken together and with respect to the entire portfolio, thereby suggesting the 



importance of balance. 

Question 10) 
Does the law encourage trustees to achieve the right balance of risk and return? 
(14.32) 

Response:  Other 
 
Comments:   
Please see our answer to question 9 and our earlier comments on a short‐ versus 
long‐term investing. 
 
Moreover, in our experience, trustee groups adopt a wide range of different 
risk/return levels. This diversity suggests that the law does at least allow them to 
consider and determine the appropriate balance. 

Question 11) 
Are there any systemic areas of trustees’ investment strategies which pose undue 
risks? (14.32) 

Response:  Other 
 
Comments:   
We do not believe that material undue risk is currently evident in trustees' 
investment strategies. 
 
That said, demand for hedging assets exceeds supply, which requires trustees to act 
proactively and has the potential to produce systemic impacts. Given the relative 
complexity of the corresponding investments, being sufficiently nimble in dealing 
with these investments is beyond many trustees that do not gain the appropriate 
level of advice. 
 
Furthermore, many pension funds have a very high reliance on equities and UK gilts. 
The former represents a concentrated exposure to just a part of total economic 
output and a part of the whole asset market. The latter represents a significant 
systemic risk exposure. (While considered unthinkable, a UK government default 
would be likely to trigger a pension crisis at a time when members are dealing with a 
domestic economic crisis.) 
 
Poor stewardship of assets by investors is often cited as a factor that can have a 
detrimental impact on the economic and investment system, and that lack of 
stewardship activity and oversight by trustees and their intermediaries has the 
potential to pose an undue systemic risk to the system. Highlighting this connection 
within guidance to trustees and their intermediaries, along with guidance about how 
to mitigate such a risk, would likely be prudent. The UK Stewardship Code offers 
good guidance to investors of what might be expected of various intermediaries, is 
becoming increasingly accepted by investors and should be further promoted to all 
members of the investment chain. 

Question 12) 
Overall, do consultees think that the legal obligations on trustees are conducive to 
investment strategies in the best interests of the ultimate beneficiaries? (14.33) 



Response:  Other 
 
Comments:   
Please see our answers to questions 2 and 5. 

Question 13) 
If not, what specifically needs to be changed? (14.33) 

Response:   
 
Comments:   
Please see our answer to question 5. 

Question 14) 
Do consultees agree that the duties on contract‐based pension providers to act in 
the interests of scheme members should be clarified and strengthened? (14.42) 

Response:  Yes 
 
Comments:   
All fiduciaries of DC schemes should be treated equally, so as to avoid regulatory 
arbitrage. Our view of the current law would be that the fiduciary duty placed on the 
Trustees of Occupational Pension Schemes with DC benefits is significantly greater 
than those placed on DC pension providers.  
 
However, a trust_based approach offers the potential for continuous representation 
of savers interests and so is much more suited to coping with the inevitable changes 
in the saving and investment environment over the timescales of DC investment. 
 
The FCA regulates these DC providers and its oversight is intended to ensure that 
sales of financial products occur with the consumer having a full understanding of 
the product at the point of sale. In theory, this approach can create market efficiency 
in short‐tail business classes with low barriers to switching between products. In DC, 
this fails on two counts: 
 
– Under auto‐enrolment, there is no `point of sale' at which the consumer can be 
demonstrated to have understood the terms and conditions of the product. 
 
– The product itself relates to the uncertain pension outcomes stemming from a long 
period of savings, investment returns and the personal circumstances of the 
individual. A static product which satisfies `point of sale' tests would either be too 
complex to explain or too simple to be effective. 

Question 15) 
Should specific duties be placed on pension providers to review the suitability of 
investment strategies over time? If so, how often should these reviews take place? 
(14.42) 

Response:  Other 
 
Comments:   
We would prefer that the duty to the member's interest in a DC pension outcome is 
recognised, attributed and encoded in the law. As noted previously, this duty should 



be consistent with the duty imposed on Trustees of Occupational Pension Schemes. 
 
To satisfy this duty, it would be likely that the nominated fiduciary would carry out 
regular reviews of the investment strategy. However, we would question the value 
of specifying the process or frequency in law, as there is a risk of unintended 
consequences if the law is too proscriptive. 
 
More importantly, we would expect the fiduciary to be given strong powers in the 
support of member interests and for the appointment process to improve the 
alignment of the governance processes to members' needs.  
 
The fiduciary must be given powers to demand improvements in service or design 
with an ultimate sanction to remove a failing provider. 
 
We would expect greater involvement from members in the governance process. 
This could include appointing member‐nominated representatives to governance 
committees  and improving the disclosure of the decisions taken on their behalf. 

Question 16) 
Should members of Independent Governance Committees be subject to explicit legal 
duties to act in the interests of scheme members? (14.42) 

Response:  Yes 
 
Comments:   
We would expect duties to be imposed around: 
 
– Managing and communicating pension outcomes from the scheme 
– Ensuring that member charges represent value for money 
– Enabling sufficient choice so that members are able to tailor their scheme to their 
pension objectives. 
 
As commented previously, we would see the allocation of these duties to be 
commensurate with a clarification of powers and appointment process to ensure the 
Independent Governance Committees can protect the interests of members. 

Question 17) 
Should pension providers be obliged to indemnify members of Independent 
Governance Committees for liabilities incurred in the course of their duties? (14.42) 

Response:  Other 
 
Comments:   
We would expect the indemnity offered to reflect the degree of responsibility for the 
scheme that is given to the governance committee. We also believe that the role of 
fiduciary of a DC scheme is ambiguous and further investigation into a broad “safe 
harbour” indemnity for DC fiduciaries may be warranted. (This would be in keeping 
with clause 404c of ERISA in the US.) This would allow fiduciaries in all types of DC 
pension arrangement to be protected, where they seek to act in the best interest of 
members. 

Question 18) 



Do consultees agree that the general law of fiduciary duties should not be reformed 
by statute? (14.61) 

Response:  Other 
 
Comments:   
We recognise that there may be unintended consequences of a blanket change in 
the law of fiduciary duties. That said, our response to question 5 suggests a means of 
changing the law to relate specifically to pension funds, in the same way as has been 
done before. 

Question 19) 
Should rights to sue for breach of statutory duty under section 138D of the Financial 
Services and Markets Act 2000 be extended? (14.67) 

Response:  No 
 
Comments:   
We tend to agree with your provisional conclusion in S.146. 

Question 20) 
Is there a need to review the regulation of investment consultants? (14.71) 

Response:  Yes 
 
Comments:   
Broadly speaking, yes. The regulation of investment consultants now seems 
somewhat dated, with advice on the provision of pooled vehicles regulated, unlike 
similar advice on segregated portfolios. Furthermore, advice on portfolio strategy 
can have a more profound impact on a scheme's finances than advice on manager 
selection, yet it does not need to be provided by a regulated advisor. In order to help 
all trust‐based pension funds to get a minimum standard of advice in these matters, 
we would advocate that such advice be regulated. 
 
Of course, one concern that accompanies any review of regulation is the potential 
for unintended consequences. As such, we would welcome regulation that raises the 
degree of professionalism in our industry whilst recognising that pension fund 
trustees now need more expertise from investment consultants than before to deal 
with an increasingly complicated world. 

Question 21) 
Is there a need to review the law of intermediated shareholdings? (14.74) 

Response:  Other 
 
Comments:   
We make no comment on this question. 

Question 22) 
Should the FCA review the regulation of stock lending by custodians? (14.75) 

Response:  N/A 
 
Comments:   
The consultation summary suggests that custodians can retain the fees earned from 
securities lending activities with no rebate to investors, whilst passing investment 



risk on to investors. This suggestion differs materially from our experience of dealing 
with pension funds that have segregated portfolios to lend. 
 
In our experience, custodian Master Custody Agreements (contracts) with our 
pension fund clients do not allow for lending unless a separate lending agreement 
has been signed.  This agreement will clearly define the fee split and terms of the 
lending. These fees earned from securities lending are shared between the custodian 
and the investor, according to the contracted fee split (which investors can 
negotiate). Furthermore, the vast majority of the large custodians can provide 
indemnification, so that custodians take the risk onto their own balance sheets, 
which thereby incentivises them against lending securities to unsuitable borrowers. 
We feel that the industry is relatively transparent, which benefits pension funds with 
sufficient expertise  ‐ be that expertise available within the fund or expertise 
provided by third parties, such as investment consultants. 
 
Our experience suggests that pension funds are less aware of the lending practices 
related to pooled managers. In such cases, the investment manager sets the 
securities lending guidelines and fee arrangements.  In some cases, we do not feel 
the approach taken by some managers is satisfactory.  One area is fees, where the 
manager may be taking too much of the revenue, rather than passing back all 
revenue to the pooled fund, over and above the lending agent fees.  Furthermore, 
managers often do not set satisfactory lending guidelines within funds. As pension 
schemes are often not experts in this field, they may be unaware of the potential 
risks. We would therefore welcome a broader review of the regulation of stock 
lending, and would support efforts to make asset managers clearly disclose the level 
of revenue that they generate through stock lending (directly or indirectly). We trust 
that such transparency would benefit investors. 
 
In conclusion, we wonder whether S.60 in the paper was supposed to relate to 
pooled fund managers rather than custodians, as we believe that custodians tend 
not to lend securities and earn revenue without client consent. 

Question 23) 
Do you have any other comments about fiduciary duties in the investment chain, or 
how those duties are applied in practice? 

Response:   
 
Comments:   
We would welcome the opportunity to discuss these points in more detail with the 
Commission and will be in further contact on this matter. 
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with good corporate governance and policies for a sustainable business model will deliver enhanced long-term value.

We particularly welcome this consultation by the Law Commission to review the status and the interpretation of
Fiduciary Duties. Our response highlights the existing uncertainty that is prevalent amongst our clients, particularly in
incorporating Environment, Social and Governance (ESG) factors.  The current framework has allowed for some
sophisticated investors to start to question the short term of nature of investment chains, and to embrace the value of
ESG. The majority feel that doing so is either beyond their remit or, worse, against their fiduciary duty.

We set out our response in the following pages, but we would particularly like to highlight the following points which
are vital to addressing the inherent ambiguity within the current legal framework.

Long term focus
Many long term issues are not easily quantifiable and therefore require in-depth analysis into societal shifts,
corporate governance models and regulatory impacts. The current focus on short term risks is not conducive to
addressing some of the wider impacts that can be material to our clients’ investments.

Financial materiality
ESG needs to be separated from the question of scheme-specific issues and their own ethics. The distinction
between ‘may’ and ‘must’ in using wider factors should be based on financial materiality. As you conclude that
there is a link between ESG and company performance, the continued suggestion of ‘may’ is contradictory and
misleading.

Empowering smaller schemes
While we note the value of consolidation for smaller schemes, we believe all schemes can address long term
issues through asset allocation, mandate selection and monitoring fund managers, especially by empowering
their investment consultants.

We hope that we can contribute effectively to this Consultation and would welcome a meeting to discuss the
outcomes of your review. Please do not hesitate to contact:

Meryam Omi - Head of Sustainability /

Yours sincerely,

Sacha Sadan
Director of Corporate Governance

Our Ref Law Commission on Fiduciary Duties
Your Ref

Date 22nd January 2014

One Coleman Street
London

EC2R 5AA

Law Commission
Steel House
11 Tothill Street London
SW1H 9LJ
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LGIM Response to Law Commission Consultation on Fiduciary Duties of Investment
Intermediaries

Legal & General Investment Management (LGIM) is one of the largest investors in the UK stock market with £443bn of
assets under management. LGIM manages assets for more than 3,100 institutional clients, making us the largest asset
manager for pension funds in the UK.

We welcome the opportunity to respond to the Law Commission Consultation on Fiduciary Duties of Investment
Intermediaries (the Consultation).  We would particularly like to highlight the following points, which illustrate the
need to clarify the implication of fiduciary duties for many asset owners.

Long term focus

The Kay Review highlighted the need for wider application of fiduciary duties, in order to stimulate a shift away
from the ingrained short-termism of the UK’s equity markets. At LGIM, we are committed to providing long-term
investment solutions to our clients, through investments such as index-tracking funds and liability driven risk
management. However, many long term issues are not easily quantifiable and therefore require in-depth analysis
into societal shifts, corporate governance models and regulatory impacts. The current focus on short term,
quantifiable risks is not conducive to addressing some of the wider impacts that can be material to our clients’
investments.

We believe that the current framework for the duties of asset owners, asset managers and advisory bodies
requires clarification. This should facilitate dynamic, long term asset impact evaluations that are not undermined
by short term financial analysis.

Financial materiality

It is a common perception amongst many pension scheme trustees that qualitative and long term factors, such as
environmental, social and governance (ESG) impacts, ‘quality of life’ and socio-economic impacts are add-ons,
rather than integral to investment decision-making. This sentiment is underpinned by a belief that these factors
are not financially material, and may detract from performance.

LGIM’s approach to ESG and long-term socio-economic factors is to identify the impacts of companies’ operations
that are currently not priced in by the market, but that can potentially have significant financial impacts in the
medium to long term. In short, the reason we carry out ESG engagements is because it is financially material. We
see the positive benefit for this approach regularly in our investee companies, and have many examples which we
would be willing to provide.

The distinction between ‘may’ and ‘must’ in using wider factors should be based on financial materiality. As you
conclude that there is a link between ESG and company performance, the continued suggestion of ‘may’ is
contradictory and misleading. We urge for a clearer explanation of the application of the law in incorporating ESG
in order to empower asset owners to protect and maximise their assets in the short, medium and long term.

The question of ‘ethics’ is a separate issue. Ethics may be articulated separately from our clients, and they may or
may not be linked to overall financial returns. We, as asset managers, would not impose our own ethics in
managing companies.

Empowering smaller schemes

We are acutely aware that small pension schemes are limited in the extent to which they can undertake in-house
evaluation of wider considerations. This resource constraint issue will increase as the defined contribution (DC)
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market grows. The DC market brings with it fragmented structures and a proliferation of small schemes. As such,
we also endorse a move towards greater consolidation.

The Commission suggests that the larger schemes have greater capacity to take a long term stance. However, we
wish to highlight that the law cannot be interpreted as providing a ‘get out’ clause for smaller schemes. Instead
we note that for all schemes, regardless of size, long term issues can be addressed in an impactful way through
asset allocation, mandate selection and monitoring fund managers. At LGIM, we have clients that range from the
very small to the very large; we integrate and manage ESG risks for all clients, irrespective of size.

Asset managers and investment consultants are extremely sensitive to clients’ demands. With the assistance of a
consolidated market, issues of scale, resources and cost should not be a barrier to addressing wider investment
implications, or to questioning the myopic nature of current investment chains.
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Consultation Questions

PART I: PENSION TRUSTEE’S DUTIES TO ACT IN THE BEST INTERESTS OF BENEFICIARIES

1. Do consultees agree that this is a correct statement of the current law?

To be embedded into all answers.

2. Do consultees agree that the law reflects an appropriate understanding of beneficiaries’ best interests?

In Chapter 10, the Commission outlines a range of interests that impact beneficiaries, including long term factors,
ESG factors and socio-economic trends. We strongly agree that there is a range of wider considerations that can,
and indeed should, be incorporated into the investment process. However, it is essential that these key terms are
clearly defined, such that all members of the investment chain have a baseline standard to work from.

Beneficiaries’ interests span well into the future, therefore it is critical that asset owners do not place too heavy
an emphasis on the interests of today’s retirees at the expense of tomorrow’s. Asset owners, advisors and asset
managers should be mandated to look at long term horizons, in order to align the interests of all beneficiaries.

We wish to briefly comment on the Commission’s statement at 14.10 that ‘it may be helpful for trustees to be
able to quote the law of fiduciary duties to resist pressures to act in ways which would reduce the benefits
available to members’. In the context of pensions, the law of fiduciary duties exists to safeguard the interests of
beneficiaries, therefore it should not be perceived as a negative tool for resistance.

3. Do consultees think that the law is sufficiently certain?

There is a large amount of uncertainty in the law of fiduciary duties. As highlighted above, the qualitative factors
to which the Commission refers need to be comprehensively defined. This should foster a more unified
interpretation of the law by trustees and investment intermediaries.

4. Should the Occupational Pension Scheme (Investment) Regulations 2005 be extended to all trust-based pension
schemes?

As the Commission rightly points out, trustees of trust-based pension schemes are subject to more stringent
requirements in order to safeguard the interests of beneficiaries. We believe that an enhanced system for
protecting beneficiaries will become increasingly important as individual, contract based schemes proliferate.
Accordingly, it is our view that the regulations should be uniformly applicable to all pension schemes.

7. Do consultees agree that the main pressures towards short-termism are not caused by the duty to invest in
beneficiaries’ best interests?

We have witnessed a systemic shift towards entrenched short-termism in the financial services industry. The
causes are numerous and cannot be attributed to one source in isolation.

Although the Commission takes the view that the law is not responsible, we believe that it is an intrinsic part of
the system. A robust legislative framework can ensure that members of the investment chain are given strong
foundations upon which to base their investment decisions.

The current framework has contributed to short-termism through its failure to place the onus on trustees to
address wider considerations. It encourages a narrow view based on quantitative, measurable factors and
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monthly or quarterly returns. Whilst short term risks may be easier to capture, they do not reflect the full extent
of financial risks. The net result of this short term framework is conservative decision-making throughout the
whole financial system, which fails to evaluate and internalise the all potential risks and opportunities.

8. Do consultees agree that the law is right to allow trustees to consider ethical issues only in limited
circumstances?

We are concerned by the Commission’s confusing interpretation of term ‘ethics’. Firstly, a distinction needs to be
made between individual ethics and the common understanding of ‘business ethics’. We, as asset managers,
would not impose our own ethics in managing companies. However, we cannot create a healthy market in which
business ethics are ignored or overlooked. The confusion in the term ‘ethics’ is exacerbated by the constant inter-
changes of ‘ethics’ and ‘ESG’ in the consultation document and the error in the Glossary, in which ESG is defined
as ‘ethical (instead of environmental), social and governance’.

An unintended consequence of this legal ambiguity is that we are often told by our clients that they cannot look
at any societal issues in their investment portfolios as it would directly link to negative investment returns.

We recommend that rather than referring to ethics, the Commission refers instead to trustee-specific issues. A
pension fund with its own overarching mandate has the flexibility to invest as it sees fit, provided that interests of
beneficiaries and returns are aligned. Trustee-specific issues need not necessarily be a question of ethics.

We strongly wish to illustrate that managing investments in accordance with specific ethical principles is a very
different mandate to that of incorporating wider ESG concerns. LGIM’s approach is to identify ESG factors that
can impact a company’s bottom line in the short to long term. We are a signatory to the UN Principles for
Responsible Investment (PRI) and we support the PRI’s premise that ‘ESG issues can affect investment
performance and that the appropriate consideration of these issues is part of delivering superior risk-adjusted
returns and is therefore firmly within the bounds of investors’ fiduciary duties’ (http://www.unpri.org/faqs/).

Importantly, ESG can be applied in all asset classes, including equities, fixed income, property and infrastructure.
The impact of ESG risks may vary, depending on the type of issuer, industry sector, geographical footprint and the
intended holding period. Our integration of ESG factors into the investment process is based on the view that
companies with good corporate governance and policies for a sustainable business model will deliver enhanced
long-term value.

11. Are there any systemic areas of trustees’ investment strategies which pose undue risks?

12. Overall, do consultees think that the legal obligations on trustees are conducive to investment strategies in the
best interests of the ultimate beneficiaries?

There is a wider discussion, mainly due to the funding issues faced by pension fund trustees; around the interests
of future beneficiaries being compromised in order to meet the immediate concerns of current and future
retirees. We consider that a dynamic and long term risk monitoring process is necessary in order to address the
needs of all ultimate beneficiaries.
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PART II: FIDUCIARY- TYPE DUTIES IN CONTRACT BASED PENSION SCHEMES

14. Do consultees agree that the duties on contract-based pension providers to act in the interests of scheme
members should be clarified and strengthened?

We consider that the differential treatment of trust and contract-based pension arrangements is arbitrary. The
current framework for contract-based schemes impedes the ability of fiduciaries to act in the best long term
interests of contract members. As such, it is our view that clarifying and strengthening the duties is an insufficient
response.

Instead, the regulatory framework needs to be changed. Currently, contract-based pension providers are unable
make unilateral changes to the contracts between themselves and their members without member consent. This
is logistically difficult and therefore rarely obtained.

We recommend that contract-based pension providers should be held harmless by the regulatory and legal
framework for mandating investment changes where it is considered to deliver a better outcome for the
membership as a whole.

15. Should specific duties be placed on pension providers to review the suitability of investment strategies over
time? If so, how often should these reviews take place?

In Chapter 10, the Commission highlights that trustees must genuinely consider how to achieve a pension for their
members and not simply apply a pre-existing moral or political judgment (10.30). With this in mind, it is important
that investment strategies are reviewed over time. It is critical that pension providers keep up to date with macro-
and socio-economic trends and invest accordingly, as these will continue to shape the system. Ageing, population
growth and climate change are examples of such trends.

It is important to note that regular review does not require portfolio micromanagement. Investment horizons will
inevitably vary; therefore we would caution against being too prescriptive.

16. Should members of Independent Governance Committees be subject to explicit legal duties to act in the
interests of scheme members?

17. Should pension providers be obliged to indemnify members of Independent Governance Committees for
liabilities incurred in the course of their duties?

Good governance is critical to producing positive outcomes for beneficiaries. Scrutiny of a pension providers’
board by Independent Governance Committees (IGCs) offer reassurance that due process is being followed. We
believe that in order to provide sufficient protection for beneficiaries, IGC’s should be subject to explicit legal
duties to act in the interests of members. This includes following a diligent process of risk and opportunity
evaluation.

Liability is often cited as a barrier to resourcing IGC members. However, professional indemnity is one mechanism
available to pension providers to remedy this, and pension providers should take out indemnity insurance
accordingly.
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PART III: FIDUCIARY DUTIES IN THE REST OF THE INVESTMENT CHAIN

18. Do consultees agree that the general law of fiduciary duties should not be reformed by statute?

The Commission has an important role to play in clarifying the misinterpretations of fiduciary duties that are
entrenched in the system. We believe that the law is not currently responsive to the dynamic system in which
investment intermediaries are operating.

The Commission has stated that the flexibility of the law is such that trustees ‘may’ take ESG concerns into
account when making investment decisions. The distinction between ‘may’ and ‘must’ in considering wider
factors should be based on financial materiality. As you conclude that there is a link between ESG and company
performance, the continued suggestion of ‘may’ is contradictory and misleading. We urge for a clearer
explanation of the application of the law in incorporating ESG, in order to empower asset owners to protect and
maximise their assets in the short, medium and long term.

As outlined in the answer to question 8, pension schemes ‘may’, in addition, take in to account their own specific
issues in their investment portfolios. However, this discretion applies to asset owners, and not directly to asset
managers, as it is impossible to incorporate hundreds of varying ethical values in managing pooled investment
portfolios.

We believe that we cannot rely on the courts to respond to the rapid developments in this field. As the
Commission notes in 12.68, few cases are brought and the most vulnerable parties are those least able to mount
legal challenges. As such, statutory clarification is arguably the most appropriate instrument, providing it is
appropriately contextualised to allow for future adaptation.

We highlight our concern with the Commission’s comment that it would be reluctant to review the law again in
2025. We are in such a fast changing environment that to purport to rule out a future review is dangerous. It fails
to recognise the dynamic shifts that will occur in the market, and signals to the financial services industry that the
status quo is sufficient and should not be questioned, which is not our view.

20. Is there a need to review the regulation of investment consultants?

Consultants are an important part of the investment chain. If they are not impacted by the outcomes of this
Consultation then there will be no change in the system. In its 2009 report on Fiduciary Responsibility, the UNEP
Financial Initiative concluded that there is a case to be made for consultants having a duty to proactively raise ESG
issues within their advisory process (www.unepfi.org). We would support a move to establish a duty of care on
investment consultants to proactively raise these issues in an advisory environment, in order to protect their
clients’ assets in the long term. It may also be worth asking them to consider developing suggested legal text for
the Investment Management Association's model mandate.



                 Law Commission Consultation on Fiduciary Duties of Investment Intermediaries   

                                                          Response from Charles Scanlan 

 

Endorsement of ShareAction’s response 

I would begin by endorsing in full ShareAction’s comprehensive  response to the consultation, which 

has already been submitted (and in the preparation of which I participated). In this short paper, I 

wish only to make some additional comments on a few specific topics. The issues are quite diverse 

but all point to the need for statutory clarification or change of the law. 

Although this response is in one sense supplemental to that of ShareAction, the views expressed 

here are my personal views only and are not necessarily those of ShareAction.  

Non‐financial factors: quality of life and ethical considerations 

ShareAction’s response has already explained in some detail the concerns over some aspects of the 

Consultation Paper’s treatment of non‐financial factors, especially in relation to ethical investment 

(pages 7‐8, 12‐14 and 18‐22). However, there are certain points that particularly exemplify the 

confusion surrounding this topic and on which I should like to add some comments. 

The tie‐break 

In relation to “non‐financial factors” (i.e. “quality of life” and “ethical” factors), the Consultation 

Paper endorses the “tie‐break” principle, on the basis upheld in Harries v Church Commissioners, i.e. 

that such factors can be accommodated  “so long as the trustees are satisfied that the course would 

not involve the risk of significant financial detriment”. (emphasis added) (para 10.83) 

The Consultation Paper also cites Lord Nicholls’ later, extra‐judicial view that  

“The inclusion or exclusion of particular investments will often be possible without incurring the risk 

of a lower rate of return or reducing the desirable spread of investments” (emphasis added) (para 

10.83).  

Further, the Consultation Paper points out that in Harries the court held that the Church 

Commissioners’ decision to exclude 13% of the market on ethical grounds did not err in law and was 

within the trustees’ discretion (para 10.89).  

Since the ethical or quality of life dimension of a pension scheme’s investment policy might well not 

involve any negative screening at all but might be, say, a “best‐in‐class” approach, a Harries‐based 

tie‐break principle plainly gives ample scope for trustees to have regard to non‐financial factors 

(quite apart from the additional option of ethical engagement with investee companies). This seems 

difficult to reconcile with the assumption in Question 8 of the Consultation Paper that the law allows 

trustees to consider ethical issues “only in limited circumstances”, although no guidance is given as 

to quite what that means. 

The Law Commission appears reluctant here to accept the practical implications of its own analysis. 

Perhaps this is partly because of the concerns expressed in paragraphs 10.102 ‐10.104 of the 



Consultation Paper. The ShareAction response has dealt with the supposed difficulties of reaching a 

consensus among beneficiaries (pages 19‐20) raised in paragraph 10.102 but it may be helpful to 

address the perceived problems raised in the two subsequent paragraphs, which are set out below: 

“10.103 When the motivation for an investment decision is purely moral, rather than the belief that it 

produces better returns, it is difficult for a trustee to act for another without a clear framework; 

decisions may be guided by the trustee’s ethics rather than the beneficiary’s ethics.” 

This problem can arise only where the trustee does not understand the law: the legal justification for 

an ethical investment policy is that it confers a moral benefit on beneficiaries by reflecting their 

values, not the trustee’s. So trustees should have good reason to believe that such is the case. If this 

prerequisite is not met, they have no basis for having an ethical policy in the first place. 

“10.104 Furthermore, once trustees start to exclude companies for ethical reasons, investment 

opportunities can narrow rapidly. It has been estimated that ethical grounds of some kind could be 

found for excluding as many as half of all companies on the FTSE 100 share index.” 

This is almost certainly an understatement: for example, a classical Marxist who disapproved of 

living off the surplus value of the labour of others would doubtless have a moral objection to the 

holding of any shares in the index. Fortunately, however, this is another problem that the law does 

not allow to arise. As the Harries judgment makes clear, the legal answer to the question “Once one 

starts being ethical, when does one stop?”  is “When there is a risk of ‘significant financial 

detriment’”.  (Admittedly, the philosophical answer may be a little more complex…) Whilst, as 

argued above, the tie‐break principle allows trustees a reasonable degree of discretion, financial 

returns remain the primary objective. 

Similar comments apply to the misgivings expressed in paragraphs 10.91 to 10.95 of the 

Consultation Paper in relation to the taking into account of quality of life considerations. Paragraph 

10.95 is particularly colourful: 

“10.95 In the course of our initial discussions it was said that pension scheme members were not 

simply concerned with a pension but had other concerns. For example, it was suggested that people 

would be prepared to forgo the opportunity to drive a car or take foreign holidays in retirement to 

combat the effects of climate change. We do not think that trustees should make this decision for 

others. If a pension fund is invested on this basis, the scheme member should have made a fully 

informed choice.” 

Again, this is a straw man: the quality of life (or “social”) tie‐break could be seen as an attempt to 

secure a good pension while still avoiding a dystopian retirement; in any event, the “no significant 

financial detriment” principle applies here to ensure that due attention is paid to financial prudence. 

Paragraphs 10.91 to 10.93 contain the more substantive warning that trustees should resist political 

pressure to invest in infrastructure projects that might not be financially advantageous for the 

beneficiaries. This is a valid point but is no argument against the principle that trustees may take 

quality of life factors into account as part of a prudent assessment of a proposed investment. It may 

indeed “be helpful to trustees to use the law of fiduciary duty to resist external pressure to do the 

next fashionable thing” (para 10.93) but in the process they should not exclude consideration of any 

legitimate factor in their decision‐making. 



Paragraph 10.94 confirms that trustees may still look for good infrastructure schemes which will 

both improve quality of life and provide good financial returns. However, it goes on to say “And, in 

the rare circumstances in which two projects appear equally beneficial but one has to be selected 

over the other, trustees may choose the investment which will most improve beneficiaries’ quality of 

life” (emphasis added).   

The particular scenario envisaged here may indeed be “rare” but in this context I would refer to the 

section of the ShareAction response headed “The ethical tie‐break in practice” (pages 19‐20): this 

paragraph seems to be an instance of how the tie‐break principle may be interpreted too narrowly, 

as explained in the ShareAction response. If, for example, the trustees were presented with only one 

infrastructure project as a potential investment , it would still be proper for them to give due weight 

to any quality of life implications for their beneficiaries when deciding whether to make the 

investment . 

In the light of the above comments, it is hoped that the Law Commission will feel more comfortable 

in sounding a more positive note about both forms of non‐financial investment factors and 

especially about ethical investment, where the Consultation Paper is markedly more negative in tone 

than in analysis. Even such guidance, however, would not be sufficient to shift the entrenched 

resistance of most market participants to taking such factors into account, which is discussed 

immediately below: nothing short of legislation is likely to achieve that. 

 Do fiduciaries believe that they are allowed to have regard to non‐financial factors? 

ShareAction’s response states that, notwithstanding the Law Commission’s view of the law,  

beneficiaries who raise an ethical issue with their fund are usually met with the response that the 

trustees’ fiduciary duties prohibit them from taking ethical issues into account, before any 

consideration of tie‐breaks or impartiality (page 20). ShareAction’s assessment is derived from their 

extensive experience in supporting beneficiaries in such circumstances over the past several years.  

The NAPF’s preliminary response to the consultation (October 2013) provides clear corroborative 

evidence from the other side of the fiduciary fence.  The relevant passage is worth quoting in full, as 

it well illustrates some common strands of thought that make up the conventional wisdom on this 

topic:  

“We…recognise that a range of investors have a desire to reflect their values in their investment 

portfolios. These are often referred to as “socially responsible investors” (“SRI’s’”(sic)) or “ethical 

investors” who generally advocate an approach that combines investment  returns with a moral or 

ethical role for investing. This additional dimension is generally not driven by financial considerations 

but is there to ensure that the portfolios are congruent with the investors’ beliefs and values. We do 

not believe that active consideration of such matters is or should be among the explicit duties of 

pension fund trustees. Such an approach would not necessarily be aligned with their primary 

objective of acting in the best financial interests of members and could in fact lead to conflicts of 

interest, which must be avoided where possible 

Even in circumstances where trustees can agree that the consideration of ethical, moral or other 

preferences is appropriate, application of purely ethical considerations can become divisive and very 

political. It is difficult to develop a consensus view among trustees in order to establish a clear policy. 



Distilling the disparate views of the broader membership into a clear policy would be more difficult 

still and trustee boards will not wish to deflect from factors that more directly influence financial 

growth. It may be that the court’s emphasis in Cowan v Scargill that trustees must largely put aside 

personal moral and ethical beliefs provides some cover for those who would prefer not to tread in 

such a rocky area, but we doubt that it is the primary reason that trustees decide to exclude ethical 

considerations from their investment deliberations.” 

ShareAction’s response has already dealt with some of the misconceptions exemplified here, 

including a conflation of the idea of an ethical policy based on the views of the trustees with one 

based on the views of the beneficiaries and also including the exaggeration of the difficulties of 

achieving consensus among the beneficiaries. It is, however, particularly worth noting here the 

reference to trustees’ invoking Cowan v Scargill as a “cover” to enable them to do what they want to 

do anyway, namely “to exclude ethical considerations from their investment deliberations”.  

On any view, this is an unacceptable state of affairs. If, as the Consultation Paper states, trustees 

may properly take into account ethical considerations in certain circumstances, then a policy of 

blanket exclusion of such considerations amounts to a fettering of the trustees’ discretion: the very 

breach of fiduciary duty committed by the relevant trustees in Cowan v Scargill and in Martin v 

Edinburgh District Council.  Of course, where the trustees believe that the law precludes them from 

considering ethical matters, this narrowing of their discretion is entirely unwitting but that does not 

remove the need for the law to be made clear to all. 

This prompts the question of whether the NAPF – or its members in general ‐ take a similar line in 

relation to quality of life considerations. There is no explicit reference to these in the response but 

the heavy emphasis on the financial (or “financially material extra‐financial “ ) aspect of ESG factors 

(pages 3 and 4) suggests that they would adopt the same approach, were this category of factors  

even “on their radar”.  

In summary, the main representative body of the pensions industry has a fundamentally different 

interpretation of the law in relation to non‐financial factors from that of the Law Commission. 

Furthermore, its members are evidently acting in accordance with that interpretation. It is therefore 

not tenable to maintain that there is not a problem here. This strengthens the case for statutory 

clarification. 

The DLA Piper letter   

Lastly, on this topic, I would respectfully request that in their final report the Law Commission clarify 

the unfortunate confusion that has arisen out of the wording of paragraph 10.116 of the 

Consultation Paper.  ShareAction has already referred to this matter in their response (pages 13‐14) 

but I should like to comment in a little more detail. The problem is as follows:  

Paragraph 10.114 reads : 

“A tie‐breaker  

…where trustees think that scheme members would hold a particular moral view, they may use this 

as a tie breaker. They may avoid investments which they consider scheme members would regard as 

objectionable, so long as they make equally advantageous investments elsewhere.” 



This is a summary of the more detailed analysis and endorsement of the tie‐break principle earlier in 

Chapter 10, as discussed above.  

Paragraph 10.115 then quotes a well‐known passage in the Goode Report  which unambiguously 

endorses the tie‐break principle. 

So far, so good. Then, however, paragraph 10.116 reads as follows: 

“10.116 Note, however, that this is subject to two limitations. Firstly, trustees must have good reason 

to think that scheme members would share the moral viewpoint. Secondly, the decision must not be 

to the financial detriment of the scheme. Again, we endorse the views of DLA Piper in their advice to 

the USS: 

It is important to draw a distinction between (a) an assessment of the likely financial impact the 

failure to meet particular ESG standards will have on the return or value of an actual or 

contemplated investment and (b) the ethical or moral aspects of that failure in the absence of any 

such financial impact…it is not the role of the Trustees of a pension scheme or other trust whose 

objects are to produce financial benefits for the beneficiaries to seek to exclude the making of 

investments on moral or other non investment grounds.” 

It is, I suggest, quite simply impossible to read the above extract from the DLA Piper letter (of 8th 

December 2006) as relating in any way to the “two limitations” within which the  ethical tie‐break 

must operate:  it is rather a statement that trustees should not take ethical or moral considerations 

into account at all unless these have financial implications. I have read the DLA Piper letter and in 

my view it is clear beyond any doubt that that is indeed the advice that it gives. Further, the letter 

contains no reference to the tie‐break principle. 

To give just one example (in addition to that already given in the ShareAction response), the letter 

states: 

“I do not think that the recognition by the Courts that in the case of certain charitable trusts, a 

consensus or majority view on the part of the beneficiaries that certain categories of investment 

ought to be avoided, provides any authority for the proposal that such a principle might be applied in 

the context of USS”.    

It is, again, impossible to reconcile this with the requirement referred to in paragraph 10.116 that 

“trustees must have good reason to think that scheme members would share the moral viewpoint”. 

Thus the view of the law set out in the DLA Piper letter is fundamentally different from that of the 

Law Commission on this point and this should be clarified. 

As ShareAction point out in their response, the remarkable degree of confusion that this one point 

has generated illustrates the need for statutory clarification of the law in this regard. 

A “tragedy of the commons”: collective action problems 

The ShareAction response has already referred to their proposal that the law be changed to 

authorise fiduciary investors to adopt standards of conduct which they believe it is in their 

beneficiaries’ interests for market participants to adopt, regardless of the behaviour of other market 



participants (page 25). I should nevertheless like to elaborate a little on this and in particular to 

underline how this proposal has two distinct, although related, aspects. 

 As the ShareAction response notes, this change in the law would be in line with Professor Kay’s 

principle that fiduciaries should not be required to “depart from generally prevailing standards of 

decent behaviour”. This relates primarily to such issues as “the duty to gazump”.  

As the ShareAction response also mentions, however, this suggested law reform is further intended 

to address macroeconomic  collective action problems of the kind referred to in paragraph 10.75 of 

the Consultation Paper, which states: 

“Often the problem is not a legal one but a practical one. Whatever the benefits of combating 

climate change, it is unlikely that one pension fund acting alone can make an appreciable difference 

to the problem. Each fund’s individual interests may run counter to the general interest”. 

This is a clear echo of some observations in the Cowan v Scargill judgment in relation to the policy  

of excluding investments overseas or in oil that was proposed by Arthur Scargill and some co‐

trustees with a view to protecting the UK coal industry. One such judicial comment was as follows: 

 “…the assets of even so large a pension fund as this are nowhere near the size at which there could 

be expected to be any perceptible impact from the adoption of the policies for which Mr Scargill 

contends”  (pages 292‐293) 

As the Consultation Paper suggests, macroeconomic objectives may be better addressed through 

collaborative initiatives that permit a sharing of costs (para 10.76) but this will likely be at best only a 

partial solution to the problem. What is also needed is a capacity for fiduciaries to act as “good 

citizens” so as to promote the enlightened self‐interest of their beneficiaries. Otherwise, there will 

be a continuing pressure for fiduciaries to feel obliged to be free‐riders, pursuing a policy of rational 

selfishness that will ultimately produce suboptimal long‐term results for their beneficiaries. 

Liberating fiduciaries to act in this enlightened manner should help to reap the kind of collective 

benefits which advocates of a full “stakeholder” system seek to achieve but in this case without 

departing from the core fiduciary principle of undivided loyalty to the beneficiaries and the level of 

accountability that goes with that. If, however, fiduciaries are not equipped in this way to confront 

collective action problems, the case for a shift to a “stakeholder” regime may become harder to 

resist over time. (See Protecting Our Best Interests, pages 110‐119)    

 

Fiduciary‐type duties in contract‐based pension schemes  

Arguably, of all the issues raised in the Consultation Paper this is the most important for the future 

of fiduciary duty in the investment world. That is because, as the Consultation Paper says, the trust‐

based defined benefit scheme is a “dying breed” (para 2.8) and most new work‐based defined 

contribution schemes are now contract‐based (para 2.26). Thus pension saving is increasingly 

passing out of the fiduciary sphere. If no action is taken, many of the issues canvassed in the 

Consultation Paper will soon be of little more than academic interest, except for a few large trust‐

based DC schemes (which would include NEST).    



Questions 14 to 17 in the Consultation Paper explore ways in which, essentially, the members of 

contract‐based schemes might be given a level of protection that more closely approaches that 

enjoyed by the beneficiaries of trust‐based arrangements. As ShareAction’s replies to these 

questions demonstrate, there are intractable problems in the way of achieving this objective. These 

problems led ShareAction to conclude that if it is not deemed viable to require contract‐based 

pension schemes to be run by Independent Governance Committees with a duty to protect 

members’ interests, then there is a strong case for the use of large, well‐run trust‐based schemes for 

auto‐enrolment, as is the case in Australia. (pages 27 to 29). 

The key problem is that pension providers are fundamentally ill‐suited to take on a fiduciary‐like 

oversight role because they face fundamental conflicts of interest, as, for example, where an 

investment review reveals that it would be in the beneficiary’s best interests to switch funds away 

from the provider.   

In its preliminary response, the NAPF came to much the same view in respect of the provider’s 

conflict of interest and suggested that “providers might better be persuaded to act responsibly 

towards members through evolving duties under FSMA or other statutes imposing a duty of care 

rather than assigning a fiduciary duty”. (pages 7 ‐8) It further suggested better regulation by the FCA 

of enrolment in workplace pensions and governance arrangements such as funded member interest 

groups at the provider level (i.e. Independent Governance Committees). 

The NAPF response also explores the idea of placing greater responsibilities on employers (pages 8 ‐

9). It is “sceptical” that a fiduciary relationship is appropriate here (one reason being that in the 

auto‐enrolment context employers are not volunteers – a point made in paragraph 12.11 of the 

Consultation Paper). The response also identifies practical problems, not least the obvious 

difficulties that would arise when an employee leaves service. It suggests that employers, especially 

small employers, “should be encouraged to use a large, well governed scheme, a Super Trust, for 

automatic enrolment”.   

 The NAPF response then outlines the following alternative to the imposition of fiduciary‐type duties: 

 “There is merit in considering whether the duties of care owed by employers to employees and from 

providers to employers/members could be articulated more clearly and whether the way in which 

those duties interact with activities associated with pension provision could be more explicit. It will be 

important to acknowledge the limitations of each of these relationships and thus to tailor 

arrangements appropriately. Clear codes of conduct for those involved in pensions provision coupled 

with a meaningful enforcement regime may yield better results than imposition of fiduciary duties, 

which after all require the member to sue in order to get the desired result. This merits more 

discussion”. 

Such suggestions, however, would still only give beneficiaries a level of protection that fell materially 

below fiduciary standards. These proposals also ignore the advice of the Kay Review that 

“[r]egulation should focus on the establishment of market structures which provide appropriate 

incentives , rather than the fruitless attempt to control behaviour in the face of inappropriate 

commercial incentives” (page 11, para xvi)  Moreover, the objection that members would have to 

sue to enforce fiduciary duties would not apply in a fully trust‐based system, since it would be the 

trustees  who would protect and enforce members’ rights. 



If it were decided, for all these reasons, that the only acceptable solution would be to move to an 

entirely trust‐based system (and not just for auto‐enrolment), the question would arise of what 

should be done about all the existing contract‐based schemes. It would be clearly unacceptable for 

the beneficiaries of these schemes to continue to enjoy a lower level of protection.  

One possible solution would be to establish mechanisms (by regulation and/or legislation) whereby 

a truly independent policyholders committee was established within the insurance company 

provider. The most obvious procedure would be for this committee to be elected by all the pension 

policyholders, although there would be other possibilities (e.g. appointment by the regulator).  

This committee could then be charged with the function of choosing an independent corporate 

trustee through a system of competitive tender. The selected trustee would on appointment assume 

fiduciary duties in relation to all the existing pension contracts, other than those whose 

policyholders opted out of this procedure.  

(In the case of existing trust‐based insured schemes which decided not to opt out of these 

arrangements, there would, of course, be no question of their trustees being replaced by the 

corporate trustee: the corporate trustee would simply treat the trustees as its beneficiaries in the 

same way as it treated individual policyholders. This could be beneficial to small trust‐based insured 

schemes which, on their own, lacked adequate resources and market power.)   

The trustee could be appointed for a fixed term and would then be eligible for reappointment under 

the same procedure.  To be eligible for appointment a trustee would have to satisfy criteria of 

resources and expertise so as to ensure proper enforcement of beneficiaries’ interests. In some 

respects, therefore, this system would resemble the “Super Trusts” advocated by the NAPF.  

Clearly, there would be many details to be thought through in relation to any such proposal and 

many different ways in which the precise arrangements could be structured. One such issue would 

be how the trustee’s costs would be funded: e.g out of policyholder or shareholder funds? 

Moreover, it might well be wished to extend this system to include other long‐term savers.  

The fundamental point, however, is that such a scheme would follow the Kay Review’s advice 

concerning the proper alignment of incentives: above all, there would be no inbuilt conflicts of 

interest. In particular, the trustee would owe its appointment – and its prospects of reappointment ‐ 

to the beneficiaries (or, at least, to their representatives), not to the provider. It would therefore 

have an unalloyed incentive, as well as a duty, to promote their best interests. 

Fiduciary (or fiduciary‐like) duties in the rest of the investment chain 

I should like to endorse very strongly the view expressed by ShareAction in reply to Question 18 of 

the consultation paper that 

 “like John Kay, we think that fiduciary duties provide a useful (and hopefully flexible) backstop where 

detailed regulatory box‐ticking has failed to deliver adequate standards of behaviour or to inculcate 

the appropriate ethic of care towards clients. On this basis we continue to believe that there may be 

a case for statutory change which – while not amounting to a wholesale codification of fiduciary 

duties – would clarify and strengthen the duties owed by investment intermediaries to their clients” 

(page 30). 



I suggest that it is particularly relevant here to consider the context of this consultation. As the 

Consultation Paper explains (in paragraphs 1.3‐1.10), the consultation is taking place only as a result 

of the Kay Review. The Consultation Paper correctly states (para 1.5) that the Review found that the 

central problem in the equity markets was short‐termism. More fundamentally, however, the 

Review also found that the “principal causes” of short‐termism were “the decline of trust and the 

misalignment of incentives throughout the equity investment chain ” (Kay Review, page 9, para ii). 

It is essential to keep this key finding  in mind when  considering suggestions that short‐termism  is 

primarily attributable either to narrower, technical factors, such as deficit financing, or to broader, 

psychological factors, such as a hard‐wired human predisposition to “herd”. Either line of argument 

invites the conclusion that neither the reform of fiduciary duties nor their wider application to 

investment market participants would help to solve this problem.  (A cynic might suspect that this is 

one reason why such arguments are advanced.)   

If, however, one accepts Professor Kay’s analysis, it seems intuitively likely (almost by definition) that 

a general adoption of fiduciary standards, as recommended by the Review, would have an important 

part to play in countering mistrust and perverse incentives. In other words, the root of the problem 

is neither technical nor psychological but cultural. It follows that the solution must lie primarily in a 

change of culture, to which the adoption of fiduciary standards could make a unique contribution.  

The same applies to the fiduciary‐like standards suggested by the Government alongside its general 

acceptance of the findings and recommendations of the Kay Review. This acceptance was qualified 

only by its preference not use the term “fiduciary” in order to avoid any possible confusion that 

might arise from the different meanings which that word can bear (Consultation Paper, paras 1.9 ‐ 

1.10). 

It is therefore fair to say that, prior to this consultation, the public policy decision had already been 

taken to accept the Kay Review recommendation that  

 “All participants in the equity investment chain should observe fiduciary standards in their 

relationships with their clients and customers”. 

Against this background of a general extension of fiduciary standards to many more market 

participants, it would be particularly timely to take this opportunity not only to legislate for such an 

extension but also to clarify some long‐standing and significant uncertainties relating to fiduciary 

duties. At the same time, a few specific changes could be made to update the law.  

In their reply to Question 5 of the Consultation Paper, ShareAction outlined and explained the 

illustrative draft legislation that they produced in The Enlightened Shareholder.  In particular, the 

response emphasised the permissive, empowering and non‐exclusive nature of the draft (pages 14‐

16). I shall not duplicate that explanation here but I thought that it might be helpful, if only for ease 

of reference, to annex a copy of the draft legislation to this paper. (The Enlightened Shareholder 

contains a detailed explanation of the thinking behind the specific provisions of the draft (pages 12 – 

19). 

The draft is, of course, purely indicative but perhaps I might invite the Commission just to look at it, 

in the hope that this will allay some of the more exaggerated fears that any legislation in this field 

will open a Pandora’s box of unforeseen problems. In that connection, I would submit that whilst 



there is admittedly a law of unintended consequences, there is also a law of likely consequences: 

according to this, if long‐standing uncertainties in the law are not dealt with, they will continue to 

cause difficulties. In this aspect of the equity markets at least, past performance is all too likely to 

prove a guide to future performance. 

22nd January 2014 

 Charles Scanlan 

(Former Head of Pensions, Simmons & Simmons) 

    

 

 

 

  

 

 

     

 

 

 

 

   

 

 

 

 

 

  

 

 

  



                DRAFT LEGISLATION FOR A FIDUCIARY INVESTOR EQUIVALENT OF SECTION 172 

Section 1 Fiduciaries: performance of investment functions 

1 In the performance of any investment functions a fiduciary must act in the way the fiduciary 

considers, in good faith, would be most likely to be for the benefit of the beneficiaries as a whole 

and to be fair as between the beneficiaries, including as between present and future beneficiaries. In 

doing so, the fiduciary may have regard (among other matters) to: 

(a) the likely consequences of any investment activities in the long term, 

(b) the impact of any investment activities on the financial system and the economy, 

(c) social and environmental considerations, including 

(i) the implications of social and environmental factors for return on investments, and 

(ii) the impact of any investment activities on communities and the environment, 

(d) the implications of any investment activities for beneficiaries’ quality of life, and 

(e) the views, including the ethical views, of beneficiaries. 

2 If a fiduciary considers that the general adoption by market participants of a particular standard of 

conduct has been or would be conducive to the benefit of the beneficiaries, the fiduciary may 

observe and promote the standard notwithstanding any rule of common law or equity which might 

otherwise oblige the fiduciary to act contrary to the standard or to require or influence any other 

person to do so. 

3 in this section 

“beneficiaries”  means persons for whose benefit investments are being, will be or may be applied, 

whatever the particular form of ownership under which investments are held for the time being. 

“benefit” includes – 

(a) financial benefit provided out of investments; and 

(b) any benefit which the fiduciary considers can be conferred on beneficiaries without any 

material prejudice to long‐term return on investments. 

“fiduciary” means a person or institution to which this section applies. 

“investment activities” means any actions taken in the performance of any investment functions. 

“investment functions”  includes (among other matters) such of the following as pertain to the 

particular description of fiduciary –  

(a) the selection, retention and realisation of investments, 

(b) the exercise of rights, including voting rights, attaching to investments, 

(c) engagement with the managers of investee companies and other investee entities, including 

in relation to corporate governance and corporate actions, 

(d) the selection, appointment and monitoring of investment managers and other agents to 

whom the fiduciary delegates any investment functions, 

(e) the selection, appointment and ongoing review of any investment funds which are operated 

by institutions acting as principals and in which the fiduciary invests, 



(f) the selection, appointment and monitoring of investment consultants and of other advisers 

in relation to the performance of any investment functions, 

(g) advising or assisting another fiduciary in relation to the performance of any investment 

functions, 

(h) taking such steps as the fiduciary considers reasonable to ascertain the views of 

beneficiaries in relation to the fiduciary’s investment activities; and 

(i) collective action with other market participants to further any common interests. 

“investments” means the investments in relation to which any investment functions are performed 

and, where the context admits, includes assets of any kind representing such investments. 

“standard of conduct” includes (without limitation) a standard which a fiduciary considers to be in 

accordance with 

(a) widely accepted norms of behaviour relating to environmental, social or governance issues, 

including any such norms set out in international conventions, voluntary codes of practice or 

otherwise, or 

(b) the views or values of beneficiaries. 

 

Section 2 Persons or institutions to which section 1 applies 

1 The persons or institutions to which section 1 applies are – 

(a) the trustees of a trust scheme as defined in section 124(10 of the Pensions Act 1995; 

(b) any person or institution to whom the trustees of a trust scheme have delegated any of their 

investment functions as defined in section 1(3), in relation to the performance of such 

functions; 

(c) any person or institution whom the trustees of any trust scheme have appointed to advise 

or assist them in the performance of their investment functions, in relation to the giving of 

such advice or assistance; 

(d) undertakings authorised under the Financial Services and Markets Act 2000 to carry on long‐

term insurance business, that is, the activity of effecting or carrying out contracts of long‐

term insurance within the meaning of the Financial Services and Markets (Regulated 

Activities) Order 2001 (S.I. 2001/544), in relation to the effecting or carrying out of any 

contract falling within paragraph VII (Pension fund management) of Part II of Schedule 1 to 

that order; and 

(e) any person managing the investments of a personal pension scheme as defined in section  

1(1) of the Pension Schemes Act 1993, in relation to such management. 

2 The Secretary of State may by regulation   

(a) provide that section 1 applies to further descriptions of person or institution either generally 

or in prescribed circumstances; 

(b) provide that where, by virtue of subsection (1) of this section, section 1 applies to any 

description of person or institution either generally or in prescribed circumstances only, it 

shall apply in further prescribed circumstances or generally; 



(c) provide that where, by virtue of regulations made under paragraph (a) or (b), section 1 

applies to any description of person or institution either generally or in prescribed 

circumstances, it shall no longer so apply but no such provision shall restrict the scope of 

subsection (1).      
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David Hertzell 
Law Commission 
Steel House 

11 Tothill Street 

London SW1H 9LJ   

22nd  January 2014 

Dear David, 

The Chartered Financial Analyst Society of the United Kingdom (CFA UK) is keen to share its 

views, ideas and observations on the Law Commission’s consultation paper (No 215) related to 

the ‘Fiduciary Duties of Investment Intermediaries’.  This response has been prepared by CFA 

UK’s Professional Standards and Market Practices Committee (PSMPC).  

The PSMPC identifies and monitors key regulatory and best practice developments likely to affect 

CFA UK members. The PSMPC has been an active contributor to the Kay Review1 and the Law 

Commission’s initial paper2.  

                                           

1 The Kay Review of UK Equity Markets  

https://www.cfauk.org/assets/2162/CFA UK response to the UK Equity Market Review SENT.pdf 
 CFA UK response Kay Review Final Report  
https://www.cfauk.org/assets/2829/Kay Review recommendationsSENT.pdf 
 
2CFA UK response to “Fiduciary Duties of Investment intermediaries: Initial Questions”  
https://www.cfauk.org/assets/2725/CFA UK Fiduciary Duty 2013 SENT.pdf 

https://www.cfauk.org/oxbxApps/_oxbx_advocacy_getPDF.oxy?id=OTcy&aid=MjY0NA==
https://www.cfauk.org/assets/2162/CFA_UK_response_to_the_UK_Equity_Market_Review_SENT.pdf
https://www.cfauk.org/oxbxApps/_oxbx_advocacy_getPDF.oxy?id=OTg3&aid=MzIwMA==
https://www.cfauk.org/assets/2829/Kay_Review_recommendationsSENT.pdf
https://www.cfauk.org/assets/2725/CFA_UK_Fiduciary_Duty_2013_SENT.pdf
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Overview  

“Our provisional view is that the law of fiduciary duties as such should not be reformed by statute. 

Fiduciary duties are difficult to define and inherently flexible……… The difficulties of using the 

word fiduciary would multiply if one were to attempt statutory reform. Any attempt to change fiduciary 

duties through legislation would result in new uncertainties and could have unintended consequences, 

especially for trusts.” (Law Commission3) 

There is much to welcome in how the Law Commission has developed its consultation paper and 

the helpful manner by which it has been set out. CFA UK welcomes the provisional view that 

further statutory reform is not required given the uncertainties that would arise from such  

change.  Equally important is the recognition that the law can only go so far and that trustees and 

investments professionals must ensure that they fulfil their responsibilities.   

CFA UK also agrees that where fiduciary duty does apply is at the trustee level; although   

investment intermediaries are unable to live up to the fiduciary standard their duty of care should 

be of a fiduciary quality. Just as important is that investment professionals duty of care is the 

same high standard regardless of the classification of the client.  In addition to their regulatory 

obligations, CFA UK members abide by the CFA Institute’s Code of Ethics and Standards of 

Practice4. The Code and Standards requires members to exercise their responsibilities to clients 

with the fiduciary qualities of loyalty, prudence and care.  While we can understand the emphasis 

placed on pension trustees,  our response has a broader context because our members act for a 

variety of client types ranging from private individuals to institutional clients.  

CFA UK agrees with the commission’s view that there has been too much emphasis on ‘buyer 

beware’. This has to be balanced with ‘seller beware’.  This would address the imbalance in favour 

of the client.  

We also welcome the Law Commission’s recognition that those that have a fiduciary duty, such as 

trustees look at the entire portfolio and not a single investment or asset class in isolation. 

Furthermore, we concur with the commission’s conclusion that many of the issues related to 

investment intermediaries raised by the Kay Review would be better addressed by the financial 

                                           

3 “Fiduciary Duties of Investment Intermediaries”; consultation paper no 215 
http://lawcommission.justice.gov.uk/consultations/fiduciary duties.htm 
4Standards of Practice Handbook, Tenth Edition (effective 1 July 2010)  
http://www.cfainstitute.org/learning/products/publications/ccb/Pages/ccb.v2010.n2.1.aspx 

http://lawcommission.justice.gov.uk/consultations/fiduciary_duties.htm
http://www.cfainstitute.org/learning/products/publications/ccb/Pages/ccb.v2010.n2.1.aspx
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services regulator.  CFA UK has commented in the past that we need a more effective regulatory 

regime where the onus is on supervision and enforcement rather than new rules and guidance. 

This view is supported by several Parliamentary reports5 and the comments by Lord Turner6 that 

have highlighted the lack of effective regulation in the years leading up to the financial crisis of 

2008. As we are learning on a regular basis, firms that acted inappropriately prior to the crisis are 

only being exposed since the crisis broke. Where the client’s interests are not protected, then it is 

imperative that the governance mechanisms to protect the beneficiary’s interests are robust 

enough to hold those responsible to account.  

While the focus on investment intermediaries is welcome there is also a noticeable absence of 

focus on the sell-side (universal, retail and investment banks and brokerages that provide services 

to the investment intermediaries).  Without taking into account the role played by the sell-side, 

any assessment would be incomplete. In addition, the notable absence of the sell-side also needs 

to be addressed to provide a balanced approach to the investment chain.   

The sell-side plays an important role in how the capital markets operate and interact with the 

investment chain.  Hence, the sell-side has a key role to play in the area of market integrity, 

which is important to all financial market participants.    The sell-side provides a variety of 

functions that range from forming expectations, price formation, providing liquidity and supply a 

variety of products and services used by investors to manage risks and liabilities.  For example, 

pension schemes with liability driven mandates rely on the major banks to provide the means by 

which such mandates can be implemented.  Given recent evidence has shown that some major 

banks have been associated with activity that has lowered trust and undermined market integrity; 

these institutions should be part of this and any other consultation related to the investment 

chain. 

                                           

5 Parliamentary Commission on Banking Standards http://www.parliament.uk/bankingstandards 

Parliamentary Commission on  Banking Standards:  ‘An accident waiting to happen: The failure of HBOS’ 

http://www.parliament.uk/business/committees/committees-a-z/joint-select/professional-standards-in-the-banking-
industry/news/an-accident-waiting-to-happen-the-failure-of-hbos/ 

6 ‘Lord Turner admits FSA failures in financial crisis’, Amanda Lee, Pensions Age, 15/10/2012 

http://www.pensionsage.com/pa/lord-turner-admits-fsa-failures-in-financial-crisis.php 

 

http://www.parliament.uk/bankingstandards
http://www.parliament.uk/business/committees/committees-a-z/joint-select/professional-standards-in-the-banking-industry/news/an-accident-waiting-to-happen-the-failure-of-hbos/
http://www.parliament.uk/business/committees/committees-a-z/joint-select/professional-standards-in-the-banking-industry/news/an-accident-waiting-to-happen-the-failure-of-hbos/
http://www.pensionsage.com/pa/lord-turner-admits-fsa-failures-in-financial-crisis.php


 4 

Some banks also provide investment services to a variety of clients either via their retail branch 

advisers or their private banking divisions. Key to these relationships is the nature of the services 

being provided.  In the case of execution only business the duty of the bank will be less than if it 

is providing advisory services.  Where advisory services are provided these are within the 

regulatory scope and face enforcement actions if the bank’s conduct is found to be inappropriate7.    

We concur with the commission that the relevant laws can only go so far.  Beyond legislation, 

actions depend on the behaviour of those with a fiduciary duty, investment profession, its  

industry and the regulator. It is vital that the commission appreciate how an investment mandate 

works in practice and the checks and balances that exist in this process. We use the term trustee 

loosely to cover a diverse array of beneficiaries (individuals or organisations for example charities 

and endowments) and those that represent their interests.  We start by restating our view with 

regard to fiduciary duty; we then focus on the importance of effective regulation and later set out 

key elements of the investment process.   

                                           

7FCA fines Lloyds Banking Group firms a total of £28,038,800 for serious sales incentive failings: Published: 11/12/2013   
http://www.fca.org.uk/news/press-releases/fca-fines-lloyds-banking-group-firms-for-serious-sales-incentive-failings 

 

http://www.fca.org.uk/news/press-releases/fca-fines-lloyds-banking-group-firms-for-serious-sales-incentive-failings
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Fiduciary Duty 

As we stated in our previous response to the commission our members are unable to meet the 

fiduciary standard as specified below. To ensure our members appreciate why this is the case we 

reiterate the key elements of the Law Commission’s 1992 report. To meet the fiduciary standard 

one must meet the following four conditions - 

1) The “no conflict rule” – a fiduciary must not place themselves in a position where their own 

interest conflicts with the beneficiary. 

2) The “no profit rule” – a fiduciary must not profit from their position at the expense of the 

beneficiary. 

3) The “undivided loyalty rule” – a fiduciary owes undivided loyalty to their beneficiary, and 

therefore must not place themselves in a position where their duty towards one beneficiary 

conflicts with a duty they owe to another beneficiary. 

4) The “duty of confidentiality” a fiduciary must use information obtained in confidence from a 

beneficiary for the benefit of the beneficiary and must not use it for their own advantage or for the 

benefit of any other person. 

While all investment professionals have a duty of care to their clients, it would not be possible for 

them – as agents – to meet all of the four criteria listed above. Our members abide by the CFA 

Institute’s Code and Standards which ensures that CFA UK Members act for the benefit of their 

clients and place their clients’ interests before their own, even though the fiduciary standard 

cannot be met.  

While point 4 above can be met by investment professionals, the other three points cannot. 

Investment firms face conflicts on a daily basis. They are paid by their clients so profit from their 

position and act on behalf of more than one client so cannot meet an undivided loyalty rule 

(consider the simple case of heterogeneous assets that must be allocated to a single client 

portfolio). It is only those that represent a single beneficiary that can and should meet the 

fiduciary standard. 
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Effective regulation 

"Our new regulatory approach will be proactive and preventative, aiming to head off problems in 

advance.” (Howard Davies, FSA Chairman, 20008) 

 

  

“The crisis was not a bolt from the blue – it arose from poor supervision, bad rules and structures, 

………… and the errors made by regulators, economists, central bankers and policymakers, as well 

as bankers themselves………A lot of apparently very clever people got it very wrong, and the 

ordinary citizen suffered. We have to do better in future.”  

(Lord Adair Turner, FSA Chairman 20129) 

 

Meeting the fiduciary standard is not a panacea. As the commission has demonstrated, trustees 

can act against the interests of the beneficiaries. Similarly, investment intermediaries can also be 

held to account subject to the relationship they have with the client.  What matters is trust.  The 

key issue is when the beneficiaries’ interests are not protected, those responsible for failing to 

place clients’ interests first should be held to account. The financial services regulator does have a 

variety of powers available to hold firms to account.  

 

Where the rules are breached, the FCA has a wide range of disciplinary, civil and criminal 

enforcement powers. These include powers to: 

(1) withdraw authorisation; 

(2) prohibit an individual from operating in all or some regulated financial activities; 

(3) publicly censure firms and individuals; 

(4) impose financial penalties; 

(5) seek injunctions, including asset-freezing injunctions; 

(6) seek restitution orders; and 

(7) prosecute firms and individuals. 

By using these powers appropriately, the regulator has the means to make an example of the 

offending firm(s) and send strong signals to other firms. These signals will simultaneously 

                                           

8 http://www.fsa.gov.uk/Pages/Library/Communication/PR/2000/009.shtml  
 
9 “Lord Turner admits FSA failures in financial crisis”, Amanda Leek, Pensions Age 15/10/2012 
 http://www.pensionsage.com/pa/lord-turner-admits-fsa-failures-in-financial-crisis.php 

 

http://www.fsa.gov.uk/Pages/Library/Communication/PR/2000/009.shtml
http://www.pensionsage.com/pa/lord-turner-admits-fsa-failures-in-financial-crisis.php
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reassure consumers that the regulator will not tolerate behaviour in which client’s interests are 

placed second.  While the record of the regulator prior to the crisis has been poor, we hope that 

the severity of the scandals now being unearthed will prompt the regulator to take stronger 

action. One U.S regulator has gone as far as issuing a cease and desist proceedings10 to one 

global institution over the breach of regulations. 

 

It was useful for the commission to set out clearly the manner by which the courts would view the 

relationship between the beneficiary (or their representative) and the investment professional.  As 

we understand it the courts are reluctant to intervene even though they have the power to do so.  

Our members will find it valuable to learn that the courts are influenced by three interdependent 

considerations –  

1) Respect for commercial relationships 

2) Regulatory decision-making; and  

3) Contract terms. 

This reaffirms the view shared with the commission that it is in these three areas that require 

further attention rather than by reform of statute. Chapter 11 in the consultation provides useful 

examples where the categorisation of the client becomes crucial in determining the recourse 

available against a financial organisation.   

                                           

10 The Securities and Exchange Commission (“Commission”) deems it appropriate that cease-and-desist proceedings be, 
and hereby are, instituted pursuant to Section 21C of the Securities Exchange Act of 1934 (“Exchange Act”) against 
JPMorgan Chase & Co.(“JPMorgan”) http://www.sec.gov/litigation/admin/2013/34-70458.pdf 

 

http://www.sec.gov/litigation/admin/2013/34-70458.pdf
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Trustees 

The pensions legislation11 requires that investment powers are to be exercised ‘to ensure the 

security, quality, liquidity and profitability of the portfolio as a whole’, without ‘excessive reliance 

on any particular asset, issuer or group of undertaking’. (Law Commission)   

Trustees must act in accordance to the powers that are granted to them by the trust instrument. 

Within these powers, trustees are afforded discretion when carrying out their duties.  This 

flexibility is set out as follows -   

(1) Trustees must not “fetter their discretion” by, for example, applying a pre-existing moral or 

political judgment; 

(2) Trustees must consider the relevant circumstances; and 

(3) Trustees must obtain proper advice. 

Other considerations may also be needed to be taken into account although these would have to 

be consistent with the trust instrument and the beneficiary’s interests. Trustees have the latitude 

to take into account other factors and interests for example environmental, social and governance 

(ESG) factors.  

In fulfilling their duties, trustees should have the relevant knowledge and skill to ensure that any 

investment mandate aligns with the objectives of the beneficiaries.  This applies not only to  

pensions schemes but also other similar constructs such as endowments, charities and 

foundations. However, there is flexibility available given the differences that exist between these 

types of entities.   

The trustees should be best placed to hold their investment professionals to account as they have 

the power to terminate the contract.  Taking investment advice and delegating the management 

of the portfolio does not absolve the trustees of their responsibilities to the beneficiaries.  Lack of 

knowledge or understanding should not be an excuse for trustees not to provide robust challenge. 

In fact there are training courses and similar types of learning opportunities to enable trustees to 

                                           

11 Occupational Pension Scheme (Investment) Regulations 2005 SI 2005 No 3378 
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improve their knowledge about investments.  CFA Institute has published ‘A Primer for Investment 

Trustees’12 which is publicly available and may be helpful as a source of information and insight to 

trustees.  

Portfolio governance, preferences  and type of mandate 

“I think we should follow a simple rule: If we can take the worst, take the risk.”  

 

(Dr Joyce Brothers) 

Any investment mandate should be formalised in a Statement of Investment Principles or 

Investment Policy Statement (IPS)13.   Figure 1 sets out the variety of factors that need to be 

considered when designing an appropriate IPS. We recommend that the commission should 

review the IPS of different types of beneficiaries14 to see how the contents align with the interests 

of the beneficiary. Figure 2 provides a potted example of an IPS which may be helpful. The IPS 

should set out the parameters for the managing the assets on behalf of the beneficiaries for 

example risk appetite, capacity for loss and other factors pertinent to the governance of the 

portfolio.  In addition the IPS can also include preferences that can determine how the portfolio is 

constructed.  Examples of preferences could include – 

1) Medical charities often exclude investments in businesses that sell products linked to 

cancer. 

2) Investing in companies with strong environmental credentials. 

3) Excluding companies that are involved with gambling or alcohol production. 

4) Trustees may prefer to avoid strategies where there is an extensive use of derivatives. 

                                           

12‘A Primer for Investment Trustees, Research Foundation Publications  January 2011, Vol. 2011, No. 1 
http://www.cfapubs.org/toc/rf/2011/2011/1 
13

CFA Institute’s IPS July 2013 

 http://www.cfainstitute.org/about/governance/Documents/reserves investment policy.pdf  
14 Wellcome Trust Investment Policy, April 2013 

http://www.wellcome.ac.uk/stellent/groups/corporatesite/@msh publishing group/documents/web document/wtx062542
.pdf 

 

http://www.cfapubs.org/toc/rf/2011/2011/1
http://www.cfainstitute.org/about/governance/Documents/reserves_investment_policy.pdf
http://www.wellcome.ac.uk/stellent/groups/corporatesite/@msh_publishing_group/documents/web_document/wtx062542.pdf
http://www.wellcome.ac.uk/stellent/groups/corporatesite/@msh_publishing_group/documents/web_document/wtx062542.pdf
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Other trustees may have a more flexible approach to where the portfolio is invested. The key here 

is that the portfolio should be aligned with the beneficiaries’ interests or the mission of the 

organisation.  

For trustees of defined benefit pension schemes it is vital that the liability profile is central to any 

investment mandate.  Equally crucial is that even if some schemes have similar liability profiles, 

each scheme could take a different approach in managing them to align with the beneficiaries’ 

preferences and the considerations of the employer. While herding is not unknown, schemes with 

similar liabilities may well take different approaches in how they manage these liabilities. Trustees 

should work in collaboration with their investment professionals so that the trustees can ensure 

that their requirements are being met and that where they are not, there is sufficient challenge to 

make sure investment professionals adhere to these requirements. Similarly, the investment 

professionals should be able to convey why the approach being proposed is suitable to match the 

liability profile of the scheme. 

It is also important that the trustees appreciate the different types of mandate they can enter 

into, an issue not recognised in the consultation.  For example, the trustees can have a 

discretionary mandate where the decisions are made for them without the need to be consulted.  

Alternatively, the trustees could have an advisory mandate that allows the trustees to be 

consulted before actions are taken on the portfolio. Both approaches have costs and benefits and 

it is crucial that whichever is chosen, the trustees make sure that the portfolio aligns with the 

preferences of the asset owner.   

Related to the beneficiary’s requirements is their choice of whether or not to participate in the 

lending of the securities (equity and bonds) they hold in the portfolio.  Retail clients have less of a 

choice then institutional ones.  Those that can exercise a choice may choose to forgo the fees by 

not taking part in securities lending, while others may choose to generate additional returns 

(income) from this practice.  Those that are exposed to securities lending should be made aware 

of the risks and benefits of the practice. The consultation is correct that securities lending is not 

without risk. However, those that do provide stock lending for equities and repurchase 

agreements for bonds should have in place robust processes to minimise the risks in case of 

default by the borrower (i.e ensuring that these arrangements are collateralised according to 

reasonable parameters and that the collateralisation practices adhere to the applicable laws, 

standards or guidelines). Of course this service does require resources and so the lending fee 

rebated back to the asset owner will be net of reasonable costs. 
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Figure 1 – Preparing the IPS15 

 

 

                                           

15 Manager Selection,  Research Foundation Publications, December 2013, Vol. 2013, No. 4, CFA Institute pubications 

http://www.cfapubs.org/toc/rf/2013/2013/4 

 

http://www.cfapubs.org/toc/rf/2013/2013/4


 12 

Figure 216 Sample extracts from an IPS 

 

                                           

16 Ibid 
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Portfolio implementation, construction, risk adjusted returns; beneficiary 

interests come first 

After the IPS has been completed the next stage is implementation which in itself creates a host 

of decisions which can be presented in Figure 3. 

 

Figure 317 – Implementation process 

 

 
 

                                           

17Ibid 
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It is welcome that the commission appreciates the need to consider the total portfolio not just one 

asset class. The Law Commission makes much of the terms ‘over-diversification’ and ‘excessive 

diversification’.  These concepts miss the point.  The aim of any portfolio is to ensure that the risk 

adjusted returns are maximised subject to the beneficiaries’ risk appetite, capacity for losses and 

preferences. Diversification is key to this because it allows the portfolio to reduce the risk in the 

hope that the expected return will rise.   

Diversification involves spreading the portfolio over a wide array of assets. Figure 4 provides a list 

of these assets. While not all asset classes are needed in every portfolio, it is essential that any 

asset that is added to or taken away from the portfolio provides risk-adjusted benefits. There will 

be some assets in the portfolio that fall in value but it is hoped that other assets in the portfolio 

more than offset this decline by rising in value. Figure 5 provides an insight into some of the key 

elements to be considered when choosing the appropriate investments. 

Figure 418– Sample of asset classes that may be used to populate a portfolio 

 

 

 

 

                                           

18 Ibid 
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Figure 519 – Characteristics of public and non-publicly traded securities 

 

Figure 620– Access to investments can vary according to client type 

 

Figure 6 demonstrates that how the client type can influence the access to investment 

opportunities which in turn can influence how the portfolio is populated.   

                                           

19 Ibid – REITs are Real Estate Investment Trusts 
20 Ibid 
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Chart 121 – Efficient Frontier 

 

 

 

Based on the beneficiary’s requirements a portfolio can be diversified or concentrated.  It may be 

preferable for the commission to adopt this terminology.  Chart 1 presents an efficient frontier 

along which various portfolios are plotted.  For the sake of simplicity, the portfolios only use two 

asset classes, bonds and equities.   

The majority of the portfolios along the frontier are diversified. What this means is that these 

portfolios maximise the return for a given level of risk, or minimise the risk for a given level of 

return. Any portfolio that plots below this line is deemed undiversified.  For example, the 100% 

bonds portfolio is concentrated because one could reduce the weighting to bonds say to 60% and 

increase the weighting to equities from 0% to 40%; thereby move along the frontier to attain a 

higher level of return for the same level of risk provided by the 100% bonds portfolio.  

                                           

21 http://www.youngresearch.com/authors/ejsmith/risk-and-reward-an-efficient-frontier/ 

 

Source: Young and Research Publishing 

 

http://www.youngresearch.com/authors/ejsmith/risk-and-reward-an-efficient-frontier/
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In practice, while a diversified portfolio may be preferable, it may not always be appropriate or 

aligned with the beneficiary’s interests.  For instance, the trustees may deem it necessary to keep 

the entire portfolio invested in bonds for good reasons despite the chance to earn a higher return 

via a different approach.  The reasons could include, a mature liability profile for a defined benefit 

scheme, the beneficiary having a very low capacity for losses, an aversion to investing in any 

asset class apart from bonds,  and ensuring the portfolio has sufficient assets to meet a series of 

liabilities. Just as a patient has the right to refuse a beneficial treatment advised by their doctor 

(informed refusal) so the beneficiary has the right to have a portfolio that matches their 

preferences. The trustee and their advisers have to respect the wishes of the beneficiary.   

Investment horizons and goals 

The Kay Review Final Report and the Law Commission emphasise the need to have a long-term 

investment horizon. However, no definition of ‘long-term’ has been put forward and one can 

understand why.  The ‘long-term’ means different things to different beneficiaries.  An individual 

saving for their pension may have an investment horizon of 40 years; a charity may have an 

investment horizon of 100 years; while universities may have multi-century horizons. So which is 

the right definition of ‘long-term’?. There isn’t one. 

 

Following on from the previous section of this response, it is important to note that there is no 

optimal investment horizon. The investment horizon(s) must be linked to the beneficiary’s goals. 

It is preferable to promote the view that the investment horizon should be appropriate to the 

beneficiary.  Since beneficiaries differ in their requirements they may often have several 

investment horizons each with an associated goal.  These goals may need to meet short, medium 

and long-term time horizons. 

Consideration should be given to goals-based metrics22
 which are adopted by the most forward 

thinking private sector schemes. The metrics used to measure success are defined for the short, 

medium and long term goals. Having a goals-based approach can ensure that each scheme has 

the ultimate beneficiary and stakeholders in mind; all those involved have a set of clear consistent 

                                           

22 Client Goal–Based Performance Analysis, Stephen Campisi, CFA; CFA Institute Conference Proceedings QuarterlyMarch 

2011, Vol. 28, No. 1: 32–41 http://www.cfapubs.org/doi/abs/10.2469/cp.v28.n1.1 

 

http://www.cfapubs.org/doi/abs/10.2469/cp.v28.n1.1
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objectives that can be continued regardless of changes in decision-making personnel. This means 

that the portfolio has to be constructed to take into account these goals and the diversity of time 

horizons. These portfolios may not always be preferable but will align with the beneficiaries’ 

interests.  

Asset allocation and manager selection 

Once the portfolio strategy has been agreed the next stage is to decide how the assets should be 

allocated and which managers should be chosen.  This process should take into account the 

preferences of the trustees or those that act in the best interests of the ultimate beneficiary. How 

those preferences are formulated is determined by the beneficiary.  The key is that the beneficiary 

or their representatives collaborate with their investment professionals so that the portfolio that 

results aligns with the beneficiary’s preferences.  

The diversity of investment approaches available to investors should provide sufficient choice to 

meet a variety of investor preferences outside of purely risk and return. The merits of each 

selection should be taken into the context of the entire portfolio rather than a single investment.  

It may be that the beneficiaries prefer an approach that emphasises environmental, social and 

governance (ESG) factors.  Others may favour an approach that is based on religious doctrine 

such as Sharia Law.  Each set of preferences comes with its own costs and benefits which have to 

be relayed to the representatives of the beneficiaries. For example, the exclusion of interest 

paying investments from a Sharia portfolio could have seen a portfolio exposed when the financial 

crisis hit because the portfolio may not have contained the defensive assets of government bonds. 

Similarly, the level of stewardship and who undertakes this can be expressed by the beneficiary or 

the trustee in the IPS.  For example, the allocation to equities could be wholly taken up by 

investments in activist funds (funds which take material stakes in companies with a view to 

influencing operational and strategic changes) some of which can be less liquid than standard 

equity funds (which can be liquidated in a matter of days).   

Engagement also carries other costs of which the asset owner needs to be aware.  The investor 

needs to be sure that the costs of engagement will be worthwhile and accept that any benefits will 

be shared by all shareholders.  Hence, with little certainty about the success of engaging and the 

free-rider issue associated with it, the preference may be to sell a holding where there are ESG 

concerns rather than undertake engagement which has a low probability of success.   

Engagement is likely to be more effective where there are formal contractual obligations and this 

is most relevant for lenders and those that have invested in the debt of a company. Lenders of 
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capital have the potential to call upon the terms and conditions of these contracts should they 

believe that there are breaches.  The strength of these creditors has been demonstrated in high 

profile examples that range from Woolworths to the Co-op bank. In the latter case, the debt 

holders agreed to exchange their debt for equity in the troubled organization.   

By being able to act efficiently, the asset owner can reduce the opportunity cost to the portfolio of 

remaining in an investment that gives cause for concern.  When considering factors outside of risk 

and return, the main focus should be opportunity cost, the return foregone elsewhere where the 

portfolio is not invested.  

Portfolio turnover and risk management 

Table 123 – Rebalancing criteria 

 

 

The portfolio of assets should align with the policy asset mix and this should be stated in the IPS. 

In addition, there should also be an indication when the portfolio should be rebalanced. Table 1 

above sets out example  target weights for each asset class in a portfolio and when to rebalance.  

For example, if the allocation to US equities rises to 45% due to strong markets then it would be 

good risk management practice to sell down the excess allocation and redistribute to the other 

asset classes subject to the required weights.  In doing so this approach ensures that – 

1) The portfolio is aligned with the beneficiary’s risk tolerance and references 

                                           

23 Ibid (‘A Primer for Investment Trustees’) 
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2) The costs and turnover of the portfolio are controlled 

3) The risk is managed appropriately  

Disciplined portfolio rebalancing ensures that costs and risks are controlled.  Rebalancing also 

demonstrates why turnover in a portfolio can arise for reasons that are consistent with the 

beneficiary’s preferences. Not all turnover should be seen as short-term or against the interests of 

the beneficiary. For example, some asset managers may use high turnover strategies to generate 

returns over the long-term. In general, regardless of the approach being used, it is essential that 

the trustees and their advisors can be reassured that the asset managers are delivering value to 

the entire portfolio.  On occasion, it may be preferable to retain an underperforming manager 

because of the diversification benefits provided to the portfolio.  Risk-adjusted returns (net of 

fees) are more important than returns by themselves.    

Figure 724 – The wrong side of the active performance cycle 

 

We cite evidence in our response to the Kay Review25 that private sector trustees have a tendency 

to chase returns and invest in funds that have done well in the past.  Often this desire to “do 

something” works against the portfolio and the beneficiary’s interests.  Similarly, trustees should 

ensure that those responsible for managing the assets adopt a disciplined approach to turning 

over the portfolio.  The trustees have a responsibility to monitor the level of turnover to ensure 

                                           

24 Ibid 
25 CFA UK response to the Kay Review of UK Equity Markets 
https://www.cfauk.org/assets/2162/CFA UK response to the UK Equity Market Review SENT.pdf 

 

https://www.cfauk.org/assets/2162/CFA_UK_response_to_the_UK_Equity_Market_Review_SENT.pdf
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that it is appropriate. Otherwise trustees can enter a value destroying cycle of ‘buying high and 

selling low’ (Figure 7). 

Portfolio evaluation, attribution and appraisal 

“Nothing will work unless you do.” 
 

(Maya Angelou) 
 

It is vital that the beneficiary (or their representative) evaluate the portfolio to assess the success 

of the investment program. The evaluation also incorporates how the performance was achieved 

(appraisal). The importance of the evaluation cannot be overstated enough because it provides 

the following – 

 

1) “Quality control check” 

 

2) Feedback control mechanism that helps identify the strengths and weaknesses of the 

investment program.  A successful program can be shown to be appropriate and effective. 

 

3) Reinforces the hierarchy of accountability, responsibility and authority of the governance 

structure.  

 

The attribution and appraisal processes determine how the portfolio generated its returns and  

identifies how each manager performed. This process also helps the trustee to determine the 

value provided by their managers. The information provided to the trustees by investment 

professionals must be presented in a manner that takes into account the understanding and 

expertise of those trustees.  
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Questions 

Question 1 Do consultees agree that Chapter 10 represents a correct statement of the current law? 

(14.6) 

We concur with this statement and how it applies. 

 

Question 2 Do consultees agree that the law reflects an appropriate understanding of beneficiaries’ 

best interests? (14.11) 

Yes 

 

Question 3 Do consultees think that the law is sufficiently certain? (14.15) 

Yes 

 

Question 4 Should the Occupational Pension Scheme (Investment) Regulations 2005 be extended to 

all trust-based pension schemes? (14.15) 

No comment 

 

Question 5 Are there any specific areas where the law would benefit from statutory clarification? 

(14.15) 

This is something for legal experts to determine.  

 

Question 6 Do consultees agree that the law permits a sufficient diversity of strategies? (14.21) 

Yes. The key here is if trustees have sufficient knowledge and understanding of the law and how it 

applies to them.  As we cite in the body of this response there is sufficient latitude for trustees to 

implement a diversity of strategies as long as they align with the interests of the beneficiaries or 

with the mission of the organisation they represent. 
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Question 7 Do consultees agree that the main pressures towards short-termism are not caused by 

the duty to invest in beneficiaries’ best interests? (14.24) 

 

We remain concerned by the use of the phrase ‘short-termism’ as its definition is unclear.  We 

have stated that portfolio turnover is an accepted part of risk management.  However, trustees 

should be vigilant to limit excessive portfolio turnover.  Similarly, trustees should resist the 

temptation to chase returns and so sell underperforming assets and invest in those that have 

done well in the recent past without taking the impact on the total portfolio into account.  The 

focus should always be on the entire portfolio rather than focussing too much on one investment 

or asset class. A robust IPS should ensure that portfolio turnover is kept at reasonable levels and 

that there are appropriate guidelines that determine when transactions need to take place to 

ensure the portfolio is aligned with the IPS.  

 

Question 8 Do consultees agree that the law is right to allow trustees to consider ethical issues only 

in limited circumstances? (14.28) 

 

The discretion available to trustees should be sufficient to consider ESG issues if the trustees 

choose to do so. Using a broader constituency of all beneficiaries and their representatives, the 

preferences that can be expressed should reflect those of the ultimate beneficiary (or consistent 

with the mission of the organisation concerned) where it is possible to do so. The extent to which 

this is possible may vary between types of beneficiary. However, as we cite above the trust 

instrument or its equivalent, should determine the extent to which the portfolio takes into account 

the beneficiary’s preferences and the manner by which these can be used to select suitable 

investments.  

 

Question 9 Does the law encourage excessive diversification? (14.32)  

The commission appears to have misunderstood the concept of diversification.  Either the portfolio 

is appropriately diversified or it is not. Excessive/over-diversification is a misleading term.  As we 

cite above, the starting point should be a diversified portfolio which is then modified to incorporate 

the preferences of the ultimate beneficiaries.  For example, there are some charities and 

endowments that have large concentrated holdings in a small number of companies. Often there 

is a constraint on selling these assets and so this has to be incorporated into the how the portfolio 

is constructed.  Hence, these portfolios would be concentrated (or not sufficiently diversified) 
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because of the large allocation to a few securities and so not ideal. However, the portfolio remains 

appropriate because it represents the wishes of the settlor and may form part of the trust 

instrument. 

 

Question 10 Does the law encourage trustees to achieve the right balance of risk and return? (14.32) 

We would suggest that the there is scope for trustees to achieve the preferred portfolio to 

maximise the risk adjusted return. However, there is sufficient discretion to ensure the portfolio is 

appropriate to the requirements of the trust instrument. This may at times result in a portfolio 

that does not aim to maximise the risk adjusted return, which is an acceptable outcome. 

 

Question 11 Are there any systemic areas of trustees’ investment strategies which pose undue risks? 

(14.32) 

The use of liability driven mandates on the surface may appear to indicate undue risks are being 

taken especially in light of the recent financial crisis.  However, the important point to consider is 

how these mandates are constructed and that any liability driven mandate is spread across a 

variety of suitable counterparties.    

It would be the responsibility of both the trustees and their advisers to ensure that the mandates 

in place are robust and to stress test these on a regular basis. 

 

Question 12 Overall, do consultees think that the legal obligations on trustees are conducive to 

investment strategies in the best interests of the ultimate beneficiaries? (14.33) 

 

Yes, the prevailing law allows the appropriate focus and sufficient flexibility.  

 

Question 13 If not, what specifically needs to be changed? (14.33) 

No comment 
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FIDUCIARY-TYPE DUTIES IN CONTRACT-BASED PENSION SCHE 

 

Question 14 Do consultees agree that the duties on contract-based pension providers to act in the 

interests of scheme members should be clarified and strengthened? (14.42) 

 

We would agree that there should be a mechanism in place that ensures that whatever the type of 

pension scheme is in place it is set up to be in the best interests of the members. This becomes 

more important given the material differences between contract based and trust based schemes26. 

It is especially important that those in contract based schemes are getting value for money and 

not exploited by being a captive audience27.   

 

Question 15 Should specific duties be placed on pension providers to review the suitability of 

investment strategies over time? If so, how often should these reviews take place? (14.42) 

Providers should undertake an annual review of the investment strategies. This becomes essential 

given that the relationship is between employee and provider and often the employee may lack 

the skills and expertise to assess the value of the provider’s offering. 

The review would ensure that these strategies continue to operate in the manner originally 

specified and remain a relevant part of the provider’s pension offering.  It is essential that any 

review is impartial, especially as many contract based schemes offer the provider’s own funds.  

Providers should be open to replace their own funds with external funds if these external funds 

deliver value to the end investor.   

  

                                           

26 Money Purchase Pension Schemes: Comparison of Trust Based (OPS) with Contract Based (PP), 16 April 2013, 

Freshfields, Brickhaus, Deringer 
http://www.freshfields.com/en/knowledge/Money Purchase Pension Schemes Comparison of Trust Based (OPS) with
Contract_Based_(PP)/?LanguageId=2057 
 
27 Pension charges cap shelved, Josephine Cumbo, Financial Times, January 17, 2014 
http://www.ft.com/cms/s/0/90229f78-7f80-11e3-94d2-00144feabdc0.html#axzz2r2FuHToG 

 

http://www.freshfields.com/en/knowledge/Money_Purchase_Pension_Schemes_Comparison_of_Trust_Based_(OPS)_with_Contract_Based_(PP)/?LanguageId=2057
http://www.freshfields.com/en/knowledge/Money_Purchase_Pension_Schemes_Comparison_of_Trust_Based_(OPS)_with_Contract_Based_(PP)/?LanguageId=2057
http://www.ft.com/cms/s/0/90229f78-7f80-11e3-94d2-00144feabdc0.html#axzz2r2FuHToG
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Question 16 Should members of Independent Governance Committees be subject to explicit legal 

duties to act in the interests of scheme members? (14.42) 

In the first instance it may be preferable to start with a set of standards or a code that sets out 

the responsibilities of the Independent Governance Committee (IGC).  Formalising the IGC’s 

duties in law should be a final step; although the IGC’s decisions could be legally binding if they 

act in the best interests of the beneficiaries.  By having a common set of standards the IGC can 

act with a  fiduciary quality rather than meeting the fiduciary standard.  As appealing as the IGC 

is, it is essential that it can demonstrate its independence of the provider, otherwise we have a 

governance mechanism that is ineffective and against the interests of the employees 28. Perhaps 

the regulator can undertake some effort to ensure that providers appoint independent members to 

their IGCs. 

 

Question 17 Should pension providers be obliged to indemnify members of Independent Governance 

Committees for liabilities incurred in the course of their duties? (14.42) 

This seems a sensible suggestion although IGC members should be liable if they acted in a 

manner that was against the spirit of their remit. 

 

 

                                           

28 http://touchstoneblog.org.uk/2013/09/office-of-fair-trading-report-falls-short-on-pensions-governance 

 

http://touchstoneblog.org.uk/2013/09/office-of-fair-trading-report-falls-short-on-pensions-governance
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FIDUCIARY DUTIES IN THE REST OF THE INVESTMENT CHAIN 

Question 18 Do consultees agree that the general law of fiduciary duties should not be reformed by 

statute? (14.61) 

We agree.  The law can only go so far. As we state in the body of our response the rest is down to 

the regulatory and contractual requirements between clients and their investment professionals.   

 

Question 19 Should rights to sue for breach of statutory duty under section 138D of the Financial 

Markets and Services Act 2000 be extended? (14.67) 

Our understanding of section 138D is that it allows people to recover losses by showing that their 

loss was caused  by a breach of an FCA or PRA rule (ie they don't have to rely on that breach as 

evidence of negligence) so it will presumably be a useful avenue of recourse where it is available.  

Generally, this approach is only available to private persons (ie individuals and non-corporate 

persons).  That said, in certain circumstances it may be that non-private persons can bring a 

claim, including where the person that is seeking to bring the action is acting in a fiduciary or 

representative capacity on behalf of a private person.   

The main aim should be consistency29 of approach so that where rules are breached or mis-selling 

has taken place there is a form of recourse  

However, we are mindful about how the relationship is contractually defined, as explained in 

chapter 11 of the consultation and how crucial the contract is for the courts. For example, one of 

the cases set out in chapter 11 highlight the risks clients take when they are not fully aware of the 

terms under which they are classified and the manner by which they interact with the provider of 

investment services. Perhaps in this case the regulator could have had scope to act, something it 

has done with regard to the miss-selling of interest rate swaps to small and medium sized 

businesses30. 

                                           

29‘MPs demand powers to extend interest rate swap misselling redress’, Money Marketing , 17 December 2013, By Tessa 
Norman 
 http://www.moneymarketing.co.uk/news-and-analysis/regulation/mps-demand-powers-to-extend-interest-rate-swap-
misselling-redress/2004444.article 

 
30 Banks face ban from selling interest rate swaps, Harry Wilson, Banking correspondent,The Telegraph 28 Jun 2012 

http://www.telegraph.co.uk/finance/newsbysector/banksandfinance/9363553/Banks-face-ban-from-selling-interest-rate-
swaps.html 

 

http://www.moneymarketing.co.uk/news-and-analysis/regulation/mps-demand-powers-to-extend-interest-rate-swap-misselling-redress/2004444.article
http://www.moneymarketing.co.uk/news-and-analysis/regulation/mps-demand-powers-to-extend-interest-rate-swap-misselling-redress/2004444.article
http://www.telegraph.co.uk/finance/newsbysector/banksandfinance/9363553/Banks-face-ban-from-selling-interest-rate-swaps.html
http://www.telegraph.co.uk/finance/newsbysector/banksandfinance/9363553/Banks-face-ban-from-selling-interest-rate-swaps.html
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Question 20 Is there a need to review the regulation of investment consultants? (14.71)  

As we cite above, if investment consultants are members of CFA UK then they would be obliged to 

adhere to our Code and Standards which are clear about how they should conduct themselves in 

placing their clients interests first.   Even CFA UK members undertake activity that does not fall 

within the remit of the UK regulations; these members would still be bound to act in the interests 

of their clients. When consultants do provide advice that comes within the scope of the 

regulations, then consultants have to act in accordance with these requirements. Before a review 

is requested it may be valuable for the regulator to provide some insight as to how the activity of 

investment consultants is divided between the perimeter guidance31 and regulated advice. 

Perhaps the FCA could provide clarity on the regulatory status of consultants and the services 

they provide; especially when it comes to generic advice and where this advice results in a 

recommendation.   

While the market appears to be concentrated in the field of pensions, the quality of suppliers 

should be the over-riding concern.  Perhaps the market can only sustain a small number of 

providers? If there are concerns these should be raised accordingly. All too often the reliance on 

perceived wisdom or anecdotal evidence does not provide sufficient basis for a review.  Of equal 

importance is the ability of the clients of the consultants to have sufficient recourse in their 

contracts.  As the consultation cites very clearly the courts will often follow what has been agreed 

in the contract between the principal and the agent.   

 

Question 21 Is there a need to review the law of intermediated shareholdings? (14.74) 

No comment 

 

                                           

31 FCA – Perimeter Guidance Manual 
http://fshandbook.info/FS/html/FCA/PERG/8/29 
http://fshandbook.info/FS/html/FCA/PERG/8/28 
http://fshandbook.info/FS/html/FCA/PERG/8/31 

 

 

http://fshandbook.info/FS/html/FCA/PERG/8/29
http://fshandbook.info/FS/html/FCA/PERG/8/28
http://fshandbook.info/FS/html/FCA/PERG/8/31
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Question 22 Should the FCA review the regulation of stock lending by custodians? (14.75) 

No. Securities lending (bonds and equities) plays a vital role in facilitating the ability to express a 

negative opinion about a security and so provides useful information to the market. This is 

supported by a study from the Federal Reserve Bank of New York32, which found that restrictions 

to short selling reduces liquidity and increases costs to investors. Given the unfavourable reward 

to risk ratio for short selling any attempt to further limit this activity would further undermine 

market integrity.   

It would be useful for the commission to appreciate the process involved with securities lending in 

the following flowchart.  The key element in this process is the collateral available to the lender, 

which often exceeds the amount of the securities loaned to the borrower.  

The choice available to clients with regard to participating in securities lending often depends on 

how the client is classified. The institutional client has the choice whether or not participate in 

securities lending. Retail clients in pooled funds may have no choice in whether or not the fund 

they invest in lends its securities. However, retail funds that do engage in securities lending make 

this clear in their relevant documentation and the terms by which the lending takes place33. Retail 

clients that invest in funds that undertake securities lending should read the relevant materials (if 

they are selecting investments themselves).  Investment advisers, where applicable, should 

provide information about securities lending and its implications to their clients.     

Institutional clients that wish to lend their securities to improve returns should ensure that the 

firms that do this on their behalf have systems and controls in place to ensure that the risks 

associated with this activity are managed appropriately. The risk of default will always be present 

given the failures of Worldspreads, MF Global and Lehman Brothers. The beneficial owner of the 

security being lent does undertake a risk of default by the borrower, although this is mitigated by 

the collateral pledged for the loan. Large custodians and others that have well developed 

securities lending businesses can ensure that the terms of the loan match the risks associated 

with the borrower. If the collateral pledged during the term of the loan falls below the required 

                                           

32 Federal reserve Bank of New York Staff report no. 518, “Market Declines: Is Banning Short Selling the Solution?” 

September 2011 

33 iShares FTSE 100 UCITS ETF (Acc) Key Investor Information Document 
http://uk.ishares.com/en/rc/stream/pdf/false/publish/repository/documents/kiid/kiid-ir-ishvii-ishares-ftse-100-ucits-etf-
acc-gb-ie00b53hp851-en.pdf 

http://uk.ishares.com/en/rc/stream/pdf/false/publish/repository/documents/kiid/kiid-ir-ishvii-ishares-ftse-100-ucits-etf-acc-gb-ie00b53hp851-en.pdf
http://uk.ishares.com/en/rc/stream/pdf/false/publish/repository/documents/kiid/kiid-ir-ishvii-ishares-ftse-100-ucits-etf-acc-gb-ie00b53hp851-en.pdf
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value, the lender (or their representative) can demand more collateral to be pledged. The lender 

can also determine the period when the loan should be repaid.  The term of the loan can vary 

from being called at anytime to being callable across specified periods; for example, one month.  

 

Flowchart- how securities lending works in practice 

 

 

Source: iShares Securities Lending Brochure34 (ETF is an Exchange Traded Fund) 

Trustees should take responsibility to obtain the appropriate assurance that the processes to 

undertake securities lending are strong enough and can protect the clients’ assets.  The issue of 

protecting client assets remains a cause for concern especially as in recent years firms have paid 

financial penalties for falling short of the regulator’s standards. More important than conducting a 

review would be the assurance from the regulator that it is vigilant in the area of client assets and 

securities lending. Equally essential is that the regulator demonstrates it has learned the lessons 

from Lehman and MF Global.  Further reassurance is needed from the legal framework so that in 

the event of a default, assets are returned to clients as quickly as possible.      

                                           

34http://uk.ishares.com/en/rc/stream/pdf/false/publish/repository/documents/en/downloads/brochure securities lending

guide indiv.pdf 

 

http://uk.ishares.com/en/rc/stream/pdf/false/publish/repository/documents/en/downloads/brochure_securities_lending_guide_indiv.pdf
http://uk.ishares.com/en/rc/stream/pdf/false/publish/repository/documents/en/downloads/brochure_securities_lending_guide_indiv.pdf
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We trust that these comments are useful and would be pleased to discuss them in person. 

Yours, 

Natalie WinterFrost, CFA FIA      

Chair Professional Standards & Market Practices Committee,  

CFA Society of the UK 

 

 

Will Goodhart 

Chief executive 

CFA Society of the UK 

 

 

 

 

Sheetal Radia, CFA FRSA 

Advocacy Adviser 

CFA Society of the UK 
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About CFA UK and CFA Institute 

CFA UK serves society’s best interests through the provision of education and training, the 

promotion of high professional and ethical standards and by informing policy-makers and the 

public about the investment profession.  

Founded in 1955, CFA UK represents the interests of approximately 10,000 investment 

professionals. CFA UK is part of the worldwide network of member societies of CFA Institute and is 

the largest society outside North America. 

CFA Institute is the global association of investment professionals that sets the standard for 

professional excellence and credentials. The organization is a champion for ethical behaviour in 

investment markets and a respected source of knowledge in the global financial community. The 

end goal: to create an environment where investors’ interests come first, markets function at their 

best, and economies grow. CFA Institute has more than 110,000 members in 139 countries and 

territories, including 100,000 Chartered Financial Analyst® charterholders, and 136 member 

societies.  

The aim of CFA UK’s advocacy initiative is to work with policy-makers, regulators and standard-

setters to promote fair and efficient-functioning markets, high standards in financial reporting and 

ethical standards across the investment profession. The society is committed to providing 

members with information regarding proposed regulatory and accounting standards changes and 

bases its responses on feedback direct from members or relevant committees. 

Members of CFA UK abide by the CFA Institute Code of Ethics and Standards of Professional 

Conduct. Since their creation in the 1960s, the Code and Standards have served as a model for 

measuring the ethics of investment professionals globally, regardless of job function, cultural 

differences, or local laws and regulations. The Code and Standards are fundamental to the values 

of CFA Institute and its societies.  
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Consultation response 

Law Commission Fiduciary duties of investment intermediaries 

  

 

 

1. About the Association of Charitable Foundations   

(i) ACF is the membership association for foundations and charitable grant-making 
trusts in the United Kingdom. ACF’s priorities include enabling trusts and 
foundations to achieve good practice in grant-making and helping them to be 
effective in the many ways that they use their resources, including their 
investments for charitable purposes. 

(ii) ACF has over 320 members. They range in size from large foundations with 
paid staff distributing over £20m a year each, to small often local volunteer-run 
trusts distributing less than £100,000 a year. Together though they give over £1.7 
billion a year to a wide range of charitable causes.  

(iii) Across the UK, trusts and foundations provide about 5% of the total funding of 
the charitable and wider voluntary sector. There are 900 endowed charitable 
foundations in England and Wales with annual income exceeding £500,000. These 
900 make up one per cent of all registered charities, their combined assets amount 
to around £48bn - over half the charity sector’s total assets. 1  

 

2. Introduction: 

(i) The Law Commission has been asked, following the Kay Review, to consider 
how the law of fiduciary duties applies to investment intermediaries and to look at 
a number of related questions. In the course of the review, the Law Commission 
has surveyed the law of fiduciary duties. 

(ii) Although the review has focused on the ‘investment chain’ as it relates to 
pension funds, we as the membership organisation for charitable foundations, 
would like to offer observations from the related but distinctive perspective of 

                                            
1 Jenkins, R., The Governance and Financial Management of Endowed Charitable Foundations, ACF, London, 2012, 
p. 12. 
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charity investors on some of the questions the review has considered. These are 
particularly relevant to the Commission questions: 

(2) To clarify how far those who invest on behalf of others may take account of 
factors such as social and environmental impact and ethical standards. 

(3) To evaluate whether fiduciary duties (as established in law or as applied in 
practice) are conducive to investment strategies in the best interests of the 
ultimate beneficiaries. 

(iii) Our intention in making this submission is to highlight the read across to the 
related Law Commission review of Charity Law by Professor Elizabeth Cooke 
which will, among other things, look at ‘mixed motive’ investments. We expect 
that Professor Cooke’s review will consider fiduciary duties as they apply to 
charity trustees, and our concern is to ensure that the current conclusions provide a 
firm basis for discussion there, without foreclosing treatment of issues distinctive 
to charities. We strongly argue for coherence across the legal and regulatory 
framework, including CC14, the SORP and the law relating to mixed motive 
investments. 

 

3. Charity trustees have different concerns from those of pension funds 

(i) We would first like to distinguish charities from pension funds in investment 
terms. Charities with endowments are certainly similar to pension funds in that 
they consist of cash funds held on trust and invested to provide a return for 
beneficiaries. Trustees of endowed foundations and pension funds are also subject  
as investors to the same fiduciary obligations. However: 

1. Charities are regulated by the Charity Commission and pension funds by 
the Pensions Regulator. 

2. Pension funds have defined identifiable beneficiaries, unlike charities 
whose beneficiaries are implied by their charitable objects.  

3. Significantly, pension funds have quantifiable future liabilities in respect 
of their beneficiaries, while charities have freedom to shrink or expand 
their expenditure within their area of benefit. 

4. Most importantly, pension fund trustees measure success in terms of their 
delivering a financial return for private individuals, whereas charity 
trustees are ultimately concerned with achieving charitable objectives that 
deliver a public benefit.  

5. For charity trustees, the money their investments make must be the 
servant of their charitable objectives and not the other way round.  

These distinctive sets of concerns must be taken into account when charity trustees 
interpret what fiduciary obligations entail in their context. 
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4. Similar fiduciary duties apply 

(i) Like pension trustees, charity trustees must also consider multiple sources of 
law when investing. These include statute law relating to charities (especially The 
Charities Act 2011) and trusts, (especially The Trustee Act 2000), as well as case law. 
Charity investors also look to Charity Commission guidance for authoritative 
interpretations of the law, particularly in this context, Charities and Investment 
Matters: A guide for trustees, Charity Commission (CC14). 

(ii) We agree with the Law Commission’s statements that ‘The core duty of a 
trustee is to promote the purpose for which the trust was created’ and that ‘within 
these broad parameters, trustees must exercise their own discretion’ and act ‘with 
such care and skill as is reasonable in the circumstances’ of the time. (S.79). 

(iii) Within a charity context, this means that trustees must above all things be loyal 
to the best interests of the charitable objectives. We therefore recognise the Law 
Commission’s elaboration of these core duties as a correct statement of the Law. 
However we believe that different and competing interpretations and 
misconceptions inhibit charity trustees’ from understanding the breadth of their 
discretion. 

 

5. The core fiduciary duty can be obscured  

(i) The consequence of this failure to appreciate the breadth of their discretion 
means that charity trustees may not feel empowered to deploy their capital in the 
ways that are most effective in terms of achieving their charitable objectives.  

(ii) One cause may be that the duty to act prudently is interpreted in such a way as 
to obscure the duty to promote the purpose for which the trust was created.  

(iii) The management of investments can provoke a degree of anxiety for trustees, 
who wish to do the best they can. In order to have a sense that they are discharging 
their duties, our sense is that trustees frequently turn to ‘proxy’ objectives to define 
whether they are being prudent or not. In this case the two most likely ‘proxies’ for 
prudence, readily promoted by the industry, are (1) to invest for maximum risk-
adjusted return measured according to short-term industry bench-marks and (2) to seek 
to protect the real value of the endowment. The adoption of these proxies can, 
potentially, cause trustees to take an overly cautious approach and actually prevent 
proper attention being paid to considering how best to use their capital to achieve 
their charitable purposes. 

 

6. Short term bench marks 

(i) To illustrate, the Kay Review has spelt out the dangers of short-termism at a 
macro-economic scale. We would like to point out that short-term bench marks can 
also inhibit good investment practice for individual organisations with long-term 
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goals.  For example, because charities have freedom to shrink or expand their 
expenditure they can in theory withstand greater volatility than pension funds and 
so adopt higher risk investment strategies that may deliver higher returns in the 
long term but entail the non-achievement of short-term gains. However, an 
understanding of prudence which focuses on achieving short term returns 
measured by industry benchmarks will mean that trustees do not feel empowered 
to take opportunities which would allow them to make more money in the long 
term. In this case, the charitable objectives lose out. 

 

7. Protecting rather than deploying capital 

(i) As already stated, another common ‘proxy goal’ with implications for 
investment practice is for charity trustees to preserve the real value of the capital - 
the rationale being that this is the best way of discharging their fiduciary 
obligations ‘to future generations’. However, only a minority of respondents in a 
2011 survey of charity investors had permanent restrictions.2 Yet the same research 
showed that a majority of respondents aimed to preserve the real value of their 
investment portfolio, even if that meant reducing expenditure.  

(ii) The notion therefore runs very deep that trustees should protect the value of 
their portfolio, with many also believing that to do otherwise would be a failure 
prudently to manage their investments.  

(iii) This misunderstanding of the exact nature of their fiduciary obligations can 
therefore skew investment practice for charity trustees, encouraging over caution 
based on a belief that they must protect the value of capital rather than focusing on 
how to achieve the best result for their charitable objects. The problem becomes 
particularly pronounced when trustees feel that they should maintain the value of 
their portfolio over relatively short time periods. 

(iv) We would also argue that this sense of needing to preserve capital translates 
limits the discretion charity trustees feel they have when investing to trade 
financial returns for social benefit - because accepting a below market financial 
return may be seen as contributing to the erosion of the value of the portfolio. 

 

8. Balancing public benefit and financial return 

(i) To explore this point further, the Law Commission consultation document, 
following the Kay Review, highlights the interplay between the purposes for which 
capital is held in trust and investment practice. This inter-relationship is 
particularly pronounced for charity trustees for whom the statement ‘the best 
interests of the beneficiaries are normally their best financial interests’ is even more 
moot than for those of pension trusts.  

                                            
2 Jenkins, R., and Rogers, K., For Good and Not For Keeps: How long-term charity investors approach spending on 
their charitable aims, ACF, London, 2013. 
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(ii) The current review considers the degree to which trustees may take into 
account environmental, social or governance (ESG) issues when deciding how to 
invest (SS80-83). A key case, Harries v. Church Commissioners, concerns a charity, 
and the decision there clarifies the ways in which trustees may exclude certain 
investments that would conflict with their work or alienate their supporters, even 
where this entails taking a lower financial return. In light of the Charities Act 2011, 
we might express the former as saying that trustees may exclude investments that 
cause public harm rather than public benefit, as expressed in their the specific 
charitable objectives.  

(iii) In addition, the current review describes situations where trustees may choose 
to exercise their share ownership rights to influence the behaviour of companies in 
such a way as to help deliver their charitable aims. (SS 84-87) 

(iv) We agree with the Commission that the conclusions in S92 form a correct 
statement of the law; however we would offer one clarification and one question 
that remain. 

(v) First, to clarify, that in the case of charities, ‘quality of life factors’ [S92 (3)] 
ought to be able to be taken into account even if they deliver a lower return where 
the purpose of the trust is to improve quality of life for beneficiaries in the specific 
ways under consideration. 

(vi) Second, while we agree with the consultation document statement that trustees 
ought not further their own political, moral or religious views [S 88] we would 
raise the situation that frequently occurs where a charity may be set up with a deed 
articulating general charitable purposes. It seems contradictory, in these 
circumstances, that trustees of such charities - rather than being able to take a very 
wide set of ethical, social and governance issues into account when investing - 
often receive advice that their widely-drawn objectives prevent them from taking 
any specific issues into account. The problem is particularly pronounced for those 
organisations that rely on public donations or where, in order to provide focus to 
their activities, trustees decide to pursue a narrower range of programmatic aims. 
In each case, despite the fact that the reputation of the charity can reasonably be 
thought to be compromised by certain sorts of investments, the law as it is 
frequently interpreted prevents trustees from taking the fact into account. 

 

9. Linking to the forthcoming Law Commission review on Charity Law 

(i) To look now beyond the immediate scope of the current review, we would also 
observe that increasingly charity trustees have access to a range of opportunities 
that enable them not just to avoid public harm but to achieve a social good as well 
as a financial return.  

(ii) Sometimes, but not always, such social investments deliver a below market 
risk-adjusted return. As well as articulating circumstances in which trustees may 
accept a lower return on ethical grounds, Harries v. Church Commissioners 
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highlighted that the main purpose of trustees’ investment powers is to make 
money. The question therefore arises about the degree to which trustees, when 
investing, may sacrifice a financial for a social return that fulfills the purposes of 
the trust.  

(iii) Although the Charity Commission has issued guidance, CC14, with the aim of 
providing an authoritative and permissive interpretation of the law in regard to 
charity trustees’ investment powers and their relationship with their charitable 
objects, we understand that this specific question is one that Professor Cooke will 
also consider in the course of the forthcoming Law Commission review of charity 
law. Our view is that trustees of charities should have discretion to trade off 
financial gain for social benefit where in their view that clearly delivers their 
charitable objectives and that the law of fiduciary duties and ancillary matters such 
as that of private benefit rules should be considered in that light. 

 

10. Conclusion 

(i) Charity trustees in possession of capital are increasingly coming to see that, in 
order to best serve the purposes of their charitable deed, they may need to deploy 
their capital in a number of ways beyond merely spending the excess of returns 
over inflation on grants. For charity trustees, investment returns are an important 
tool their capital affords, but they sit in a tool box that also includes, for example, 
exercising voting rights to further their mission and social investment, as well as 
making straightforward gifts of capital to beneficiary organisations.  

(ii) Only charity trustees can decide what best will serve the purposes for which 
their particular trust has been created, and which investments will work against 
their mission. Their discretion to make those judgments must be preserved. 
Specifically, interpretations of the law of fiduciary duties which obscure that 
discretion and its primary purpose should be corrected. 

(iii) The aim of this short submission has been to highlight certain aspects of 
investment law and practice as it relates to charity trustees, and to provide some 
illustrations of the ways in which current interpretations of the law and practice 
appear to constrain the full exercise of the discretion trustees possess. 

(iv) This leads us to conclude that although the Law Commission considers that no 
statutory amendment of the law relating to fiduciary obligations is necessary, we 
believe that clarification of the law is required in some form. This need for clarity 
and coherence should also be born in mind during the investigation of the different 
circumstances faced by charity trustees that we expect to be considered in Professor 
Elizabeth Cooke’s review on charity law. 
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Folarin Akinbami  
Law Commission  
Steel House  
11 Tothill Street  
London  
SW1H 9LJ 
 
 
 
 
 
Dear Folarin, 
 
Consultation - Review of Fiduciary Duties of Investment Intermediaries 

 
Please find below the First State Investments response to the Law Commission’s 
consultation paper on the Fiduciary Duties of Investment Intermediaries. 
 
Questions: 
 
1. Do consultees agree that this is a correct statement of the current law? 

 
Whatever the current law is (and since we are not experts in this area of the law we 

cannot comment on the specific question asked), we believe that the key problems are 

interpretation and extrapolation by pensions lawyers and advisers drawing conclusions 

of what practices constitute appropriate execution of fiduciary duty based upon case law 

which is decades old.  Such case law shows little relevance to today’s financial system 

and thinking on the influence of Environmental Social and Corporate Governance 

(ESG) factors in investment processes but more on “ethically” grounded decisions.  For 

example:  Harries v Church Commissioners.  

 
 
2. Do consultees agree that the law reflects an appropriate understanding of 

beneficiaries’ best interests? 

 

The law in our view does not address the issues of time horizons in that pension 

schemes are by their very nature long term investors. Therefore the interests of 

beneficiaries are also long term in their nature.  In an ideal world, the law would be 

clearer on time horizons as a feature of addressing the “beneficiaries’ best interests 

over the long term” (a key feature of Prof Kay’s recommendations). We are concerned 

that clearly defined fiduciary duties may not address the problem, due to the lack of 

direct control that pension trustees have over the end investments being made and the 

ever-increasing multinational nature of investors.  

 

If fiduciary duties are being considered for pension trustees, we also believe that similar 

duties or a “comply or explain” disclosure regime ought to apply to their investment 

advisers, on whom many trustees rely for many forms of investment related advice.  
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3rd floor 
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3. Do consultees think that the law is sufficiently certain? 

 
No, see comments to 1) and 2) which show we have concerns. 
 

 
4. Should the Occupational Pension Scheme (Investment) Regulations 2005 be 

extended to all trust-based pension schemes? 

 

As a matter of principle the best protection should be afforded to all schemes 
irrespective of size.  
 

 
5. Are there any specific areas which would benefit from statutory clarification? 

 

No change in the law should be contemplated without clarification of the nature of 

“fiduciary duties” and how they should be applied in practice. We would refer by way of 

an example to ERISA in the US where similar obligations have introduced changes and 

practices in the investment management industry which are in our opinion, in parts, 

counterproductive and not in the best interests of investors but are necessary to comply 

with the law.  

 

 

6. Do consultees agree that the law permits a sufficient diversity of strategies? 

 
We think your interpretation of the law does allow for sufficient diversity of strategies.  A 
key influencer in this process is the professional advice provided by investment 
consultants who have developed proprietary systems for identifying, in their view, the 
most appropriate strategies for their pension fund clients.  Investment consultant’s 
proprietary systems are not, in our view, measuring risk appropriately nor are they 
providing sufficient advice to their clients on longer term material factors which may 
influence future investment returns. The issue isn’t simply trustees being able to do 
what is needed although there is uncertainty over that hence this inquiry; it is the spirit 
and implementation of the law in practice.  In practice the issue is more that trustees are 
receiving conflicting advice regarding their fiduciary duty in terms of addressing ESG 
factors and time horizons.  
 

 
7. Do consultees agree that the main pressures towards short-termism are not 

caused by the duty to invest in beneficiaries’ best interests? 

 

The financial system is not working optimally for a wide variety of reasons and in our 
view is currently not fit for purpose. Not all are linked to interpretations of the duty to 
invest in beneficiaries’ best interests but some undeniably are.  

 

Concerns and uncertainty over “fiduciary duty” are a constraint on action by the owners 
and providers of capital to address many of the issues the industry faces.  These issues 
include misaligned incentives between asset owners (trustees & beneficiaries) and their 
agents.  As Professor Kay pointed out, intermediaries extract significant fees from the 
asset base of pension schemes, both DB and DC, which reward short term high risk 
investment behaviours.  The performance measurement of investment managers and 
their strategies focus too much emphasis on short term activity as opposed to the 
manager’s approach to asset stewardship to protect and enhance the long term value of 
the beneficiaries’ capital. 
 
Measuring the performance of pension fund assets and their manager’s investment 
performance on a monthly or quarterly basis linked to indices and other benchmarks 
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cannot capture the skill and diligence of a manager’s exercise of their stewardship 
obligations. Given these monitoring practices are entrenched; some interpretations of 
the duty of prudence can act as barrier to breaking with the status quo as well as a wider 
clarification of trustees obligations.  
  
It would fit the purpose of the review of the law to clarify that monthly or quarterly 
reviews are not legally required and that qualitative reviews rather than purely 
quantitative would assist in tackling the time horizon matter. 

 

 

8. Do consultees agree that the law is right to allow trustees to consider ethical 

issues only in limited circumstances? 

 
Yes however; 

 

 Further clarification on what is meant by ethical issues in this context is needed as 

investee companies’ approach to business ethics and conduct are different to 

moral and values based debates around involvement in certain types of legitimate 

(but controversial) business activities (e.g. tobacco or weapons manufacture). 

Without such  clarification trustees’ potential acceptance of unethical and/or 

unsustainable business practices, so long as a company is making money, 

undermines market integrity and efficiency by incentivising unethical behaviour and 

exposes the trustee (and by definition the beneficiaries) to potentially unpredictable 

financial risks when such behaviour is exposed.  

 

 The miss-perception of an investment return sacrifice for such investment 

approaches should be clearly dispelled.  

 

 

9. Does the law encourage excessive diversification? 

 
We do not have any views on the answer to this question.  
 

 
10. Does the law encourage trustees to achieve the right balance of risk and return? 

 
The law appears appropriate in this regard however we have concerns about the 
appropriate measurement of risk particularly as it pertains to performance deviations 
from market indices.  We believe such measures provide a short term bias towards 
measuring asset performance. 
 
The consultation paper seems concerned over the cost of diversifying, and alludes to 
only geographical diversification.  In fact correlations between regions within asset 
classes have tended to increase in recent years and the most significant focus on 
diversification now is across asset classes. There is no doubt that the financial models 
generally accepted as being valid in this area would show that diversification as 
sensible even after costs.  
 
In general the level of diversification across listed assets is easily controlled i.e. it can 
be flexed rapidly and cheaply.  Only larger funds are likely to be faced with considering 
the attraction of diversification using illiquid asset classes. Our view is that the industry 
copes adequately with the issue as it relates to traditional investment risk factors but 
has failed to grasp and properly integrate non-traditional factors related to issues of 
significant global change and market stewardship. 
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11. Are there any systemic areas of trustees’ investment strategies which pose 

undue risks? 

 
Yes. This question should be asked by each trustee body at three levels,  
 
- Financial system  

- Wider economic and ESG related system; and  

- The relationship between the two 

 

Concerns linked to the financial system for DB and DC would probably include the 
credit-worthiness of counterparties and the liquidity risk in some key asset-classes such 
as credit.  

 
Issues at the broader level that trustees should see without doubt as part of their 
fiduciary duty are to evaluate the potential long term investment impact from issues such 
as environmental degradation, resource scarcity, population growth and related 
consumption and unsustainable financial models and systems. 

 
An intervention the Law Commission could make in its report would be to clarify that best 
practice requires that issues such as these appear on trustee risk registers and that the 
requirement to seek advice should include also the requirement to seek advice on both 
financial and other such risks.  
 
These issues will impact DB investment horizons however they are even more relevant 
to DC schemes which have a longer anticipated life and limited if any trustee oversight.  

 
 

 
12. Overall, do consultees think that the legal obligations on trustees are conducive 

to investment strategies in the best interests of the ultimate beneficiaries? 

 

Not at the moment. As discussed earlier and at length in the Kay Review the tendency 

towards herding and short-termism have not been sufficiently stemmed by existing 

undefined and vague obligations.    

 

 

13. If not, what specifically needs to be changed? 

  
12 and 13 combined 

 
The legal obligations on trustees are potentially conducive to investment strategies that 
are in the best long term interests of the ultimate beneficiaries.  The issue is that the 
interpretation of duties as articulated in the advice given to trustees is not having that 
effect.   Investment approaches and how their success and performance are measured 
are on the whole, too short-term and detached from the underlying assets.  
 
This means that financially material factors such as the quality of corporate governance 
and social and environmental sustainability are often explicitly absent from trustee’s 
deliberations and decisions both at an individual asset level and across the portfolio. 
While this could be made up for with a stronger ‘chain of custody’ in relation to these 
issues, investment manager and consultant selection processes also often exclude 
these factors.  
 
This is clearly not in the best interests of beneficiaries as it potentially facilitates and 
encourages an investment process which is sub-optimal in the long term and is 
therefore at risk of delivering sub optimal financial outcomes for the beneficiaries. 
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The increasing use of professional trustees tends to support lay trustees in important 
technical areas such as covenant assessment and ALM work, and not - perhaps 
perversely - in areas such as interpretations and clarity of “fiduciary duty” as discussed 
in our response to this consultation.  

 
 
14. Do consultees agree that the duties on contract-based pension providers to act in 

the interests of scheme members should be clarified and strengthened? 

 
Yes. The lack of governance and protection (suitability, fees, performance, investment 
approach) for DC scheme members shows that the pension environment can, and will, 
change far faster than the legal and regulatory regimes that govern the industry.   That 
such a serious problem has emerged in DC, highlights for DB schemes the way that 
what is currently appropriate under law will evolve and will need constant review by 
trustees, regulators and representative industry bodies.  

 
 
15. Should specific duties be placed on pension providers to review the suitability of 

investment strategies over time? If so, how often should these reviews take 

place? 

 
Yes.  Providers should review the suitability of investment strategies regularly, but that 
need not mean frequently.  The focus should be on looking forward far enough and 
considering the degree of change that is likely to occur. Much historic change with 
significant financial impact has been driven by market and demographic forces such as 
technological innovation and population growth e.g. the internet.  Greater sustainability 
pressures lie ahead, that are likely to have a financial impact on investment portfolios as 
discussed in the response to Q 11. 
  
Managing the investment implications of these issues requires a longer-term investment 
approach that is regularly reviewed and adjusted over time as new information becomes 
available. Financial services firms which integrate ESG considerations into their 
investment processes will be well-positioned to apply that thinking into high quality 
product evolution and development for the DC market.  

 
 
16. Should members of Independent Governance Committees be subject to explicit 

legal duties to act in the interests of scheme members? 

 
Yes.  This is an urgent need for DC schemes today.  Beneficiaries’ assets need to be 
protected today as does encouraging widespread public acceptance of the concept of 
saving for retirement. 
 
If the ideas of auto enrolment and DC are compromised by a governance scandal for 
example the consequences would be highly damaging to the industry and the 
willingness of the public to save adequately for their retirement.   

 
 
17. Should pension providers be obliged to indemnify members of Independent 

Governance Committees for liabilities incurred in the course of their duties? 

 
 Yes. 
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18. Do consultees agree that the general law of fiduciary duties should not be 

reformed by statute? 

 
Yes.  
 
A flexible, adaptable system is attractive but isn’t working despite past case law which, 
if considered objectively in the light of known facts would tend to cause fund trustees to 
put appropriate systems of analysis, controls, evaluation and investment in place.  
 
What is needed is a way of causing funds to undertake the required review with a 
sufficiently open mind perhaps by recommending the provision by DWP (other relevant 
regulators or depts.) of best practice guidelines and other forms of practical guidance.  

 
 
19. Should rights to sue for breach of statutory duty under section 138D of the 

Financial Services and Markets Act 2000 be extended? 

 
We would be highly concerned about the risk of a US style creep towards a more 
litigious industry culture and operating environment. 
 

  
20. Is there a need to review the regulation of investment consultants? 

 
If there is a lack of clarity in the legal and regulatory position of investment consultants it 
should be addressed. This is of particular importance given the obligation for trustees to 
seek advice.  
 
The importance of pensions generally and the huge influence of investment consultants 
with limited accountability in the pensions system require it.  We would support this to 
also deal with the potential conflicts of interest today inherent in investment consultants’ 
business models as the dominant players are now offering investment management as 
well as advisory services.  

 
 
21. Is there a need to review the law of intermediated shareholdings? 

 
Not necessarily. The key issue is not intermediated shareholdings itself but the 
complicated nature of the investment market, from investor/pension saver, via 
consultants, trustees, investment managers, nominees, pooled funds and end 
“investee” company. Having the obligations apply in this chain on the right people in the 
right way is key to success. We fear that this may be difficult to achieve by statute. 
However, guidance which reinforces the need for trustees to have a ‘chain of custody’ 
approach to their stewardship obligations is required.  
 

 
22. Should the FCA review the regulation of stock lending by custodians? 

 
First State Investments have a policy of not actively participating in stock lending 
activity.  We do however understand the potential issues with the practice and we would 
therefore welcome a review of the regulation of the practices of intermediaries regarding 
this activity.    

 
 
 
 
 
 



 

First State Investments (UK) Limited. Authorised and regulated by the Financial Conduct Authority.  
Registered in England and Wales with company number 2294743. Registered office 3rd floor, 30 Cannon Street, London EC4M 6YQ. 

 
 
 
 
Please do not hesitate to contact me should you wish to discuss our response further. 
 
Yours sincerely, 

 
 
 
Will Oulton  
Global Head of Responsible Investment 

 
 
 
Copy:  Mark Lazberger – Chief Executive Officer 
 Chris Turpin  – Managing Director EMEA 



 

 

 
EIRIS’ Response to the Law Commission’s Consultation:  

Fiduciary Duties of Investment Intermediaries  
 
Details on the Respondent 
  

Contact Name: Stephen Hine 
Contact Role: Head of Responsible Investment Development 
Contact Number: 
Contact Address: EIRIS, 8th Floor The Tower Building, 11 York Road, London, SE1 7NX 
Contact Email: 
Website: www.eiris.org 
 
EIRIS is a social enterprise. Its mission is to empower investors with independent 
assessments of companies and advice on integrating them with investment decisions. 
  
Ethical Investment Research Services (EIRIS) Ltd, researches the environmental, social, 
governance and ethical aspects of around 3,500 companies globally. EIRIS provides 
services to asset owners, asset managers, stock exchanges, private client brokers and 
non-profits worldwide.  
 
The EIRIS Foundation (www.EIRISFoundation.org), sole parent company of EIRIS Ltd, is a 
leading England and Wales charity working in the area of responsible investment. The 
Foundation has 30 years of experience of providing free, objective and trusted 
information on ethical finance to charities and members of the public.  
 
EIRIS is not a law firm and EIRIS is not authorised to provide financial advice.  

 
EIRIS’ Response to the Consultation 
 
A. EIRIS welcomes the Law Commission’s Consultation. We are grateful for the 

opportunity to comment. EIRIS submitted a response to the Law Commission’s 
Stakeholder Paper on the Review of Institutional Investors’ Fiduciary Duties and our 
response here builds on that earlier response, as well as the responses of 
ShareAction and UKSIF which we are grateful to have seen.  

 
B. Clarification of the law on fiduciary duties and, in particular, whether factors other 

than just profit (such as environmental, social governance and ethical issues) can be 
considered in investment decisions, is much needed. Whilst there have been leading 
seminal reports on this issue by the UNEP Finance Initiative and ShareAction 
(formerly FairPensions), and guidance from the Charity Commission for charity 
trustees, there has been no official legal guidance from regulators which would help 
clarify the matter for trustees and directors. 1 

                                                 
1
 The following are examples of reports on ESG and fiduciary duty: UNEP FI (2005) ‘A Legal Framework for the 

Integration of Environmental, Social and Governance Issues into Institutional Investment’. A copy can be found 
here: http://www.unepfi.org/fileadmin/documents/freshfields legal resp 20051123.pdf  ; UNEP FI Asset 
Management Working Group (2009) ‘Fiduciary Responsibility: Legal and practical aspects of integrating 
environmental, social and governance issues into institutional investment’. A copy can be found here at: 
http://www.unepfi.org/fileadmin/documents/fiduciaryII.pdf ; Fair Pensions (2011) ‘Protecting Our Best Interests: 
Rediscovering fiduciary obligation’. A copy can be found here: 
http://www.fairpensions.org.uk/sites/default/files/uploaded files/fidduty/FPProtectingOurBestInterests.pdf    
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Narrow interpretations of the law remain within the investment industry, 
particularly in the charity and pension fund fields. EIRIS has 30 years’ experience of 
providing responsible or ethical investment research. In that time we have seen 
examples from time to time of charity representatives, pension fund trustees, 
individual asset managers and consultants to charities and pension funds, that have 
been confused regarding the issue of whether environmental, social and governance 
considerations can be taken into account in the implementation of fiduciary duties 
in investments.  
 

C. Part of the Law Commission’s remit for the Consultation is to consider whether 
fiduciary duties, as established in law or as applied in practice, are conducive to 
investment strategies in the best interests of the ultimate beneficiaries. In practice 
the current law is frequently narrowly interpreted which leads to a rigid focus on 
measuring ‘best interests’ in terms of short-term financial returns. In EIRIS’ view, 
clarification with legal status is needed to remove such misinterpretations. Such 
interpretations potentially damage the best interests of beneficiaries in the long-
term. This clarification should be tailored towards those that advise ultimate 
beneficiaries – lawyers, fund managers, investment consultants etc.  
 

D. Part of the Law Commission’s remit was also to carry out the above evaluation 
against a list of factors, including encouraging long-term investment strategies. In 
our view, more attention could have been given to this factor in the Consultation 
and we would welcome further consideration of this in any resulting guidance.  
 
The Consultation says little about the difference between protecting beneficiaries in 
the long term and in the short term, and the effect of that upon markets. For 
example, what does ‘long-term’ mean? Is the beneficiary of 5 years’ time the same 
as the beneficiary in 20 years’ time? If it was suggested that it would be best practice 
for fiduciaries to consider the interests of long-term beneficiaries in addition to the 
interests of present beneficiaries, this might lead to quite different weighing up of 
risks by fiduciaries – fiduciaries would need to consider separately whether there 
were any long-term threats to their beneficiaries’ interests and, if so, whether they 
were properly taken care of in the arrangements they were making to invest on their 
behalf.  

 
1. Question 1: Do consultees agree that this is a correct statement of the current law? 
 
1.1 Overall comments: In general, EIRIS supports Chapter 10 of the Consultation as a 

correct statement of the current law, but there are a few points we would like to 
highlight.  
 
In our experience, how the Law Commission explains the law is not how the law is 
frequently interpreted. Given this gap, there is a need for greater clarification in 
order to remove the myths that are still held in practice. Clarification could take 
different forms (e.g. permissive statutory clarification (rather than prescriptive), 
which would confirm that trustees may have regard to a wide range of factors, 
including ESG factors, provided that they focus on beneficiaries and do not prejudice 
beneficiaries’ interests; or a guidance document, like the Charity Commission CC14) 
and ideally would hold legal status. Please see our answer to question 18 on this). 



 

EIRIS is particularly concerned about clarification for consideration of environmental, 
social and governance factors, macroeconomic factors and ethical issues.  
As ShareAction argues, permissive statutory clarification would enhance current 
flexibility to assess what is in trustees’ best interests, not restrict it. Whilst the 
flexibility of the law is crucial, case law has been slow to reflect what we perceive as 
best practice (e.g. consideration of ESG factors for risk management purposes). 
Those arguing against considering wider factors in investment decisions frequently 
use the existing case law to justify a narrow interpretation of beneficiaries ‘best 
interests’ as maximisation of returns. This is then contrary to the Law Commission’s 
interpretation and surely must lead to practice that does not act in the interests of 
beneficiaries in the long-term.2  
 
EIRIS explores the factors as stated by the Law Commission in subsections below. 
However, in practice it may sometimes not be possible to classify whether a 
particular factor is solely a ‘wider factor’, a ‘macroeconomic factor’, a ‘quality of life 
factor’ or a ‘general ethical issue’. A factor may be classified into more than one 
category for the same or multiple groups of beneficiaries, and have financial impact 
in different ways. Given this complexity, it would be helpful if any subsequent 
guidance worked through particular examples. For example, climate change “affects 
the future cost of food and fuel, this effectively reduces the real value of 
beneficiaries’ pension pots, and so is a financial issue as well as a ‘quality of life’ 
issue.”3  

 
1.2 Stewardship: There seems to be confusion in the Consultation’s analysis between 

any legal obligation to consider stewardship activities in principle, with the aim of 
increasing the long-term value of the assets held on the one hand, and the practical 
methods employed by existing large funds today in pursuit of that principle on the 
other. Surely any fiduciary should have the obligation to consider whether 
stewardship activities may contribute to the protection of (or increase in) the value 
of their assets in the long term (as many have concluded that they may). The fact 
that a large fund approach may not be appropriate for a small fund does not mean 
that fiduciary duty should not include careful consideration of whether being a 
"good owner" may be in your beneficiaries’ best interests.  

 
There are low-cost and small fund routes to acting on the principles behind 
stewardship. EIRIS is a signatory to the Financial Reporting Council Stewardship Code 
and the Code can be seen to complement, and be a resource for, the 
implementation of fiduciary duty. The Principles for Responsible Investment 
initiative also helps investors apply stewardship.   

 
Stewardship is not necessarily about direct monitoring of a company in which an 
investor is invested. Stewardship can be carried out by smaller funds – they can 
appoint a fund manager who has a strong stewardship offering; the fund manager 
can report back to the owner; the fund can then monitor the fund manager’s 
performance (as with other criteria) and report back to ultimate beneficiaries.4 
Smaller funds can also take part in collective engagement opportunities through the 
Principles for Responsible Investment Clearinghouse, or through services such as 
EIRIS’ ESG Engagement Service.  
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1.3 Purpose of trust: Much reference is made quite rightly in the Law Commission 

Consultation paper to the ‘purpose of the trust’ in a pension fund context. However, 
perhaps further exploration (and clarification) may be needed on what this could 
mean.  For example, in the case of the purpose of a pension fund, ShareAction 
describes this as to “provide beneficiaries with a retirement income capable of 
underpinning a decent standard of living.5 In its response ShareAction points out 
that this is not the same as maximisation of portfolio returns; if this is correct, this 
interpretation may have implications for investing in ways that directly undermine 
the underlying purpose of the trust.  

 
EIRIS also supports ShareAction’s point that there is a difference in the Law 
Commission’s statement of the law (and likely the courts’ interpretation in practice) 
between the relaxed approach taken to the duty to take all relevant considerations 
into account, emphasising that it is “not necessarily an onerous duty”, compared to 
the strict approach to investing for proper purpose. As ShareAction states, this 
emphasis may not be conducive to the best interests of beneficiaries.6 

 
1.4 ESG factors: EIRIS welcomes the Law Commission’s statement of the law around 

consideration of environmental, social and governance factors in financial risk 
management. In section 10.66 the Law Commission concludes that consideration 
“should” be given in general terms to whether trustees’ policy will take account of 
ESG factors in their decision-making, bearing in mind the resources available; 
however, trustees’ discretion allows them not to take an ESG approach if after due 
consideration they consider another approach to be in beneficiaries’ best interests. 
EIRIS also welcomes the Law Commission’s reference to sources that suggest that 
the Cowan v Scargill case would not be interpreted in the same way today (section 
10.10).   
 
However, as noted above, as this statement differs from general market practice, 
further clarification by the Law Commission is needed.  

 
In EIRIS’ view, issues (such as water, biodiversity, bribery and operations in regimes 
with human rights challenges etc.) will most likely be financially material for some 
companies. The Law Commission refers to a body of evidence supporting the link 
between wider factors and financial performance (section 10.50). The Law 
Commission perceives this link both in terms of “avoiding the next company crisis” 
and for doing better in the long-term, if companies are “well-run and sustainable”. 
Academic research using EIRIS’ data supports similar findings: a strong correlation 
has been found between corporates highly rated by EIRIS on environmental criteria 
and a reduction in worst-case-scenario risk.7  
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University, and Dr Sebastien Siegl from Scandinavia’s Sustainable Investment Research Platform 
(SIRP), find what they describe as ‘reduced realised risk’ for those companies EIRIS scored as 
‘exceptional’ on environmental criteria. See summary blog ‘Are top environmental performers better 



 

 
The Law Commission sets out how ESG factors can be used in investment decisions 
in section 10.46. EIRIS would like to add to this explanation. The explanation refers 
to negative screening, positive screening and selection of ‘best in sector’ and ‘best in 
class’. Consideration of ESG factors can also be used as part of voting and 
engagement strategies, and integrated into financial analysis at different stages of 
financial modelling to add financial value.  
 
In section 10.64 the Law Commission suggests that consideration of ESG factors is 
costly and suggests that smaller schemes may decide it is not for them due to 
resource availability. ESG factors can be incorporated into investment decisions in 
different ways and generally cost should not impede this. Numerous fund managers 
offer services that take ESG factors into account. EIRIS agrees with ShareAction that 
“ESG capability should be one of the range of criteria on which potential fund 
managers are judged during manager selection, alongside other criteria such as 
cost.”8 The risks of not addressing ESG factors could be such that greater cumulative 
costs could be incurred.  

 
1.5 Macroeconomic factors: EIRIS welcomes the Law Commission’s statement of 

current law that macroeconomic and systemic factors may be considered by 
fiduciary investors and that it would be good practice to consider whether or not to 
take into account these factors.  
 
EIRIS also welcomes the statement that it is permissible to accept a lesser return in 
some areas where this is justified by the benefits to the portfolio as a whole, 
provided that anticipated benefits outweigh likely costs. This is part of the “universal 
owner” idea that big diversified investors should act in ways that raise the market in 
general rather than focusing on stock-specific returns as if each company was an 
island. 

 
1.6 Ethical factors: In sections 10.102 to 10.116 the Law Commission states that trustees 

should only be guided by ethical factors in “limited circumstances” and that trustees 
should focus on providing pensions to members, not furthering their own political, 
moral or religious views.  
 
There is a difficulty with the language being used here. It is sensible to say that 
“fixed and predetermined exclusionary screens” driven by ethical concerns are 
relevant only in specific cases (and the Law Commission has highlighted a number of 
those). However, to say that trustees “should only consider ethical issues in limited 
circumstances” is a quite different (and we believe unwise) position.  
 
Anyone surveying the financial damage that has been done to the banking sector, 
for example, by the lack of straightforward business ethics could reasonably 
conclude that these factors should have played a much larger part in the strategic 
considerations of the industry before now to the benefit of all concerned. A number 
of leaders in the banking community are now pursuing this agenda with some 
vigour. It would be very unhelpful to suggest that trustees looking to long-term value 
considerations should somehow now be told that they were acting unlawfully by 
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supporting or encouraging such developments in their role as owners (direct or 
indirect). The fact that such strategic issues may have ethical roots (or may just be 
labelled "ethical" in discussion) should not disqualify them from trustees’ 
consideration if they are otherwise relevant. 
 
EIRIS would also reiterate the need for any statement of the law in this area to be 
clarified in guidance. We are concerned that given prevailing market practice, 
beneficiaries raise an ethical issue about the use of their money and are restricted 
from even discussing ethical considerations, as dismissed as contrary to fiduciary 
duty to ‘maximise financial returns’.  
 
Finally with regards to the specific sections 10.110 and 10.111, the Law Commission 
sets out when trustees should consider general ethical issues and suggests that one 
exception may be trustees should not be required to make investments which 
conflict with the aims of the charity. We would like to point out here that this would 
also potentially cause financial consequences through risk to reputation – 
demonstrating that strict classification into ‘wider factors’ and ‘ethical issues’ may 
not be possible in reality.  

 
1.7 Long-term thinking in mandates:  The Consultation states that trustees should give 

consideration to whether to consider long-term factors (such as ESG considerations) 
in their risk management decisions.  

 
Any guidance resulting from this Consultation should take the opportunity to 
encourage best practice here. For example, climate change is a long-term risk / 
opportunity that will create clear winners and losers across the investment universe. 
The findings of the Stern Review, which Lord Stern now claims underestimated the 
risks posed to the economy by rising temperatures, mean that it is inconceivable 
that climate change will not have an impact.   Therefore, it would be remiss of a 
company not to report on this in business terms where relevant. Many investors are 
already interested in corporate response to climate change and interested in 
engaging with them to improve their performance.  

 
There is a tendency for companies and mainstream investors to only think of longer-
term issues (such as environmental, social and governance concerns) once disaster 
has struck. If investors and other parties considered these issues as part of their 
mainstream analysis, arguably some disasters could have been avoided, such as the 
potential disasters oil companies face when operating in fragile environments and 
on the edge of technical capacities.  

 
1.8  In general the Consultation says little about the law and the difference between 

protecting beneficiaries in the long term and in the short term, and the effect of that 
upon markets. EIRIS would welcome guidance that explores long-term interests in 
relation to the existing law.    

 
If the Law Commission were to create guidance that sets out that explicit 
consideration should be given to the long-term interests of present (or future) 
beneficiaries, the implications would be that fiduciaries would need to consider 
separately whether there were any long-term threats to their beneficiaries interests 
and if so, whether they were properly taken care of in the arrangements they were 
making to invest on their behalf.  



 

 
To give a non-ESG example, if there was good reason to think that interest rates 
were likely to rise, a fiduciary probably should not put all their beneficiaries’ money 
into a three year bond at prevailing interest rates simply because it got a better 
interest rate today than other more liquid options. They need to think how 
circumstances are likely to evolve.  

 
Related to this would need to be an exploration of timeframes. What is meant by 
‘long-term’? Is it 5-10 years, or 20 – 50 years? Who are the ‘long-term beneficiaries’? 
Are they just one group separate from present beneficiaries, or multiple groups?  
 
In ESG terms, EIRIS might argue that in best practice, if a fiduciary believes that the 
long-term impact of good corporate governance or tackling climate change will be to 
increase the value of their portfolio, but the asset manager who they think will do 
the best job for them in the next three years is not that interested in either factor, 
then the fiduciary should be expected to address that problem directly. Maybe they 
should appoint a different manager, or maybe they should work collaboratively with 
other investors to address the issues that their manager seems to be ignoring in 
another way as owners, but one way or another they should do something about the 
long-term threat or opportunity that they have identified in relation to their 
beneficiary’s interests.  
 
In terms of helping make markets more long-term, it would be a good thing for 
fiduciaries to identify and do something about any such threats or opportunities. 
Making that obligation clear and distinct would reinforce the need to do so in their 
minds and avoid the danger that they are “captured” by the options available, rather 
than driven by their duties to their beneficiaries.  

 
The best way to increase the chances that fiduciaries do apply their minds to long-
term risks, and to ensure the uptake of the Law Commission statement of the law, 
could be to require fiduciaries to include in their relevant annual reports a narrative 
discussion of how they have gone about carrying out their fiduciaries duties 
(including this explicit long-term duty) in the course of investing money on behalf of 
their beneficiaries. 

 
2. Question 2: Do consultees agree that the law reflects an appropriate understanding of 

beneficiaries’ best interests? 
 
2.2. EIRIS agrees that the law as stated in the Consultation reflects an appropriate 

understanding of beneficiaries’ best interests, as the paper suggests that ‘best 
interests’ in law are not obliged to be interpreted as best financial interests, but 
trustees can take a broader approach, provided that it does not impede the 
purposes of the trust. However, this is not commonly the interpretation of market 
participants. EIRIS would support ShareAction’s call for permissive statutory 
clarification, as well as a separate guidance document that works through examples 
for advisers, in order to clarify this matter.  
 

2.3. Indeed, the gap between market participants’ common interpretation of best 
interests and the law on beneficiaries’ best interests frequently means that wider 
factors (ESG) in many cases are not being considered as part of a narrow analysis of 



 

short-term financial factors, which itself could damage or impact financial 
performance in the short and long-term.9  

 
2.4. Given the remit of the Consultation, we are concerned that an exploration of long-

term best interests for potential groups of beneficiaries is not considered more fully. 
We would welcome further guidance exploring this.  

 
3. Question 3: Do consultees think that the law is sufficiently certain? 
 
3.1 This area is complex. Given our concerns above in response to questions 1 and 2, 

whilst in theory the law is sufficiently certain, in practice it clearly is not and much 
confusion and misinterpretation remains. 
 
Even despite the broader context for case law arguably having changed, without 
clarification, narrow interpretations of the law will remain and cause confusion. As 
ShareAction states “prevailing interpretations of the law are failing to keep pace 
with evolving best practice and emerging risks to pension savers’ interests”.10  
 
Greater clarification of what is permissible in law is needed so that if investors 
express interest in responsible or ethical investment, they are not informed that it is 
contrary to fiduciary duty. Permissive statutory clarification of the law on fiduciary 
duties and a separate guidance document for advisers may be solutions here.  

 
4. Question 4 – Not Answered 

 
5. Question 5: Are there specific areas that would benefit from statutory clarification?  
 
5.1  EIRIS supports ShareAction’s suggestion for a permissive statement in statute of 

fiduciary duty and the ability to take into account certain factors, including:  
environmental and social and governance factors that have an impact on financial 
value; wider factors that influence the long-term interests of beneficiaries; and 
ethical factors, amongst others. We see this as being similar in style to s 172 of the 
Companies Act 2006. We refer the Law Commission to ShareAction’s response.  

 
5.2  The best way to increase the chances that fiduciaries do apply their minds to long-

term risks, and to ensure the uptake of the Law Commission statement of the law, 
could also be to require fiduciaries to include in their relevant annual reports a 
narrative discussion of how they have gone about carrying out their fiduciary duties 
(including an explicit long-term duty) in the course of investing money on behalf of 
their beneficiaries. 

 
5.3  Given the potential severity of the impact of the global challenge of climate change, 

the Law Commission may wish to give particular attention to climate change in any 
permissive statutory clarification, as a factor that is likely to have a long-term 
financial impact.  

 
6. Question 6 – Not Answered 
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7. Question 7: Do consultees agree that the main pressures towards short-termism are 
not caused by the duty to invest in beneficiaries’ best interests? 

 
7.1  One needs to distinguish the duty in principle, from the way people set about the 

duty in practice. So any problem with the law here is not with the idea of doing the 
best you can for your beneficiaries (particularly if you explicitly seek to protect their 
long term interests as part of that). The problem may be in the practical way people 
have believed they were expected to set about that task at different times or in the 
barriers (including sometimes a lack of available means) to acting on that principle in 
full.  

 
For example, anyone taking a narrow reading of the Cowan v Scargill judgement 
might have been dissuaded from ever considering the range of ESG factors which the 
Commission now sees as potentially having long-term relevance to the best interests 
of beneficiaries in various contexts. A narrow interpretation of the law may 
therefore conflict with attempts to do the best one can for a particular group of 
beneficiaries more broadly, in the same way that sprinters do not win marathons. 
Since, properly understood, the concepts of fiduciary duties frame the whole way in 
which key players in the investment chain go about their roles, it would be a mistake 
to underestimate their influence upon the way the market works generally.  
 
Where there are other pressures for short-termism, one might expect the fully 
engaged fiduciary to be looking for ways to overcome those other pressures 
precisely in order to uphold their fiduciary duties (if those are understood to include 
protecting the long-term interests of their beneficiaries). So it may not be helpful to 
attempt to rank causes of short-termism discretely as this question encourages 
respondents to do.  

 
7.2    Fundamentally, this is a separate question from whether fiduciary duty needs 

clarification. There are many factors that contribute to short-termism in financial 
markets. Whilst EIRIS does somewhat agree that many pressures towards short-
termism are not caused by the duty to invest in beneficiaries’ best interests, we feel 
misinterpretation of fiduciary duty remains a problem.  

 
7.3  As ShareAction states, a narrow interpretation of fiduciary duty can lead to excessive 

reliance on short term frames of reference – namely short-term financial 
performance measurements.11 An approach that encourages wider factors (ESG) to 
be taken into account could help rebalance, so that there are other long-term 
company signals being considered in financial analysis.  

 
7.4  The way this question is framed unfortunately will not elicit some interesting 

comments from stakeholders on how far market participants in law and in practice 
interpret fiduciary duty as something that can only be fulfilled by giving 
consideration to long-term factors.   

 
8. Question 8: Do consultees agree that the law is right to allow trustees to consider 

ethical issues only in limited circumstances? 
 
8.1 As stated in section 1.6 of our response above, there is a difficulty with the language 

being used here. It is sensible to say that “fixed and predetermined exclusionary 
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screens” driven by ethical concerns are relevant only in specific cases (and the Law 
Commission has highlighted a number of those). However, to say that trustees 
“should only consider ethical issues in limited circumstances” is a quite different 
(and we believe unwise) position. Anyone surveying the financial damage that has 
been done to the banking sector, for example, by the lack of straightforward 
business ethics could reasonably conclude that these factors should have played a 
much larger part in the strategic considerations of the industry before now to the 
benefit of all concerned. A number of leaders in the banking community are now 
pursuing this agenda with some vigour. It would be very unhelpful to suggest that 
trustees looking to long-term value considerations should somehow now be told 
that they were acting unlawfully by supporting or encouraging such developments in 
their role as owners (direct or indirect). The fact that such strategic issues may have 
ethical roots (or may just be labelled "ethical" in discussion) should not disqualify 
them from trustees’ consideration if they are otherwise relevant. 
 

8.2 It needs to be recognised that ‘ethical issues’ may include factors that can also be 
wider financial risk management factors. Clarification of how these two groups cross 
over may be needed in hoped-for explanatory guidance after this Consultation.  
 

8.3 EIRIS notes that the Law Commission’s text on ethical issues primarily perceives use 
of ethical factors in terms of screening. Ethical investment can include positive and 
negative screening, but also voting and engagement strategies to drive positive 
change.  
 

8.4 Activities which are illegal or contravening international conventions: Section 
14.25 states, “Trustees should not invest in activities which are illegal. Nor do we 
think that trustees should invest in activities which contravene international 
conventions.” EIRIS greatly welcomes this statement which helpfully incorporates 
some of the developments in international legal and “soft law” in an increasingly 
globalised world market into the concept of fiduciary duty. This reflects the practices 
of a growing number of investors (for example in the Nordic region and the Benelux) 
in their responsible investment strategies and the tendency of responsible investors 
generally to look to international norms and agreements to understand what factors 
may have major roles in shaping the business world in future, and hence the 
investment landscape in which they operate and in which value is created. The Law 
Commission can claim this particular interpretation as a good example of the way in 
which the concept of fiduciary duty can remain flexible and develop with the times, 
as has been argued elsewhere in this Consultation.  

 
8.5 Awareness and concern about ethical issues by consumers is increasing. EIRIS’ 

October 2013 IPSOS MORI national consumer survey explored attitudes to ethical or 
green pension options in Great Britain. The poll surveyed 2015 adults. The poll 
explored the extent to which people are concerned about whether the companies in 
which their pension fund invests abide by certain global conventions and principles. 
The results reveal a desire that pension funds and their investment managers inform 
individual adults about the extent of their compliance with global conventions and 
principles.  A significant number of adults would be motivated by green or ethical 
concerns to switch pension funds. 
 
 



 

Key findings: 

 65% of adults felt that it was either essential or very important that a 
pension scheme invests in companies that act in line with conventions and 
principles that prevent child labour; 65% felt the same on preventing forced 
labour; 55% on respecting workers’ rights; 54% on protecting human rights, 
and 46% on safeguarding the environment. 

 10% of adults would like to be informed of how far a pension fund complies 
with global conventions and principles when selecting a fund for the first 
time; 43% would like to be informed annually of how their funds implement 
these in their investments; 18% would like to be informed every six months 
and 18% would like to be informed quarterly. 

 The poll found that nearly a fifth (18%) of adults would like to see 100% of 
their pension scheme invested in a fund that avoids anything where there 
may be a negative environmental, social or governance (ESG) impact.  15% 
of people would like to see up to a quarter % of their pension scheme 
invested in a fund that avoids anything where there may be such an impact. 

 Close to one in five (19%)  of respondents would either be very or fairly 
interested in switching the standard default pension offered by their 
employer to a green and ethical product even if its financial performance 
rates and benefits were slightly less than other similar pension funds 
without an ethical or green focus. 45% would be either very or fairly 
interested in switching if the financial performance rates and benefits of the 
ethical or green fund were as good as other pension funds without such a 
focus.12 

9. Question 9 – Not Answered  
 

10. Question 10 – Not Answered 
 

11. Question 11: Are there any systemic areas of trustee’s investment strategies which 
pose undue risks?  

 
Given the severity of the global challenge of climate change, failure to consider 
climate change implications and response in corporate performance, could have 
systemic consequences for the global and local economies, and for future quality of 
life.   
 
Simon Howard, Chief Executive of UKSIF, highlighted this issue:  

“I think the problem is linked to the way trustee duty has originated and 
evolved, the case law seems to focus on saying what can’t be done, not 
what should be. My view is that a trustee should be aware of major issues 
that will affect asset values in the long run, and he or she should be aware 
that climate change is such an issue. What we need to happen is for the 
high modelled risk of potentially damaging climate change to be treated in 
the same way as other high modelled investment or longevity risk. … [T]he 
current law not only demands that trustees should not ignore society’s 
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knowledge of climate change and other ESG factors, but that it is actively 
wrong for them not to actively consider them.”13 

 Whilst being obliged to consider climate change factors may be asking too much, 
EIRIS would recommend that any clarifying guidance encourages the best practice of 
considering climate change factors in investment decisions.   

12. Question 12: Overall, do consultees think that the legal obligations on trustees are 
conducive to investment strategies in the best interests of the ultimate beneficiaries? 
& Question 13 – If not, what specifically needs to be changed? 

 
12.1 Legal obligations as stated by the Law Commission in the Consultation appear to be 

in the best interests, but existing market practice is leading to narrow interpretation 
of these obligations as a duty to maximise financial returns.  A focus on short-term 
measurements (short term financial performance) can result in factors with long-
term implications, such as climate change, not being considered by trustees, which 
could have severe long-term implications for ultimate beneficiaries.  
 

12.2 The emphasis of the law on different aspects of fiduciary duty also may lead to 
investment strategies that are not in the best interests of ultimate beneficiaries. The 
Law Commission’s interpretation of the law, namely, a combination of a low 
requirement for the duty to take relevant factors into account and a high 
requirement for the duty to exercise powers for a proper purpose may not be 
conducive to investment strategies in the long-term interests of ultimate 
beneficiaries. As ShareAction states “Paradoxically, fiduciaries may need to be 
authorised to have regard to beneficiaries’ non-financial interests in order to most 
effectively equip them to protect beneficiaries’ financial interests.”14 We would 
encourage these wider factors to be considered as part of best practice analysis.  
 

12.3  In general the Consultation says little about the law and the difference between 
protecting beneficiaries in the long term and in the short term, and the effect of that 
upon markets. EIRIS would welcome guidance that explores long-term interests in 
relation to the existing law.  Related to this would need to be an exploration of 
timeframes. What is meant by ‘long-term’? Is it 5-10 years, or 20 – 50 years? Who 
are ‘the ultimate beneficiaries’? Are they just one group, or multiple groups?  

 
If the Law Commission were to create guidance that sets out that explicit 
consideration should be given to the long-term interests of present (or future) 
beneficiaries, the implications would be that fiduciaries would need to consider 
separately whether there were any long-term threats to their beneficiaries interests 
and if so whether they were properly taken care of in the arrangements they were 
making to invest on their behalf.  

 
12.4  Are the legal obligations clearly understood (and should they be) to include a clear 

and distinct obligation to protect and enhance the long-term interests of 
beneficiaries wherever they may differ from their short-term interests? The best 
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way to increase the chances that fiduciaries do apply their minds to long-term risks, 
and to ensure the uptake of the Law Commission statement of the law, could be to 
require fiduciaries to include in their relevant annual reports a narrative discussion 
of how they have gone about carrying out their fiduciaries duties (including this 
explicit long-term duty) in the course of investing money on behalf of their 
beneficiaries. 
 
The Kay Review called generally for an increase in trust along investment chain, and 
we believe our proposal to require fiduciaries to produce narrative commentary on 
the way in which they carried out their duties can only help to increase trust up and 
down the chain (as well as keeping those duties front of mind for the fiduciaries 
themselves). Those who they are working for could then understand more clearly 
how they are carrying out their responsibilities and those with whom they invest in 
pursuit of those responsibilities could better understand the philosophy they have 
adopted in making those investments.  
 

14. Question 14 – Not Answered 
 

15. Question 15 – Should specific duties be placed on pension providers to review the 
suitability of investment strategies over time? If so, how often should these reviews 
take place?  

 
In our experience, the general understanding of what factors may be relevant in the 
long term does not change every year, but over a period of three years there would 
be significant differences. So we would suggest that investment strategy should be 
reviewed at least with that frequency in as much as it involves consideration of long-
term ESG factors. 

 
16. Should members of Independent Governance Committees be subject to explicit legal 

duties to act in the interests of scheme members?  
 

Yes and those duties should explicitly include a duty to consider the long-term interests 
of the beneficiaries separately in any matter where they may differ from their short-
term interests.  

 
17. Question 17 – Not Answered  
 
18. Question 18: Do consultees agree that the general law of fiduciary duties should not be 

reformed by statute? 
 

18.1  EIRIS is in favour of flexibility, but currently the flexibility of the law is not working in 
practice. Case law is still being cited as a reason not to consider wider factors in 
investment decisions. Christine Berry of ShareAction stated:  

 
“The idea that the common law is more flexible and adaptable than 
legislation in this area simply does not stand up to serious scrutiny. This area 



 

of law is stagnating, failing to keep pace with evolving best practice and 
emerging risks to pension savers’ interests.”15 

 
18.2  EIRIS would encourage permissive clarification in statute of wider factors to be taken 

into account. However, this would not be a ‘reform’ of the law itself, just the effect 
in practice. It would also not be a codification of all the law, just a clarification of 
duties owed.  

 
18.3  If statutory clarification is not possible, EIRIS would still support other measures if 

they could achieve the same effect. EIRIS has seen UKSIF’s initial response to this 
Consultation and we draw the Law Commission’s attention to other possible 
suggested measures:  

 Recommending the provision by DWP / other regulators or 
departments of best practice guides and other forms of guidance 
(Note however that this would need to be aimed at mainstream 
funds and their advisers).  

 A law case. It might be possible to engineer a law case which would 
explicitly ask the question 

 Flexing the SIP regulations16 
 
19. Question 19 - Not Answered 
 
20. Question 20: Is there a need to review the regulation of investment consultants? 
 
20.1  If there is a lack of clarity here regarding investment consultants’ duties and 

responsibilities, this should be addressed. As Share Action notes, if trustees are 
legally obliged to take advice but consultants have no clear responsibilities regarding 
that advice, it is unclear who holds responsibility for ensuring material factors are 
considered. This can lead to gaps.  

 
January 2014 
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Question 1)  
Do consultees agree that Chapter 10 of the Consultation Paper represents a correct 
statement of the current law? (14.6) 

Response:  Yes 
 
Comments:   
As the paper makes clear, the law of fiduciary duties is ill‐defined and has been the 
subject of much debate and numerous attempts at clarification.  However, we agree 
that it derives from contract, regulation and case law.  It is also helpful to consider: 
the relationship of the parties (status); the nature of any undertaking to act; any 
discretion or power to act on behalf of someone else; and the vulnerability of that 
other person.  The relationship between an investor and an investment manager is 
usually set out in an investment management agreement.  This agreement describes 
the nature of the relationship between the investor and the manager and will 
typically address the objectives and any limitations on investment. 

Question 2)  
Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests? (14.11) 

Response:  Yes 
 
Comments:   
The development of case law has served to emphasise the primacy of best financial 
interests in fiduciary relationships while permitting other considerations to be 
recognised and acted upon where they reflect other aims of the beneficial owners or 
if they concern investment possibilities which would alienate them.  We believe this 
is a sound basis for understanding trustees' duties and beneficiaries' best interests.  
We also believe that the issue of short‐termism (which might be contrary to 
beneficiaries' long‐term financial interests) is related to developed industry practice 
rather than a problem created by the law. 



Question 3) 
Do consultees think that the law is sufficiently certain? (14.15) 

Response:  Other 
 
Comments:   
We believe there is scope for clarification of what constitutes good governance 
arrangements in DC pensions.  This need not necessarily be enshrined in statute or 
regulation; it could come in the form of generally accepted industry guidance. 

Question 4) 
Should the Occupational Pension Scheme (Investment) Regulations 2005 be 
extended to all trust‐based pension schemes? (14.15) 

Response:  Other 
 
Comments:   
Please see answer to Q3. 

Question 5) 
Are there any specific areas where the law would benefit from statutory 
clarification? (14.15) 

Response:  Other 
 
Comments:   
Please see answer to Q3. 

Question 6) 
Do consultees agree that the law permits a sufficient diversity of strategies? (14.21) 

Response:  Yes 
 
Comments:   
There is evidence of “herding” in investment behaviour, but this is evident in 
investment more generally and we do not believe it is necessarily driven by the law 
on investment duties.  There have been developments in the typical holdings of 
pension funds, with a greater exposure to overseas equities and the more recent 
inclusion of alternative asset classes, and in strategy, for example with the 
development of liability driven models.   Pension fund trustees have considerable 
discretion under the law as it stands. 

Question 7) 
Do consultees agree that the main pressures toward short‐termism are not caused 
by the duty to invest in beneficiaries’ best interests? (14.24) 

Response:  Yes 
 
Comments:   
We do not believe that the “short‐termism” highlighted by Professor Kay is a 
function of the way the law works.  As Kay himself points out, asset managers are 
mostly hired by other intermediaries, such as pension fund trustees, insurance 
companies, or other asset managers, or on the recommendation of investment 
consultants or financial advisers. The time horizons used for decisions to hire and fire 
or review investment managers are generally significantly shorter than the time 
horizon over which the investor, or the corporate sponsor of a pension scheme, is 



looking to invest.  This leads to investment managers pursuing short‐term 
performance goals to match the expectations of those controlling their appointment.  
Short‐termism may be a result of short time horizons applied to the assessment of 
managerial performance but the latter itself is a symptom of a lack of trust along the 
investment chain.  Kay highlighted as much.  In effect, there are a number of actors 
along the investment chain and, depending on how they anticipate that others along 
the chain will interpret their actions, they may opt for suboptimal short‐term 
solutions.  For example, if asset managers do not trust asset owners to look beyond 
quarterly performance, they are likely to focus on that and ignore other factors 
related to long‐term value.  The inverse is also possible, i.e. owners may be long‐
term oriented but not trust managers to deliver long‐term value due to information 
asymmetry or high job turnover and so opt for the short term.  Similarly, both 
owners and managers may aim for the long term but due to third parties, such as 
analysts, putting too much weight to short‐term results, they adapt their orientation 
to correspond to analysts' assessment criteria.  It is also possible that analysts take 
long‐term criteria such as strategy into account, but, anticipating that the market 
may consider it inadequate, alter their analysis to focus on short‐term factors.  As 
such, using short time horizons and short‐termism are symptoms of the same 
problem, i.e. lack of trust.  But in any case, this is related to market perceptions and 
has little to do with the law. 

Question 8) 
Do consultees agree that the law is right to allow trustees to consider ethical issues 
only in limited circumstances? (14.28) 

Response:  Yes 
 
Comments:   
Asset managers' duties to their clients in respect of a particular mandate are 
reflected in the investment management agreement (contract) and relevant 
regulation, as well as the general law.  We agree that the law should allow trustees 
to consider ESG considerations, particularly in circumstances where the majority of 
the beneficiaries might reasonably be assumed to conform to a common view on a 
particular issue or on ESG principles generally.  An example of the former might be 
an endowment fund for an animal charity where the trustees decide not to invest in 
companies which use animals for product testing.  But it is right that this should be 
an allowable exception to the established legal principle that the best interests of 
beneficiaries are normally their best financial interests.  Asset managers would 
reasonably expect any such considerations to be clearly set out in the investment 
management agreement (or in a side letter) if they were to be a factor in the 
management of a portfolio.  Some asset managers incorporate aspects of ESG in 
their investment philosophy and we think trustees should be able to employ such 
managers because of that fact, even if it might not be in the beneficiaries' best 
financial interests, if this is in line with the common views of a majority of their 
number.  We note also that there is some evidence that consideration of ESG 
principles does not lead to a performance penalty, in which case there would not 
need to be a trade‐off with financial interests.  If this is accepted and justified, 
trustees should feel able take more of an interest in ESG, particularly if research 
indicates a wide interest in ESG amongst the beneficiaries. 



Question 9) 
Does the law encourage excessive diversification? (14.32) 

Response:  No 
 
Comments:   
The Occupational Pension Scheme (Investment) Regulations 2005 address 
concentration risk and the need to diversify at a reasonably high level, so we do not 
believe they act in a way that fetters the ability of trustees to appoint investment 
managers and empower them to manage the assets in a way that is more ambitious 
than closet index tracking. 

Question 10) 
Does the law encourage trustees to achieve the right balance of risk and return? 
(14.32) 

Response:  Other 
 
Comments:   
Please see answer to Q9. 

Question 11) 
Are there any systemic areas of trustees’ investment strategies which pose undue 
risks? (14.32) 

Response:  Other 
 
Comments:   
Please see answer to Q9.. 

Question 12) 
Overall, do consultees think that the legal obligations on trustees are conducive to 
investment strategies in the best interests of the ultimate beneficiaries? (14.33) 

Response:  Yes 
 
Comments:   
Our view is that the law has developed in a way that provides a degree of flexibility 
that could be impeded by over‐ambitious attempts to change it. 

Question 13) 
If not, what specifically needs to be changed? (14.33) 

Response:   
 
Comments:   
Please see answer to Q12. 

Question 14) 
Do consultees agree that the duties on contract‐based pension providers to act in 
the interests of scheme members should be clarified and strengthened? (14.42) 

Response:  Yes 
 
Comments:   
Theoretically, the contract based pension industry is more sensitive to market 
corrections, e.g. if contributors perceive that their provider is not acting in their best 
interests they could switch (assuming that the penalties for switching provider are 



not prohibitive).  However, given that this may have a negative effect on the 
resulting retirement income (there is only a number of switches that one can do  ‐ 
also administrative costs could add up), the duties of contract based pension 
providers could be clarified and strengthened.  A reasonable option would be to 
establish a code of conduct, review it periodically and then assess whether 
regulation is needed. 

Question 15) 
Should specific duties be placed on pension providers to review the suitability of 
investment strategies over time? If so, how often should these reviews take place? 
(14.42) 

Response:  Other 
 
Comments:   
Please see answer to Q14. 

Question 16) 
Should members of Independent Governance Committees be subject to explicit legal 
duties to act in the interests of scheme members? (14.42) 

Response:  Other 
 
Comments:   
Please see answer to Q14. 

Question 17) 
Should pension providers be obliged to indemnify members of Independent 
Governance Committees for liabilities incurred in the course of their duties? (14.42) 

Response:  Other 
 
Comments:   
Please see answer to Q14. 

Question 18) 
Do consultees agree that the general law of fiduciary duties should not be reformed 
by statute? (14.61) 

Response:  Yes 
 
Comments:   
We agree. 

Question 19) 
Should rights to sue for breach of statutory duty under section 138D of the Financial 
Services and Markets Act 2000 be extended? (14.67) 

Response:  No 
 
Comments:   
We believe that an extension of section 138D would be unhelpful because of the 
consequences in terms of encouraging overly defensive behaviour and potentially 
creating additional legal and insurance costs. 

Question 20) 
Is there a need to review the regulation of investment consultants? (14.71) 

Response:  Yes 



 
Comments:   
Whilst a number of investment consultancy firms are authorised by the FCA for some 
of their activities, typically in respect of arranging deals in investments, we believe 
that investment consultants should be brought within the ambit of financial services 
regulation in respect of the "generic advice" they give to pension trustees.  They are 
subject to similar conflicts of interest as other (regulated) intermediaries, particularly 
where they are part of a group that offers regulated services or where they have 
commercial links with regulated entities.  In order to bring consultants into scope 
without upsetting the general exemption for “generic advice”, we suggest that 
consideration be given to creating a new regulated activity of 'giving advice to a 
pension trustee under section 36 of the Pensions Act (not being investment advice 
within paragraph 53 of the RAO)'.  This would then require only the specific services 
of any business (not just consultants) which fall short of investment advice under the 
RAO, but upon which trustees rely, to be subject to conflicts and fee disclosure ex 
ante.  We accept that work will be needed on the formulation and to consider how 
this fits with MiFID's treatment of such services as ancillary. 

Question 21) 
Is there a need to review the law of intermediated shareholdings? (14.74) 

Response:  Other 
 
Comments:   
We believe these matters will be addressed by the European Securities Law 
Directive, so there is little purpose in addressing this in a purely UK context. 

Question 22) 
Should the FCA review the regulation of stock lending by custodians? (14.75) 

Response:  N/A 
 
Comments:   
We agree that income from stock lending should always accrue to the asset owners 
(subject to reasonable arrangement fees and costs).  We note that the thrust of 
European legislation (for example in the area of UCITS funds) is very much in this 
direction, and the FCA might reasonably conclude that a separate review in this area 
is not required. 

Question 23) 
Do you have any other comments about fiduciary duties in the investment chain, or 
how those duties are applied in practice? 

Response:   
 
Comments:   
 

 



Pension Protection Fund Response 

Law Commission consultation on Fiduciary Duties of Investment Intermediaries  

 

Introduction 

We welcome the opportunity to respond to the consultation on the Fiduciary Duties of 

Investment Intermediaries. The focus of our comments is on areas where we can draw 
on our experience as an asset owner with a commitment to responsible investment. In 

summary: 

 The consideration of environmental, social and governance (ESG) issues goes hand in 

hand with good risk management, and should not, as the law currently implies, be a 

switch that may or may not be turned on at the discretion of trustees. The law should 
encourage a differentiated perspective and a rigorous decision-making process. 

 Ethical issues, whether or not covered by UN Conventions, can pose an investment 
risk as well as become a distraction. Limiting the circumstances in which they can be 

considered, and their interpretation based on moral viewpoints, is unhelpful. 

 Asset owners must play, and must be allowed to play, a role in rectifying selective 

oversight. The existing law of fiduciary duties does little to prevent short-termism; its 
extension to others in the investment chain might positively affect behaviours. 

We hope that our experience in the pensions’ arena and the approach we outline below 

will help inform the conflict between the duty to maximise returns and the duty or ability 
of trustees to take ESG factors into consideration.  

About us 

The Pension Protection Fund (PPF) was established by the Pensions Act 2004 to provide 

compensation to members of eligible defined benefit pension schemes, when there is a 
qualifying insolvency event in relation to the employer, and where there are insufficient 

assets in the pension scheme to cover the PPF level of compensation.  The Fund is 
administered by the Board of the PPF, a public corporation.   

The PPF is funded by four main sources of income. These include:  

 an annual Pension Protection Levy paid by eligible pension schemes;  

 recoveries of money, and other assets, from insolvent employers of schemes taken 

on by the PPF; 

 taking on the assets of schemes that transfer to the PPF; and 

 returns on the PPF’s own investments. 

The PPF is not a pension scheme in its own right. The Board of the PPF is a statutory 

body subject to public law rather than trustee duties.  Much of the detailed regulation 
applicable to pension schemes was carried across to the legislation setting up the PPF 

with minimal changes As a result, and supported by legal advice, we do not regard the 

position on ESG and ethical issues for us as a statutory body to be radically different 
from that of trustees. 

The PPF has £15 billion of assets under management and our award winning approach 
places us in the vanguard of pension scheme investment strategies.  

We respond to this consultation because we consider the proposals are relevant to 
maintaining or improving the health of our protected population (i.e. of those UK pension 

schemes whose members we protect), and to the stability of financial markets more 
generally.  

In setting and implementing our investment strategy our primary concern is to act in the 

best financial interest of our members, by seeking the best return that is consistent with 



a prudent and appropriate level of risk. Our Statement of Investment Principles also 

recognises that:  

• by acting as a responsible and vigilant asset owner and market participant, we can 

protect and enhance the value of our investments; and  
• ESG factors can have an impact on the long-term performance of our investments, 

and the management of ESG risks and exploitation of ESG opportunities can 
therefore add value to our portfolio.  

The same belief applies, by extension, to the investments of our protected population, 
and in particular those schemes that are in assessment, i.e. are likely to transfer their 

schemes assets and liabilities to the PPF. 

Schemes that are in a PPF assessment period (to establish whether they are sufficiently 
funded to pay members benefits at PPF levels of compensation) are included on our 

Balance Sheet, and there are legislative controls to prevent actions that could increase 
their protected liabilities.  Although it is undesirable for the PPF to be exposed to ESG 

risks that have not been identified or addressed by the schemes’ trustees when they 
enter the assessment period, we do not impose our views on ESG factors on such 

schemes. We do, however, work closely with schemes to help them better understand 
and mitigate their risks, where appropriate.  

 

Question 3. Do consultees think that the law is sufficiently certain? (14.15) 

The integration of ESG factors into our investment decision-making and research is a 

logical consequence of our responsible investment beliefs. In our view, the decision 
whether or not to consider ESG factors must be a considered one that weighs up all 

relevant factors. It is also important that any decision is not made for perpetuity – if 
circumstances change the approach should be re-evaluated.  In our view, the law 

currently doesn’t provide sufficient certainty around the rigour required in coming to that 
decision, even though we accept that it may be difficult to be prescriptive.  

ESG issues are diverse in nature, but the law requires trustees to consider 
whether or not to take them into account “in general terms”. It allows them not 
to take an ESG approach “after due consideration” (as set out in paragraph 10.66 of the 

consultation document). This is a problem because ESG issues are not an amorphous 
mass, the consideration of which can be switched on or off strategically and only 

reconsidered periodically.  

A blanket decision not to consider any ESG issues can lead to actual losses if, as a result, 

problems are not identified and considered.  These are a few examples to demonstrate 
the diversity of ESG issues across asset classes:  

 Child protection failures (private equity). In 2012 3i handed back its equity in the 

Finnish company Sulake after its social networking site, Habbo Hotel, was shown to 
fail in protecting its child users;  

 Corruption as a lead indicator for sovereign insolvency risk (sovereign debt). Greece 
had demonstrably high levels of corruption pre-2008 (measured by Transparency 

International’s Corruption Perception Index), but investors did not expect a risk 
premium over German debt. This changed in 2008 following the Eurozone crisis; 

corruption is now understood to have been one of the root causes of Greece’s 
predicament; 

 Supply chain issues.  Companies continue to be affected by ESG problems in their 

supply chains. Examples are the recent  horsemeat scandal or poor working 
conditions in factories producing goods for well known High Street brands,  revealed 

after worker fatalities  in Bangladesh. 

ESG integration has taken great strides in recent years. Practical solutions are 

emerging across asset classes.  Mainstream managers, not specialist Socially 
Responsible Investment (SRI) managers, are increasingly seeking to implement such 



processes. The PPF has observed this trend through its integrated manager monitoring 

and engagement framework, through which it rates fund managers’ Responsible 
Investment (RI) approach and engages with them on areas of development.    

We believe integration processes can be adopted by all pension funds. At 
present our day-to-day investment decision-making is outsourced to third parties, hence 

our approach to ESG integration as an asset owner focuses where we have the most 
influence: at our interface with our managers. We expect them to have integrated ESG 

factors into investment analysis and decision-making, and to be able to report to us on 
risks that they identify, and how they are mitigated. This means they have to broaden 

their focus, and eventually this will influence the conversations they have with other 

clients, companies and intermediaries. 

Similar processes should be possible even for pension funds with limited resources. This 

is because our manager RI rating is fully integrated into our wider manager monitoring 
framework, and its maintenance is the responsibility of the asset manager with main 

responsibility for a manager relationship, rather than an RI specialist. This has made the 
processes efficient, structured and auditable. We do not believe it is overly onerous for 

trustees to ask their managers what ESG risks are associated with their investments and 
what the manager is doing about them. 

There is now a simple blueprint for an integration process at asset managers. In 

working with our managers we have observed a basic process which involves assigning 
an ESG score to portfolio holdings based on a number of differently weighted ESG 

criteria (which may be purchased from a specialist provider). Poor scores might, for 
example, result in a ‘red flag’, compelling analysts to research the issue further and 

making a call on whether it is material or requiring portfolio managers to explain 
investments in stocks despite low ESG scores.  

This integration process goes significantly beyond the simplistic ‘tie break’ decision-
making model, which is unhelpful as the consultation document rightly records (10.84-

85). It is also significantly more sophisticated than negative or positive screening. It 

prompts fund managers to broaden their risk focus, and to form a view on an investment 
that includes ESG factors alongside a range of other factors, instead of mere compliance 

with a screening formula.  

Pension fund trustees should adopt a portfolio-wide perspective on risks that 
may impact on the sustainability of returns in the long term. It is often said that 
pension funds are by definition long-term investors, but the consideration of long-term 

risks (e.g. demographic change, climate change, competition for resources) into asset 
allocation models is, if anything, nascent. Mercer published, in 2011, a report that 

investigated the implications of climate change for pension funds’ strategic asset 

allocation.1 However, conversations amongst actuaries elsewhere appear less fruitful. 
The adoption of long-term beliefs is, by some, seen as an alternative to a model 

approach. In practice such considerations can bring real value.  

For example, our decision to diversify our investment strategy to include Farmland and 

Timberland took its genesis from an assessment of new investment opportunities that 
prioritised a range of long-term risks (ranging from global governance gaps to 

geopolitical or demographic risks). We believe that by this we will benefit from an 
increased resilience of our portfolio against climate change, because Farmland and 

Timberland are likely to capture, more so than other parts of our asset mix, the greatest 

opportunities under various climate change mitigation scenarios. Pension schemes of any 
size should be in a position to consider similar options. 

The law and what is done in practice need to be more strongly connected. We 
suggest that it would be helpful to revisit the legal and regulatory framework in light of 

modern trends in the practical application of ESG integration, which go beyond positive 

                                                            
1 Mercer, Climate Change Scenarios – Implications for Strategic Asset Allocation, 2011 



or negative screening, or ‘best in class’ approaches as outlined in 10.46. This, in 

combination with the increasing body of evidence that links ESG factors and financial 
performance in meaningful ways, points towards the need for trustees to adopt a 

differentiated view with regard to ESG factors, instead of a blanket ‘fire and forget’ call 
on ESG as a whole. We also agree with the view expressed by Clayton Utz, that it would 

be useful to make explicit matters which previously were implicit (14.14), and in this 
spirit suggest that the law should recognise the importance of ESG factors. 

We note that the law of fiduciary duties has a flexibility which should be retained, not 
least because its application extends beyond pensions. The appropriate instrument to 

augment appears to us to be the Occupational Pension Schemes (Investment) 

Regulations 2005 (as amended) which, at regulation 4, sets out certain requirements for 
trustees' exercise of their investment powers: 

 Sub-regulation 4(3) requires the exercise of the power of investment to be 'in a 
manner calculated to ensure the security, quality, liquidity and profitability of the 

portfolio as a whole'. This includes, in our view, the reasonable consideration of 
ESG and ethical factors as part of modern investment practice.  

 Sub-regulation 4(5) imports indirectly into trustees' portfolios some degree of 
market regulation and limited investor protections by requiring scheme 

investments to be 'predominantly' admitted to trading on a regulated market (as 

defined). 

We consider that this attempts to shield portfolios from poor governance, however, we 

do not think this goes far enough. For instance, it would not be possible to have recourse 
against trustees or managers for failure adequately to consider ESG factors in the pursuit 

of the goals under sub-regulation 4(3). In this sense, the law should be more certain. 
Noting some similarities between the Australian regulations and the UK regulations, we 

think there is merit in turning to modern investment practice to produce either:  

 a statutory list of factors to which trustees must have regard in achieving the 

goals under sub-regulation 4(3); or  

 a code of practice with statutory backing, which may more easily be modified as 
market practice develops. We prefer this approach for ease of implementation 

and logistics. 

 

Question 7. Do consultees agree that the main pressures toward short-termism 
are not caused by the duty to invest in beneficiaries’ best interests? (14.24) 

The origins of short-termism are manifold. Fiduciary duties are not, in our view, the root 

cause of short-termism in the market. For example, it is less about how much turnover 
there is in a portfolio, and more about the disconnect between companies and asset 

owners, through a disaggregated investment chain, which means that the requirements 
of asset owners for long-term sustainable returns are not communicated to companies, 

and vice versa sustainability performance of companies is not brought to the attention of 
asset owners.  

There is no simple solution to this. In particular the idea of banning quarterly reporting 

which some people appear to support is not going to overcome the disaggregated 
investment chain.  The issue is one of selective attention of financial markets, and the 

answer to that cannot be the removal of information. That would simply mean weaker 
oversight.  

We believe asset owners must play, and must be allowed to play, a role in 
rectifying selective oversight. We work at the first link in the investment chain (our 

managers), by communicating our expectations clearly (for example through clauses in 
investment management agreements), and by holding managers to account (e.g. 

through our integrated RI rating system). We believe that this will, over time, alter the 

conversation between the market and companies. 



We consider that the existing law of fiduciary duties does little to prevent 
short-termism. If fiduciary duties were applied without modification to others in the 
investment chain, i.e. by raising questions of conscience and loyalty with consultants and 

managers, this may affect the behaviours of these participants. 

 

Question 8. Do consultees agree that the law is right to allow trustees to 
consider ethical issues only in limited circumstances? (14.28) 

The law restricts trustees from making investment decisions purely on ethical grounds. 
We consider that the two restrictions identified by the Law Commission come to bear 

where trustees are making a purely (or even predominantly) ethically based investment 

determination. However, we consider a highly restrictive approach to these rules to be 
unhelpful. We think it would be an odd result if, because of this, trustees could not 

include, amongst a list of factors geared toward the health of the portfolio as a whole, 
considerations of ethics. 

The approach to ethical policies in the UK and elsewhere differs. In practice UK 
pension funds typically do not have an ethical policy, including one that would screen 

investments on the basis of UN convention breaches. This suggests to us an overly 
cautious and conservative interpretation of trustees' legal duties. We see a place for a 

carefully constructed ethical policy in relation to scheme investments if trustees consider 

it appropriate. Ethical considerations should apply to sound portfolio management. 

Pension funds in other markets are adopting ethical policies, e.g.  in Denmark (where 

pension funds are now working to adopt screening policies on government bonds to 
avoid investments in so-called ‘blood bonds’) and the Netherlands (where pension funds 

were exposed for investing in cluster munitions in 2007, and have since adopted UN-
convention based screening policies). Clearly in those markets the consideration of 

ethical issues is not seen as an impediment to acting as a good fiduciary.  

In the extreme, ethical issues and investment risk coincide. An example of this is 

the level of human rights abuses in a frontier market which may be linked to the risk of 

regime change and thereby potential sovereign insolvency. It is therefore unhelpful that 
ethical issues are being seen as purely about moral viewpoints, requiring members’ 

consent.  There are circumstances where this can be limiting, and which require 
clarification. 

The distinction between ethical issues covered by UN Conventions and those 
not covered needs clarifying. The Law Commission singles out the screening of 

investments that contravene UN conventions (14.25) as possible for trustees. While we 
think that these conventions can be interpreted as a proxy for members’ views on the 

underlying ethical issues, we also note that the ban of the production and distribution of 

cluster munitions in the UK does not currently preclude the investment by a UK pension 
fund in a company that produces or distributes cluster munitions. We believe clarification 

is required of the distinction between ethical issues that fall under conventions and can 
therefore be considered according to the consultation document, and issues that are not 

covered by a convention, which can therefore only be considered under limited 
circumstances.  

Ethical issues, if not considered properly, can become a distraction. It is worth 
noting that while the consideration of ethical issues may be seen as a distraction from 

the main focus of trustees (on providing a pension), the current situation does not 

empower trustees to deal with concerns around public exposure on ethical grounds (e.g. 
tobacco investments by UK local authority pension funds land grabbing by Norwegian 

state funds). Once that exposure has occurred it tends to create a significant distraction 
from trustees core duty.  

 

 



Further information 

 

The PPF would be happy to discuss the points we have made in our submission in more 

detail. Please contact: 

 

Ebba Schmidt 
Manager, Responsible Investment and Sustainable Assets 

Pension Protection Fund  
Knollys House 

17 Addiscombe Road  

Croydon, CR0 6SR 
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Mr David Hertzell 

Law Commission 

1st Floor, Tower 

52 Queen Anne’s Gate 

London   SW1H 9AG 

 

fiduciary.duties@lawcommission.gsi.gov.uk 

 

 

Dear Mr Hertzell 

 

Re: Law Commission Consultation Paper No. 215 - Fiduciary Duties of Investment Intermediaries 

 

Thank you for the opportunity to comment on the Law Commission’s consultation paper on 

Fiduciary Duties of Investment Intermediaries.   Please find below UKSIF’s response, with our 

comments divided between longer commentaries and answers to your questions.   

 

Our principal conclusion is that the law relating to fiduciary duty would benefit from statutory 

clarification in one key area, namely that trustees should (rather than may) consider wider factors 

in investment. 

 

We also ask you to recommend the use of appropriate mechanisms, which may include statutory 

means, to make it clear that: 

 

 Trustees can consider proxies for beneficiaries’ ethical views in certain cases. 

 Where trustees do not engage in stewardship activities themselves, they should be encouraged 

to instruct their fund managers to do so. 

 

Our response has five sections: 

 

A. Introduction and context 

B. Discussion of some aspects of Chapter 10: 

1. Definitions and investment approaches 

2. “May” versus “should” 

3. Ethics and the views and values of beneficiaries 

4. Our proposed solutions 

C. Industry focus: 

1. Stewardship and engagement 

2. The investment chain 

D. Answers to the questions you pose 

E. Appendix 
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We would like to thank you and other members of your team for meeting UKSIF and some of our 

members on 6th January 2013.  Our response draws not only on the discussions which took place 

then, but also from more general conversations held with Law Commission officials at some of the 

consultation events you have held; member feedback; and previous UKSIF policy submissions. 

Relevant submissions include those to: the Kay Review on Equity Markets and Long-Term Decision 

Making (November 2011); the Financial Reporting Council (FRC)’s paper on Revisions to the 

Stewardship Code (July 2012); and the Labour Party-commissioned Cox Review on the impact of 

short-termism on British business (August 2012). 
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A. Introduction and context 

 

About UKSIF  

 

UKSIF supports the UK finance sector as a global leader in advancing sustainable development 

through financial services.  We promote and support responsible investment and other forms of 

finance that advance sustainable economic development, enhance quality of life and safeguard 

the environment.  We also seek to ensure that individual and institutional investors can reflect 

their values in their investments. 

 

UKSIF was created in 1991 to bring together the different strands of sustainable and responsible 

finance nationally and to act as a focus and a voice for the industry.  UKSIF’s 250+ members and 

affiliates include pension funds, institutional and retail fund managers, banks, financial advisers, 

research providers, consultants and non-governmental organisations.  We feel this is a uniquely 

wide coverage of the UK financial sector.  For more information about UKSIF and its members, 

please visit www.uksif.org.  

 

Our aims in this response, your terms of reference and “in practice” 

 

Our response will focus on possible solutions to the difficulties currently being experienced by 

asset owners and trustees rather than the legal detail. Mapping our response to your terms of 

reference we will be focusing primarily on items 2 and 4.  In particular we will be asking if the 

laws on fiduciary duty are working “as applied in practice” and we will have in mind the 

“ultimate beneficiaries” which includes those who will be receiving payments many years in the 

future.  

 

This approach reflects the origins of the inquiry in the Kay Review, and we see the exercise as 

aiming to improve the effectiveness of UK investment in practical ways. We will aim to observe 

the necessarily legal approach an investigation of this type demands, but we may use lay 

language to reflect practical industry expectations and needs.    

 

Short-termism  

 

As outlined in previous policy submissions, UKSIF agrees with the finding of the Kay Review that 

short-termism is a problem in UK securities markets and that “we must create cultures in which 

business and finance can work together to create high-performing companies and earn returns 

for savers on a sustainable basis.” 1   

 

We do not plan to add anything more in the way of data or example on this point, as we take it 

as agreed that an overarching problem of short-termism exists. 

 

Our response to this consultation paper is informed by several linked observations and beliefs 

stemming from Kay, in particular the following: 

 

                                                           
1
 The Kay Review, introduction  

http://www.uksif.org/
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 Short-termism in securities markets is often undesirable in the trusts context generally; in 

pensions in particular it will tend to reduce returns for beneficiaries. 

 Too great a focus on short-term market returns will tend to lead to sub-optimal capital 

allocation with adverse consequences for the wider economy. 

 Uncertainty over “fiduciary duty” plays a part in promoting short-term behaviours. 

 

The overwhelming experience of our members is that “fiduciary duty” is regularly cited as a 

reason for either not adopting various courses of action or persisting with unhelpful activity, 

such as quarterly investment reviews which are focused almost entirely on performance, 

rather than discussion of more material longer-term factors.  We think you heard this view 

expressed when a group of our members met you at the roundtable on 6th January and we do 

not articulate it further in this paper.   

 

Furthermore, in our discussions with you, we have considered why few trustees have been 

prepared to go on record as being concerned by fiduciary duty.  Our view, repeated in greater 

detail in our answer to question 7, is that for personal reasons they are reluctant to disclose 

their uncertainty.   
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B. Discussion relating to Chapter 10 

 

1. Definitions and investment approaches  

 

In paragraph 10.44 the consultation paper states that many investment firms now consider 

environmental, social and governance (“ESG”)  factors and that this “does not fundamentally 

alter the traditional approach; it merely extends it by taking a more holistic approach to 

valuing a company” and there is merit in this assessment.  But in paragraph 10.46 the paper 

lists three ways in particular of using ESG factors and this paragraph can be read to give the 

impression that the process is overwhelmingly driven by screening – be it negative, positive 

or best in class. However, this paragraph therefore fails to give a full picture of the richness 

of investment approaches that mark the UK as a leader in this type of activity.  We give more 

background in the Appendix in Section E.  

 

Similarly your description of ethical investment is incomplete and inaccurate.  Section 4 in 

Chapter 10 implies that ethical investment is synonymous with exclusion (paragraphs 10.99, 

10.100 and 10.103), although 10.101 does recognise other methods exist.  In fact, as with 

ESG investing, there are a variety of ethical investment approaches as outlined in the 

Appendix.  

 

We would recommend that the final report acknowledges the breadth of options available 

to trustees in ESG and ethical investing. The paper does recognise the academic evidence 

that ESG investing can be beneficial.2   There is some overlap between ESG investing and 

ethical investing and some of the performance benefits ascribed to the former may accrue 

to the latter. In fact we have been told by several members that in terms of performance, 

costs and tracking error (an approximation to investment risk in a portfolio) some ethical 

portfolios are now comparable to mainstream portfolios.  

 

2. “May versus should” 

 

a) Lack of clarity in the law  

 

We agree with the conclusion in paragraph 10.32 that ”the requirement to act in the best 

interests of beneficiaries is best seen as a bundle of duties” but would go further.  

 

Our perception is that the case law in particular sets out what trustees may not do but 

gives little practical guidance as to what they should do other than in the most general 

terms. This may be an unavoidable aspect of judge-made law, and this system may have 

the strength of flexibility, but since the review is in part about what is done in practice 

this significant defect in the way the system is working should be noted and addressed. 

Deducing the legal position is a difficult and imprecise process and it is unreasonable to 

expect trustees to undertake it.3  They rely on professional advice and our experience is 

                                                           
2
 Footnotes 65 and 66 to Chapter 10 

3
 The text cited in paragraph 5.18 which says fiduciary duties ”define the point at which a court will be 

prepared to say that….[the trustee] has not acted in the beneficiaries interests” sums up the negative, proof -
by- exception position.  
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that this is often overly conservative and sometimes, in layman’s terms, “wrong”.  We 

believe you have recently been made aware of a case where a set of charity trustees 

received legal advice running directly contrary to guidance from the Charity Commission. 

That such a situation can arise makes it clear that the system is not working well enough.  

It might also indicate that the provision of guidance in these matters is not, in itself, 

sufficient to promote best practice and that a statutory clarification would be a more 

effective solution.   

 

b) Interpretation of the law 

 

We believe the conclusions you have reached reflect the difficulties with judge-made 

law mentioned in paragraph 12.68, namely that few cases are brought, that even these 

are not always directly relevant and that there are time lags.  We think this last concern 

links to an important point for analysis of how the system works today in practice: what 

trustees need is guidance which reflects circumstances now and as they may be 

anticipated to develop, not extrapolation from the past where that extrapolation is 

infused with the prudence of the legal profession.  

 

This is where real life meets the law and we would invite the Commission to place more 

emphasis on considering current circumstances in its analysis.  If the Commission feels 

its process or the law itself cannot offer firm and robust guidance on which a lay trustee 

can rely, then we think that confirms the law cannot cope with the current situation, 

probably because it is unable to evolve sufficiently quickly.  The law needs to be clarified. 

 

Please find below our comments on a variety of areas as evidence of how an informed 

and forward-looking approach would tend to more broad and robust conclusions which 

might support a move to the long-term approach Kay urged. 

 

c) Consideration of the future as opposed to the past 

 

i) Trustees and the law 

 

In paragraph 6.23 you refer to “circumstances that are relevant at the time they act 

which they knew of or ought to have known” 4 which makes it clear there is an 

obligation on trustees to be aware of material factors. We interpret this as a “live” 

duty which means they have to be conscious of changes in circumstances and of the 

factors which are material. We think this is echoed in paragraph 6.67 where you 

make it clear that whilst trustees are not to be judged in hindsight they are governed 

by a standard of care which “must be based on events as they occur, in prospect, and 

not in retrospect.” 5 

 

                                                           
4
 We believe this is your summary of the cases listed in footnote 31 of the paper. Emphasis added.   

5
 Paragraph 6.67, emphasis added.  
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The ruling cited in paragraph 6.67 shows a forward-looking consciousness is 

required, echoing the tone of your analysis in 6.23 above, and we think no objective 

assessment of lay trustee duties could exclude it.  

 

In connection with the concept of duties changing and some element of forward-

thinking being necessary, we interpret paragraph 6.52 as endorsing this idea. 

 

 “Those subject to a duty of care are expected to apply a level of proficiency 

and competence. This concept is “organic and malleable”.  It evolves to take 

account of prevailing social norms.” 6 

 

Although not legal specialists, it seems clear that the three paragraphs we have 

referenced here are suggesting that at least some duties (and if some why not all?) 

are only properly exercised if trustees take into account possible future 

developments.  

 

In this context, the reference you make to prevailing social norms is important since 

we fear it is recognition of these changes in widely held attitudes and views which a 

conservative interpretation of the current law may delay.  This is a key weakness of 

the retrospective approach driven by case law. 

 

ii) Trustees and the investment regulations 

 

We believe the same need to consider the future is implicit in the Occupational 

Pension Schemes (Investment) Regulations 2005 (henceforth “investment 

regulations”) and one way of correcting weaknesses in the current system might be 

for the Commission to recommend clarification of the regulations.  We also believe 

that the law as discussed in the consultation paper would tend to force trustees to 

take into account wider concerns when considering the regulations.  

 

The regulations which are most relevant are as follows: 

 

 Investment of the scheme assets must be in the best interests of the 

beneficiaries (4.2). 

 Assets must cover the liabilities of the scheme and be invested in a manner 

“appropriate to the nature and duration” of the future benefits (4.4). 

 Assets should be diversified “so as to avoid accumulations of risk in the portfolio 

as a whole” (4.7). 

 

We think that, in the context of Regulation 4.2, trustees have to consider all 

beneficiaries fairly and, when taken in conjunction with 4.4, this must mean fair 

consideration of liabilities falling due well into the future.  Regulation 4.7 then 

demands appraisal of investment risk and surely this must be considered not only in 

the present but in the context of future risk.  Whilst immediate action may not be 

                                                           
6
 Extract of paragraph 6.52. the quotation marks around “organic and malleable” are the paper’s.  
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required to avoid identified longer-term risks (we accept the tenor of paragraph 6.54 

that risks can be taken), it seems clear that the existence of those risks should be 

noted.  

 

d) Applying this thinking 

 

We believe applying the thinking outlined in the two sections above would cause a 

revision to your conclusions in respect of two of the five categories considered in 

Chapter 10. To illustrate the first - the consideration of wider investment factors - we 

use a hypothetical case study in the highlighted box at the end of this section.  

 

In the light of our case study we feel that trustees who did not consider wider factors 

would be - and if not, should be - more exposed to criticism than paragraph 10.66 would 

suggest.  And we feel this will become more the case as time progresses and evidence of 

the impact and effects of climate change mounts.   

 

Since we believe both that trustees should consider this particular risk and that 

considering wider factors of this kind will tend to stimulate longer-term investment of 

the kind Kay advocated, we think the thrust of paragraph 10.66 should be altered 

materially.  We would suggest something along the lines of: 

 

“We think the duty of care and the need to demonstrate appropriate consideration 

of the future means trustees should consider wider factors of the kind 

encompassed by ESG-focused issues. The body of evidence7 that the investment 

impact of ESG consideration is often positive should be explicitly taken into 

account. There are a variety of ways to integrate ESG considerations into 

investment which can be either implemented directly or incorporated into fund 

manager assessment, selection and monitoring.”  

 

3.  Ethics and the views and values of beneficiaries 

 

We feel the definition of ethics used in the paper is too narrow even given the concerns 

raised by Lord Nicholls in paragraph 10.102.  Many of our members would challenge the 

implication of the opening sentence of paragraph 10.98 “Ethical investment is most 

commonly raised by those investing on behalf of religious groups.”  In fact, large numbers of 

non-faith groups do use UKSIF members to execute investment with an ethical bias: two-

thirds of one specialist manager’s clients are charities which ask for screening, and another 

specialist has some 2,000 non-faith charity groups invested in a pooled fund.  

 

As discussed previously, the consultation paper is also very narrow in its consideration of 

possible ethical investment approaches. 

 

The issue of ethics and member values and views arises in pension funds since in defined 

benefit (DB) schemes beneficiaries are increasingly making contributions and adding to the 

                                                           
7
 E.g. the references in footnotes 65,66 and 69 to Chapter 10 
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pool of assets, the benefits of which they will enjoy. These contributions are a form of saving 

and it is hard to argue that those savings should not reflect to a degree at least the values of 

the contributors. We think the law as it stands is simply inappropriate given the newly 

evolved class of pension beneficiary-contributors.  

 

We think the solution in this very difficult area is again linked to the concept of the “organic 

and malleable” duty of care outlined in paragraph 6.52.  We think that, where trustees can 

point to an evolving social norm which they can reasonably believe would be shared by their 

beneficiaries, they should be able to reflect that in their work.  

 

Clearly there is a risk of abuse and a mechanism should be found to prevent that. We 

suggest that the method might be to look at elements such as: 

 

 The tone and content of intergovernmental legislation and initiatives 

 The content and longevity of national legislation 

 To a degree, the behaviour of large numbers of people evidenced by their consistent 

membership of organisations 

 

(We note your comment in paragraph 14.25 that trustees should not invest in areas which 

contravene international convention.  We think our suggestion is a development of that 

approach.) 

 

In general the elements listed above will only materialise if a consensus exists which can 

survive public engagement through elections or successive campaigns. We think such a 

consensus could be interpreted as evidence of a prevailing “social norm”. We suggest that 

the investment process would benefit if it were made clear that trustees could reflect what 

they could reasonably claim was a proxy for beneficiary views if they were evidenced by 

elements like those listed above.  

 

We accept that reflecting beneficiaries’ ethical interests is complex, and we recognise that in 

many cases the process alluded to in the paper whereby regulatory and reputational risk 

give rise to financial grounds for divestment may give the same outcome. But for evolving 

issues, clarification on how trustees can consider the changes in society’s attitudes would be 

helpful. It may be that further work in this particularly complex area is necessary. 

 

4.  Our proposed solutions to the issues in this section 

 

Our suggested solutions reflect our focus on items 2 and 4 in the Terms of Reference which 

we summarise as the approach to investment strategies and whether fiduciary duties are 

working in the best interests of beneficiaries. 

 

a) Provision of guidance on what trustees should consider 

 

Under the heading “May” versus “should” (and in our answers to questions 1, 2, 11, 12, 

13 and 15 below), we argue that trustees should be looking more widely and more long-
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term when considering investment matters.  We feel the whole issue shows that the law 

surrounding “fiduciary duty” does require addressing and clarification.  

 

The question is how best to help trustees understand the nature of their duties in the 

modern day, and how to help them change their behaviour most rapidly.  In question 18 

we have listed some possible solutions that can be summarised as below:  

 

 Statutory intervention  

 Greater detail in the investment regulations 

 A statement by the Law Commission, or the relevant regulators or government 

departments, as to what trustees should consider in terms of investment in the light 

of developments in scientific consensus and societal attitudes since the cases cited 

in the consultation paper  

 

Our view is that changing trustee behaviour is essential to building the system and 

economy envisaged by Kay.  We believe that all the routes listed would help but that 

statutory clarification would be the most the effective option, followed by use of the 

investment regulations.  We would urge you to particularly consider both of these and 

not to rule out the statutory route unless you have confidence in the ability of the other 

approaches to deliver.  

 

b) Allowing trustees greater discretion in assessing members’ views  

 

We feel your definition of ethics is too narrow, but recognise that ethics are very difficult 

to define.  But it seems wrong that, as members contribute increasing sums to DB 

schemes, their views and values are not considered.   In our section on this topic, we 

have suggested that it would be possible to discern society’s views on issues where 

legislation or inter-governmental agreement implicitly or explicitly highlighted attitudes, 

and we suggest that trustees might then be allowed to assume that their beneficiaries 

shared those views and would want them reflected in the fund.  If necessary, statutory 

measures should be used.   
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Case study:  Wider investment factors, including environmental, social and governance (ESG) 

factors 

 

You conclude in paragraph 10.55 that trustees may consider ESG factors citing evidence that such 

factors “can” lead to better returns, but you also stated in paragraph 10.64 that the law did not 

demand such consideration and confirmed this in paragraph 10.66.  We are not qualified to 

contradict your view of the current law if the retrospective approach driven by historic case law is 

applied, but we feel that if a case was brought now the outcome may well be different.  

 

Let us hypothesise: 

 

One such case might revolve around how trustees consider the future, a duty we think is made clear 

in the Commission’s paragraphs referenced above and in our comments on the investment 

regulations.  The substance of the particular case would concern climate change and whether the 

trustees had been remiss in not considering it.   

 

Complaining beneficiaries would say the data they cite on the future is of high quality and that the 

consequences seen already are material and such as to affect the future shape of the economy and 

of investment.  Is this true? 

 

We list here some elements linked to climate change which suggest these factors will affect the 

future and should be considered.  We should note that they are widely considered not to be 

“external pressure to do the next fashionable thing” (paragraph 10.93):  

 

Data source  

 

The Intergovernmental Panel on Climate Change was established by the United Nations Environment 

Programme and the World Meteorological Organisation in 1988 and endorsed by the General 

Assembly of the United Nations in that year. Its five successive reports have detailed the growing 

scientific consensus that man-made climate change is occurring.  

 

Consequences 

 

 In the UK context, the following high-level consequences can be noted: 

 The Climate Change Act 2008, mandating an 80% cut in greenhouse gas emissions by 2050, 

passed with only 5 MPs voting against.  Not repealed by incoming government.  

 National risk register:  Climate change is accepted as a fact with the 2013 assessment saying in 

part “As the climate continues to change, the frequency of more extreme weather events is likely 

to increase.” 8  One of the threats is coastal flooding.   

 Nuclear power:  Britain will build nuclear power stations for the first time in a generation. 

 The carbon bubble:  Research by Carbon Tracker9 suggests that two-thirds of hydrocarbon assets 

owned by listed companies cannot be burned if we are to keep global warming to 2°C. 

                                                           
8
https://www.gov.uk/government/uploads/system/uploads/attachment data/file/211867/NationalRiskRegist

er2013 amended.pdf  p24 
9
 http://www.carbontracker.org/carbonbubble 

https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/211867/NationalRiskRegister2013_amended.pdf
https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/211867/NationalRiskRegister2013_amended.pdf
http://www.carbontracker.org/carbonbubble
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Investment implications 

 

If we focus on the implications to a theoretical electricity generator, the serious consequences of the 

example are seen.  

 The industry will have to play a leading part in cutting greenhouse gas emissions meaning the 

threat of obsolescence to existing plant is increased.  

 To preserve market share investment in nuclear power stations may be demanded.  

 Nuclear power stations built near the coast will have to be proof against the higher threat of 

coastal flooding meaning higher cost.   

 If the theoretical company owned any hydrocarbon assets they would risk losing value as it 

became apparent that they were less likely to be burnt as carbon use is reduced. 

 

Clearly investment in such a company in the long-term would demand careful analysis since there 

are risks.  On the other hand the opportunities in other energy-related areas may be attractive: 

venture capital owned alternative energy suppliers may do well; French electricity companies that 

can build and run nuclear power stations may do well; suppliers of the cleanest hydrocarbons - 

perhaps American shale gas producers - may do better than established “dirty” hydrocarbon 

producers.  

 

Implications for trustees 

 

The trustee body has several linked roles in this hypothetical case study: 

 

1. In the current system of contracts and outsourcing, the trustee should be expected to consider 

the long-term implications of factors such as the Climate Change Act 2008 - which will play out 

until at least 2050, as well as other international climate change treaties and targets.  

 

2. No stakeholder other than the trustee can consider the implications across the range of asset 

classes held by a pension fund: someone has to consider the possibility that actions in portfolios 

run by different managers are in aggregate generating an accumulation of risk of the kind 

warned about in investment regulation 4.7.  We believe it is essential that a stakeholder has this 

responsibility rather than it being “lost”, and we believe it can only sit with the trustees.  Our 

view of the law is that the trustees are required to be forward-looking and so the duty of 

implementing and maintaining a process for the management of long-term issues rests with 

them.   

 

3. Whilst the decision to divest of an individual electricity company should probably sit with a fund 

manager, the trustee should be giving guidance as to what they require over time in terms of 

changing high-level exposure to themes such as climate change.  This guidance must cover the 

gap between high-level actuarially driven funding strategy (clearly the preserve of the trustee 

body acting on advice) and tactics, probably rightly the preserve of the fund manager.  
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4. In our example the new and possibly successful investments are not in the same asset class as 

the at-risk electricity company.  So typically a fund manager would not be able to sell the one 

and invest in the others on his own initiative. The investment would require a party to sanction 

 moves into respectively venture capital and European and American equities.  One would 

expect that to be the trustees, certainly if these were new asset classes. 

 

Conclusions 

 

In our view a law case brought today saying that a body of trustees were at fault for not considering 

the implications of climate change might well have some success: 

 

First, the level of national and international activity linked to it is now surely so great that a trustee 

“ought” to consider it (see paragraph 6.23); second, even if that point has not been reached - which 

seems most unlikely given UK law has changed - then clearly the issue is in prospect and should be 

considered (see paragraph 6.67). And thirdly, since we think climate change is now a matter of 

societal debate - if indeed a consensus that it is happening does not exist, then we feel a trustee 

body which sought to ignore it entirely might be failing in not seeing that their duty of care had 

proved malleable as considered in paragraph 6.52.  

 

Since we are not lawyers and are hypothesising, our theoretical case would also allow consideration 

of related governance material, namely the investment regulations. Whilst their current wording 

may well need tightening we suggest that a trustee body which in 2014 could not evidence 

consideration of the possible implications of climate change for long-term liabilities and for risk 

concentration,  or for portfolio diversification overall, might also find the case harder to defend than 

simple consideration of past cases would suggest.  
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C. Industry focus  

 

1 Stewardship and engagement 

 

Some of our members have questioned the process descriptions in the consultation paper in 

respect of “stewardship” and “engagement”.  As the definitions of the terms themselves are 

not universally agreed, we will seek to avoid them at this point, using the term “company 

contact” instead. 

 

A key element which is not discussed in the Commission’s paper is the extent to which 

company contact can be carried out by trustees or fund managers. Large numbers of fund 

managers engage in company contact even if not directly mandated by their clients. In fact 

such activity is widespread in the pensions area where, as you say, only a few of the very 

largest funds engage directly. Pension funds in general are reluctant to engage directly 

because the work is frequently complex10 in its subject matter and is time-consuming. This is 

partly acknowledged in the last sentence of paragraph 10.38. 

 

Both UKSIF and our members think paragraph 10.38 is unfortunately worded.  It may be true 

as stated by Tilba and McNulty in 10.38 that only 2 out of 35 pension funds exhibit “engaged 

ownership behaviour” (which we interpret as meaning trustee-directed).  However, the fact 

that fund managers often engage in company contact themselves on behalf of the clients 

whose assets they manage means we would expect that many of the UK equity assets of the 

35 large funds in 10.38 are being represented in some form of company contact. 

 

A typical relationship would be that a pension fund appoints a fund management firm for a 

portion of their equity assets. That firm will engage in a greater or lesser degree of company 

contact which may be referred to as “stewardship”, “engagement” or “responsible 

engagement”.  

 

The precise process will vary between managers but, as a minimum, would typically involve 

the individual fund managers being made aware of significant governance concerns 

affecting, for instance, pay and corporate behaviour. The source of this advice may be a 

specialist firm or internal staff. They would then consider this along with their knowledge 

from other sources of significant corporate commercial plans such as capital investment and 

merger and acquisition activity. This background information will inform their actions as they 

vote the stakes they manage for their clients on the vast majority of corporate motions put 

to general meetings.  This base level of activity is carried out by many fund managers, and 

the vast majority of those in UKSIF, on behalf of all their clients including pension fund 

trustees.  

 

Responsible investors as a whole were among the first to recognise the benefits of good 

stewardship practices and many UKSIF fund manager members offer more developed 

services, which consider other issues in addition to governance matters and which they 

                                                           
10

 Subjects might include pay, approach to industry regulation or human rights in emerging economies. All are 
specialist areas. 
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believe can provide benefit to the asset owners.  These may take, for instance, the form of 

considering a company’s position on environmental, social or ethical issues, with the subject 

matter identified by internal or external experts.  Frequently the company contact takes 

place in meetings followed up by extensive written discussion.  When a group of UKSIF 

members met you, we discussed how these forms of contact took place and the growing 

extent to which they saw co-operation between managers.  The changes in number and 

form are both very positive trends which should be recognised and supported.11   

 

Our members also explained why they usually prefer to keep the details of this company 

contact confidential. The most important reason is that the contact is better if it is long-

term, and a long-term relationship of trust is not easily built in the glare of publicity. This 

position may be expected to evolve, and the IMA, ABI and NAPF are co-operating on an 

Investor Forum of the type suggested by the Kay Review. 

 

UKSIF members engage in these activities for several linked reasons. Most would see a 

better understanding of a company as a good thing, likely to help their businesses by 

boosting investment return; some take this further and use contact as a way of driving 

thematic based investment. Almost all firms and the vast majority of individuals would 

recognise a professional duty to “know” the assets being bought by a firm on behalf of 

clients. The level of integrity in fund management is high.  

 

Company contact allows a fund manager to build a more complete and rounded view of a 

company which helps their understanding of its strategy, its leadership, its strengths and its 

weaknesses.  This can be termed “stewardship” and it is being exercised to the benefit of the 

manager’s clients including the pension funds.  The processes by which the contact happens 

can be termed “engagement”.  

 

Paragraph 10.38 mentions the importance of size of an asset owner and case study 1 at 3.82 

shows how small some pension funds are.  But this is to miss the point.  Fund managers are 

typically carrying out engagement and stewardship on behalf of their clients on a combined 

basis.  The large insurer mentioned in paragraph 3.80 does not itself own 4% of the UK 

equity market; it manages in total 4% of the market, much of it in passive funds owned by 

hundreds of pensions funds, some extremely small.  The shares of all those clients are 

combined to exercise stewardship.  

 

That small schemes can use fund managers to exercise stewardship through engagement is 

an important point which is not made clear in the paper.  Nor is the fact that investing in a 

passive fund does not mean your assets are not being used for stewardship purposes.  These 

are serious omissions; the fund management market is already working along the lines 

prescribed by Kay, more needs to be done but good progress is being made.    

 

We believe that there is a generally higher level of company contact than the paper suggests 

and that this should be noted.  However, the position is not uniform and there are many 

                                                           
11

 The developments could go further; our members told us that overseas asset owners with stakes in UK 
companies were often reluctant to engage because of concerns over the concert party provisions of the 
takeover code.  
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areas where improvement is necessary.  Clarification on fiduciary duty could play a part in 

this by making it clear that this is an area where trustees should be monitoring the activity 

carried out in respect of their assets.   Statutory intervention may help or, perhaps in this 

area, work by the relevant regulators or industry bodies may suffice  

 

2 The investment chain 

 

Professor Kay thought the investment chain was becoming too long and the consultation 

paper perhaps implies agreement in paragraph 3.94. In 3.95 the paper goes further and says 

it is the intermediaries and not the law which cause trustees to avoid some innovations.  

 

We feel these views are open to challenge. Pension funds in general keep costs under tight 

control. In our experience and that of our members it is unusual for a pension fund to 

engage a new adviser unless there is very good reason. Proxy agents are a case in point; we 

have said that company contact is complex and as such it is prudent for trustees and fund 

managers to seek expert support.  That proxy agents are appearing is excellent news: it 

shows that professionalism is appearing and standards are rising. We note the review by 

ESMA mentioned in paragraph 3.64 which found no market failings in the area.  

 

In general, we think trustees should take advice from the best available source and should, 

after considering their duties and the costs, be prepared to pay for it. We suspect the 

conclusion in paragraph 3.95 is wrong. It may be that uncertainty over the exact nature of 

trustee duties means trustees outsource to professionals for safety’s sake, and those 

professionals without the pressure to do the job with a sufficiently forward-looking bent 

tend to be too conservative.  In that case it isn’t the trustees or the professionals who are at 

fault: it is the weaknesses of the law.  
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D. Answers to the questions you pose 

 

1. Do consultees agree that this is a correct statement of the current law? 

 

The law is imprecise and assessing the current status is a matter for interpretation and 

extrapolation.  Your conclusions differ from ours in at least one significant respect - see the 

discussion of “may” versus “should” in Section B.2 above.   

 

An important additional factor in our view is the need for the law to be able to adapt easily 

and in a timely manner to changing circumstances.  We recognise that the law has evolved 

over a long period, but we are concerned that it may struggle to do so if the pace of change 

accelerates.  Currently, it seems to us, practice develops and is eventually either tested in 

court or becomes standard practice.  This might be acceptable if there were regular cases to 

aid the process, but the comment has been made that there haven’t been enough.  This has 

probably played a part in allowing the current position, where there is uncertainty over the 

law, to develop and there can be no guarantee that it will not continue.  

 

We therefore feel your report should consider how the law can be “future-proofed”.   

 

2. Do consultees agree that the law reflects an appropriate understanding of beneficiaries’ best 

interests? 

 

Our answer is similar to that for question 1.  We disagree with your interpretation of the law 

in certain respects and are concerned that the law cannot move fast enough to reflect the 

changing nature of beneficiaries’ best interests.   In particular, the method by which it can 

adapt to uncertainties that may appear as the result of a significant change in facts or public 

opinion - as issues cease to be the preserve of a “narrow interest group” and become 

recognised as “mainstream”, is weak.   It must surely be the case that, if a law suit is needed 

to establish best interests as a result of change, the system isn’t working well enough.   

 

3. Do consultees think that the law is sufficiently certain? 

 

No, as our answers to questions 1 and 2 show we have major concerns. 

 

4. Should the Occupational Pension Scheme (Investment) Regulations 2005 be extended to all 

trust-based pension schemes? 

 

Yes.  As a matter of principle the best protection should be afforded to all schemes 

irrespective of size.  Whilst there may be cost implications, the long-term costs of poor 

governance of schemes in terms of sub-optimal running generally - and sub-optimal financial 

management in particular - may well be higher if poorer pensions, cancelled memberships 

and perhaps even resolution through the Pension Protection Fund are considered.   

 

5. Are there any specific areas which would benefit from statutory clarification? 

 

We feel that statutory intervention would be by far the best solution to many of the issues 

discussed in our response and in particular that: 

 

 Trustees should consider wider factors such as ESG. 
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 Trustees should consider longer term factors and how they evolve. 

 Ideally, trustees may consider suitable proxies for widely held ethical views of 

beneficiaries.   

 

There may be alternatives to statutory intervention but these would be second best.   

 

6. Do consultees agree that the law permits a sufficient diversity of strategies? 

 

We think that the Commission’s interpretation of the law does permit a sufficient diversity 

of strategies.   It is the absence of wide-ranging forward-looking discussion that leads to 

“herding” driven by short-term considerations and clarification of fiduciary duty will 

promote that.  

 

7. Do consultees agree that the main pressures towards short-termism are not caused by the 

duty to invest in beneficiaries’ best interests? 

 

The system is not working optimally for a wide variety of reasons.  Not all of these are linked 

to fiduciary duty,  but some are and we believe that this constitutes a significant impediment 

to the kind of long-term decision-making that both Professor Kay and UKSIF would like to see 

in UK securities markets    

 

We previously noted that you have not received evidence from any group willing to go on 

the record as being uncertain as to their position in respect of “fiduciary duty.  This is 

perhaps inevitable in the modern world; it is likely that any trustee who said he or she didn’t 

understand the concept and its implications would be exposed to criticism as a minimum.  

 

UKSIF is a membership association with, uniquely, members from every part of the UK 

financial services value chain.  In feedback to us from all parts of that value chain, there is 

overwhelming evidence that concerns over “fiduciary duty” are a constraint on action:  

 

 Advisers in some areas feel constrained in the advice they can offer. 

 Producers see no scope for developing certain kinds of products. 

 Asset owners themselves are nervous of using approaches which may be best in the long 

run but which will show returns deviating from the average in the short term.    

 

In some cases, as has been suggested at some of the Commission’s meetings, this may be an 

easy excuse which is used to avoid difficult decisions but we do not believe that is always the 

case.  “Fiduciary duty” may be an easy excuse but as long as there is uncertainty over the 

issue it will remain an unnecessary complication.  

 

Your final report may be an opportunity to exercise influence over one area linked to short-

termism.  The phrase “what gets measured gets done” has mutated in pensions to “what can 

be measured should be” and modern technology allows the monitoring of investment in 

very fine detail. 

 

Since our fund manager members offer investment processes, very short-term performance 

review is rarely appropriate.  It would be entirely consistent with your interpretation of the 

law and trustee responsibility to make it clear in your report that trustees need not review 

performance quarterly and could profitably consider qualitative review - rather than purely 
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quantitative - in less frequent meetings with fund managers.  This would also be consistent 

with recent moves by the UK government to get rid of the practice of quarterly reporting by 

companies.  Trustees working more closely with fund managers would build better 

relationships of the kind we think Professor Kay was calling for in his report. 

 

8. Do consultees agree that the law is right to allow trustees to consider ethical issues only in 

limited circumstances? 

 

We understand that this is an extremely difficult area.  Where individuals are contributing to 

the asset pools it seems right that they should have some influence over the values 

exercised in those portfolios. Our suggestion, which is not a full answer to how individuals 

can see their own views reflected, is that trustees be permitted to reflect societal views in 

their investment instructions using national and international law and inter-Governmental 

agreements as indications of widely held opinion.   

 

9. Does the law encourage excessive diversification? 

10. Does the law encourage trustees to achieve the right balance of risk and return? 

 

Our response to questions 9 and 10 combined: 

 

We do not believe the law encourages excessive diversification.   

 

11. Are there any systemic areas of trustees’ investment strategies which pose undue risks? 

 

Yes.   It is issues at the broader systemic level which worry us most.  There are many 

examples:  

 

 The scientific consensus on climate change is that the world faces a problem.  

 There is a considerable body of evidence that the use of non-renewable resources 

cannot continue at the current rate.  

 Some developed economies appear trapped with unsustainable fiscal models and 

adverse demographic trends.   

 

On a timeframe still generally considered as relevant to DB schemes (15-25 years), it seems 

likely that these issues will come to bite raising fundamental challenges to asset values. They 

are even more relevant to DC schemes which have a longer anticipated life.  

 

We have the gravest doubts as to whether the law on beneficiaries’ best interests as 

generally interpreted now or as interpreted in your consultation paper is able to protect 

beneficiaries by forcing timely enough consideration of these and other similar issues.   We 

believe that statutory clarification would help. 

 

An intervention the Law Commission could make in its report would be to suggest that 

issues of these types - both financial and more broadly based - should appear on trustee risk 

registers.  

 

12. Overall, do consultees think that the legal obligations on trustees are conducive to 

investment strategies in the best interests of the ultimate beneficiaries? 

13. If not, what specifically needs to be changed? 
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Our response to questions 12 and 13 combined:  

 

We think the legal obligations on trustees are potentially conducive to investment strategies 

in the best interests of the ultimate beneficiaries. However, it is clear that currently they are 

not having the desired effect and investment generally remains too short-term. The current 

situation means that, for instance, factors such as climate change tend not to be explicitly 

considered by trustees, despite climate change not being new, not being the province of a 

“narrow interest group”, and having enormous implications.  

 

As our example case study under “may” versus “should” demonstrates, we feel the law does 

place the burden of considering factors such as climate change on trustees but in practice 

the law is not taking effect.  It is in this failing that the problem of fiduciary duty lies since it 

permits and encourages short-term investment which is probably not in the best interests of 

beneficiaries or, as Kay argues, the wider economy.  

 

Trustees must be encouraged to look further and more widely.  The methods of achieving 

this are considered in our response to Question 18. 

 

14. Do consultees agree that the duties on contract-based pension providers to act in the 

interests of scheme members should be clarified and strengthened? 

 

Yes. We would cite the rapid growth in assets in DC schemes, and the worrying lack of 

governance and protection for their savers, as evidence that the pension environment can 

and will change far faster than the legal and regulatory regimes.   In DB and DC what is 

needed is an intervention which highlights that what is appropriate under law has evolved in 

recent years and will need constant review by governance bodies.  

 

15. Should specific duties be placed on pension providers to review the suitability of investment 

strategies over time?  If so, how often should these reviews take place? 

 

Yes. Providers should review the suitability of investment strategies regularly, but that need 

not mean frequently. The focus should be twofold: on looking forward far enough to 

identify issues which will grow in importance, and in being radical enough in assessing their 

implications. History shows numerous examples of dramatic change driven by “ordinary” 

forces such as innovation and population growth.  How much greater will be the changes 

driven by extraordinary forces such as rapid climate change? 

 

Many of the UK financial services firms which adopt an ESG investment approach are well-

positioned to apply that thinking to product development and evolution in the defined 

contribution (DC) area.  

 

16. Should members of Independent Governance Committees be subject to explicit legal duties 

to act in the interests of scheme members? 

 

Yes. The need to protect DC assets is urgent. Assets need to be protected now for the 

benefit of the saver whilst the concept of saving itself needs protection.  
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It is not clear how pensions are to be funded for future generations; if the idea of auto-

enrolment were to be compromised by a scandal we suspect the consequences could be 

more material and of longer duration than those of the recent banking crisis.  There is a 

need for rapid action and since the law will have to play a part we feel there is an obligation 

on the Commission to highlight the requirement for speed in its report.  

 

17. Should pension providers be obliged to indemnify members of Independent Governance 

Committees for liabilities incurred in the course of their duties? 

 

We are unable to comment on this question.  

 

 

18. Do consultees agree that the general law of fiduciary duties should not be reformed by 

statute? 

 

No.  We believe the current position is unsatisfactory in that funds are not putting in place 

systems of thinking and investment which fully reflect known and quantifiable threats to 

beneficiary pensions.  We also believe that, were it to be considered objectively today in 

the light of known facts, past case law would tend to move funds to put those systems of 

thinking and investment in to place.  

 

What is needed is some way of causing funds to undertake the required review with a 

sufficiently open mind.  

 

We can see several ways this could be achieved. They are listed in order of decreasing 

effectiveness:  

 

 Statutory intervention  

 Greater detail in the investment regulations 

 A statement by the Law Commission, or the relevant regulators or government 

departments, as to what trustees should consider in terms of investment in the light of 

developments in scientific consensus and societal attitudes since the cases cited in the 

consultation paper  

 

19. Should rights to sue for breach of statutory duty under section 138D of the Financial Services 

and Markets Act 2000 be extended? 

 

We are unable to comment in detail on this issue.   

 

20. Is there a need to review the regulation of investment consultants? 

 

We believe that there is a lack of clarity in the legal and regulatory position of investment 

consultants and that it should be reviewed.  

 

21. Is there a need to review the law of intermediated shareholdings? 

 

We are unable to comment on this issue.  
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22. Should the FCA review the regulation of stock lending by custodians? 

 

Yes. We have had concerns over stock-lending for some time.   As we prepared our response 

to the Kay Review, we held a member seminar where: 

“…particular concern was expressed about the practice of stock lending as a potential 

contributor to short-termism and volatility. Stock lending may benefit the institutions 

borrowing and lending the stock while externalising associated costs on to the wider market. 

In addition, asset owners may be exposed to unrecognised or unquantified counterparty risk 

as a result of the practice. In the light of this, we believe that the Kay Review should consider 

this issue.” 

UKSIF’s 2011 Responsible Business: Sustainable Pension report also demonstrated that stock-

lending has long been recognised as a concern by leading pension funds.  We therefore 

believe that the Law Commission should consider issue. 

------------------- 

I trust that our comments above are self-explanatory.  If you would like any further 

information or have any queries, please do not hesitate to get in touch. 

Yours sincerely 

 
Simon Howard 

Chief Executive 

UK Sustainable Investment and Finance Association (UKSIF)  
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E.  Appendix 

 

ESG and ethical investment approaches 

 

The UK is a leader in sustainable and ethical investment and firms use a wide range of methods 

and approaches.  Given the growing number of asset classes where these approaches are 

applied and their continued evolution, precise definition is difficult.  The six styles listed below 

are adapted from a pan-European survey carried out by Eurosif with input from UKSIF.   They 

give an indication, but no more, of the variety of approaches available. 12   Most can be flexed to 

reflect an investor’s preferences or ethics.   

 

Sustainability-themed investment 

Definition:   Investment in themes or assets linked to the development and application of 

sustainability.  Thematic funds may focus on one or more sustainability issues 

related to environment, society or corporate governance. 

Comment:  This approach may minimise risks from ESG threats and allow exploitation of 

opportunities.  

 

Best-in-class investment selection 

Definition:  Investment in leading or best-performing companies or assets within a universe, 

category or class based on ESG criteria. 

Comment:  The hypothesis is that best in class companies will tend to be less exposed to risk and 

more alert to opportunities.  The Deutsche bank report noted in footnote 69 in 

Chapter 10 may support this analysis.  

 

Norms-based screening 

Definition:  Investment in companies or assets compliant with international standards and ESG 

norms. 

Comment:  Investments are screened based on international norms or combinations of norms 

covering ESG factors. International ESG norms are defined by bodies such as the 

United Nations. Again, the hypothesis is that companies which are compliant are less 

exposed to risk and more exposed to opportunity.  

 

Exclusion of holdings  

Definition:   A style that excludes holdings in companies, sectors or countries which breach 

criteria set by the asset owner of fund manager. Traditional exclusions have been 

linked to pornography, alcohol and gambling.  

 

Comment:  This style allows investors to reflect to a greater or lesser degree their views. In 

general the larger the sum to be invested the greater precision which the owner can 

ask of the fund manager. The style can be used for active or passive investment; 

index providers have constructed many suitable indices to support the latter 

approach. Exclusion using a passive investment vehicle is an ESG style within the 

reach of even small pension funds.  

                                                           
12

 http://www.eurosif.org/research/eurosif-sri-study/sri-study-2012 

http://www.eurosif.org/research/eurosif-sri-study/sri-study-2012
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Integration of ESG Factors in Financial Analysis 

Definition:  Investments are appraised using traditional financial analysis which explicitly 

includes consideration of ESG risks and opportunities. 

Comment:  The integration of ESG factors into mainstream investment analysis allows the 

potential impact of ESG issues on company finances (positive or negative) to better 

inform investment decisions. 

 

Engagement and Voting on Sustainability Matters  

Definition:  Voting on shares and engaging with companies on ESG matters. 

Comment:  Also known as active ownership or good stewardship this strategy includes, but is not 

limited to, issues of corporate governance.  Proponents can cite cases where 

corporate behaviour has changed to reflect investor concerns to the benefit of 

investor returns.  This area has seen rapid growth in most developed financial 

markets. 

 



 

 
BT Pension Scheme  
Management Limited 
Lloyds Chambers   
1 Portsoken Street   
London  E1 8HZ 
 

 

 

Registered office: Lloyds Chambers, 1 Portsoken St, London E1 8HZ.  Registered in England and Wales.  
Registration No. 5154287 

22 January 2014 
 

By e-mail, to: 
Fiduciary.duties@lawcommission.gsi.gov.uk 
 
 
Law Commission’s consultation on the fiduciary duties of investment intermediaries 
 
Dear Sir or Madam, 
 
We welcome the opportunity to respond to the Law Commission’s consultation. By way of 
background, the BT Pension Scheme (“BTPS” or the “Scheme”) is the UK’s largest corporate Defined 
Benefit (DB) pension scheme with assets of some £39 billion (as of 30 June 2013), paying over £2bn 
in pension payments per year.   
 
BTPS welcomes the Law Commission’s review which could help to debunk any myths or 
misinterpretations about the fiduciary duties of investment intermediaries. Rather than address 
specific questions raised in the Law Commission’s consultation, we have contributed detailed 
comments to, and largely support, the National Association of Pension Funds’ response which can be 
found at http://www.napf.co.uk/PolicyandResearch.aspx 
 
The BTPS Trustee (“the Trustee”) believes its fiduciary duty is clearly understood: acting in the best 
interests of Scheme members. Understanding the financial interests of Scheme members requires 
consideration of a wide-range of both short and long-term factors, including environmental, social and 
governance (ESG). The Trustee considers ESG factors in so far as they are relevant to the risk-
adjusted returns of an investment and does not invest solely on the basis of ESG factors.  
 
Since the early 1990s the Trustee has included a statement on sustainable investment in the 
Scheme’s Statement of Investment Principles. Where material to the investment strategy, the Trustee, 
supported by its executive team, has begun to include ESG factors in the process for picking new 
managers, for designing relevant investment mandates and for monitoring the investment 
performance of long-term strategies. 
 
The Trustee has long-recognised that stewardship is critical in protecting and enhancing the long term 
value of our investments. Strategic oversight of stewardship activities rests firmly with the Trustee who 
delegate responsibilities, and hold to account, its wholly-owned stewardship services provider, 
Hermes Equity Ownership Services (EOS). We recognise the cost of resourcing effective stewardship 
may be prohibitive particularly for smaller schemes and welcome efforts to form collaborations 
between pension fund peers to help reduce the cost of stewardship. 
 
Yours faithfully, 
 
 
Eileen Haughey 
CEO, BT Pension Scheme Management 
 
 
 

http://www.napf.co.uk/PolicyandResearch.aspx
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Completed Response 
 

Name:  BlackRock Investment Management (UK ) Limited 

Category:  Investment managers 

Email: 

Address:  12 Throgmorton Avenue London EC2N 2DL 

Telephone 

 

Confidential: 
Off 

 

 
 

Question 1)  
Do consultees agree that Chapter 10 of the Consultation Paper represents a correct 
statement of the current law? (14.6) 

Response:  Yes 
 
Comments:   
We agree with the analysis conducted by the Law Commission of the duties to be 
carried out by trustees, being cognisant of the terms of the trust and applicable law 
and regulation. 

Question 2)  
Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests? (14.11) 

Response:  Other 
 
Comments:   
No comment. 

Question 3) 
Do consultees think that the law is sufficiently certain? (14.15) 

Response:  Other 
 
Comments:   
No comment. 

Question 4) 
Should the Occupational Pension Scheme (Investment) Regulations 2005 be 
extended to all trust‐based pension schemes? (14.15) 

Response:  Other 
 
Comments:   
No comment. 



Question 5) 
Are there any specific areas where the law would benefit from statutory 
clarification? (14.15) 

Response:  Other 
 
Comments:   
No comment. 

Question 6) 
Do consultees agree that the law permits a sufficient diversity of strategies? (14.21) 

Response:  Other 
 
Comments:   
No comment. 

Question 7) 
Do consultees agree that the main pressures toward short‐termism are not caused 
by the duty to invest in beneficiaries’ best interests? (14.24) 

Response:  Other 
 
Comments:   
No comment. 

Question 8) 
Do consultees agree that the law is right to allow trustees to consider ethical issues 
only in limited circumstances? (14.28) 

Response:  Other 
 
Comments:   
No comment. 

Question 9) 
Does the law encourage excessive diversification? (14.32) 

Response:  Other 
 
Comments:   
No comment. 

Question 10) 
Does the law encourage trustees to achieve the right balance of risk and return? 
(14.32) 

Response:  Other 
 
Comments:   
No comment. 

Question 11) 
Are there any systemic areas of trustees’ investment strategies which pose undue 
risks? (14.32) 

Response:  Other 
 
Comments:   
No comment. 



Question 12) 
Overall, do consultees think that the legal obligations on trustees are conducive to 
investment strategies in the best interests of the ultimate beneficiaries? (14.33) 

Response:  Other 
 
Comments:   
No comment. 

Question 13) 
If not, what specifically needs to be changed? (14.33) 

Response:   
 
Comments:   
 

Question 14) 
Do consultees agree that the duties on contract‐based pension providers to act in 
the interests of scheme members should be clarified and strengthened? (14.42) 

Response:  Other 
 
Comments:   
No comment. 

Question 15) 
Should specific duties be placed on pension providers to review the suitability of 
investment strategies over time? If so, how often should these reviews take place? 
(14.42) 

Response:  Other 
 
Comments:   
No comment. 

Question 16) 
Should members of Independent Governance Committees be subject to explicit legal 
duties to act in the interests of scheme members? (14.42) 

Response:  Other 
 
Comments:   
No comment. 

Question 17) 
Should pension providers be obliged to indemnify members of Independent 
Governance Committees for liabilities incurred in the course of their duties? (14.42) 

Response:  Other 
 
Comments:   
No comment. 

Question 18) 
Do consultees agree that the general law of fiduciary duties should not be reformed 
by statute? (14.61) 

Response:  Yes 
 



Comments:   
We agree with the Law Commission's comment that fiduciary duties are difficult to 
define  and inherently flexible, forming the background to other more definite 
duties. Consequently we do not see the benefit of statutory reform of the general 
law. Rather as is currently the case we would recommend the legislator focus on 
specific duties for specific types of mandates as and when necessary. 

Question 19) 
Should rights to sue for breach of statutory duty under section 138D of the Financial 
Services and Markets Act 2000 be extended? (14.67) 

Response:  No 
 
Comments:   
On balance we do not believe that extending the right to sue for  breach of statutory 
duty would increase the quality of service provided by those acting in a fiduciary 
role. 

Question 20) 
Is there a need to review the regulation of investment consultants? (14.71) 

Response:  Yes 
 
Comments:   
Yes, there is a need to review the regulation of investment consultants. We 
recommend a requirement for advisors, e.g. investment consultants or investment 
managers acting in an advisory capacity, to represent themselves as either 
independent or non‐independent. An advisor may initially represent themselves as 
independent. However, if they wish to put themselves forward for non‐advisory 
services where they have a financial interest, they must disclose this and declare that 
they are no longer independent and can no longer be the client's independent 
advisor. 

Question 21) 
Is there a need to review the law of intermediated shareholdings? (14.74) 

Response:  Other 
 
Comments:   
We support the aim of providing greater clarity on the underlying law on 
intermediated securities at at international level.  However, we also strongly believe 
that action cannot be unilaterally  taken by the UK.  It is essential  that any such 
action is taken as part of a coordinated  approach at the very least at a pan ‐ 
European level  as part of the forthcoming Securities Law Legislation. 

Question 22) 
Should the FCA review the regulation of stock lending by custodians? (14.75) 

Response:  N/A 
 
Comments:   
Stock Lending or Securities Lending as it is more widely known is a well‐established 
and low risk activity that is comprehensively regulated at European level. Investment 
vehicles such as mutual funds, ETFs, pension funds and insurance companies make 
short‐term loans of their securities to banks and broker dealers, who, in return, 



provide collateral that is in excess of the value of the underlying loans. The funds 
receive a fee for lending their securities, which generates incremental returns for 
their portfolios contributing to the overall investment performance.    
 
In addition, Securities Lending has wider benefits for financial markets as it provides 
liquidity that helps to improve settlement efficiency and contributes to tighter 
trading spreads for investors. Securities Lending is considered to be a low risk 
activity.  The risk mitigation tools utilised include using high quality counterparties, 
over‐collateralisation, and in some cases contractual indemnifications against losses 
as a result of borrower default.  
 
We support efforts to increase transparency on Securities Lending activities for end 
investors to ensure they are fully informed of the nature of risks and returns 
involved in this activity as well as the fees to be charged to the client for 
participating in a securities lending programme.  We believe this is compatible with 
the exercise of a custodian's or lending agent's fiduciary duties to their client.   
 
Securities Lending is a resource‐intensive activity. A high proportion of Securities 
Lending trades are executed automatically, which requires significant investment in 
systems and technology. A smaller number of trades are negotiated manually, where 
pricing can be influenced by many variables, and the outcome for end investors can 
be significantly improved through the application of quantitative and fundamental 
research and analytics. In addition, investment in risk management capabilities is 
required to continuously review counterparties and collateral parameters. Significant 
resources are also required to monitor settlement, collateralisation and corporate 
actions activity. 

Question 23) 
Do you have any other comments about fiduciary duties in the investment chain, or 
how those duties are applied in practice? 

Response:   
 
Comments:   
No. 

 



 

 
 

Fiduciary duties of investment 
intermediaries: 

Completed Response 
 

Name:  Bank of New York Mellon 

Category:  Custodians 

Email:   

Address:  c/o John Siena, Legal Department 
One Canada Square E14 5AL UNITED KINGDOM 

Telephone 

 

Confidential: 
Off 

 

 
 

Question 1)  
Do consultees agree that Chapter 10 of the Consultation Paper represents a correct 
statement of the current law? (14.6) 

Response:  Other 
 
Comments:   
N/A 

Question 2)  
Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests? (14.11) 

Response:  Other 
 
Comments:   
N/A 

Question 3) 
Do consultees think that the law is sufficiently certain? (14.15) 

Response:  Other 
 
Comments:   
N/A 

Question 4) 
Should the Occupational Pension Scheme (Investment) Regulations 2005 be 
extended to all trust‐based pension schemes? (14.15) 

Response:  Other 
 
Comments:   
N/A 

Question 5) 
Are there any specific areas where the law would benefit from statutory 



clarification? (14.15) 

Response:  Other 
 
Comments:   
N/A 

Question 6) 
Do consultees agree that the law permits a sufficient diversity of strategies? (14.21) 

Response:  Other 
 
Comments:   
N/A 

Question 7) 
Do consultees agree that the main pressures toward short‐termism are not caused 
by the duty to invest in beneficiaries’ best interests? (14.24) 

Response:  Other 
 
Comments:   
N/A 

Question 8) 
Do consultees agree that the law is right to allow trustees to consider ethical issues 
only in limited circumstances? (14.28) 

Response:  Other 
 
Comments:   
N/A 

Question 9) 
Does the law encourage excessive diversification? (14.32) 

Response:  Other 
 
Comments:   
N/A 

Question 10) 
Does the law encourage trustees to achieve the right balance of risk and return? 
(14.32) 

Response:  Other 
 
Comments:   
N/A 

Question 11) 
Are there any systemic areas of trustees’ investment strategies which pose undue 
risks? (14.32) 

Response:  Other 
 
Comments:   
N/A 

Question 12) 
Overall, do consultees think that the legal obligations on trustees are conducive to 



investment strategies in the best interests of the ultimate beneficiaries? (14.33) 

Response:  Other 
 
Comments:   
N/A 

Question 13) 
If not, what specifically needs to be changed? (14.33) 

Response:   
 
Comments:   
 

Question 14) 
Do consultees agree that the duties on contract‐based pension providers to act in 
the interests of scheme members should be clarified and strengthened? (14.42) 

Response:  Other 
 
Comments:   
N/A 

Question 15) 
Should specific duties be placed on pension providers to review the suitability of 
investment strategies over time? If so, how often should these reviews take place? 
(14.42) 

Response:  Other 
 
Comments:   
N/A 

Question 16) 
Should members of Independent Governance Committees be subject to explicit legal 
duties to act in the interests of scheme members? (14.42) 

Response:  Other 
 
Comments:   
N/A 

Question 17) 
Should pension providers be obliged to indemnify members of Independent 
Governance Committees for liabilities incurred in the course of their duties? (14.42) 

Response:  Other 
 
Comments:   
N/A 

Question 18) 
Do consultees agree that the general law of fiduciary duties should not be reformed 
by statute? (14.61) 

Response:  Yes 
 
Comments:   
The law on fiduciary duties is stronger and more enduring in large part because it is 



flexible.  It has the virtue of evolving and adapting as facts and circumstances change 
based on a foundation of well‐established common law principles. A legislative 
regime can be effective if it provides further definition or establishes stricter 
boundaries for certain categories of fiduciary activities or service providers where 
this is recognised as appropriate.  However, an attempt to change fiduciary duties 
comprehensively through legislation is indeed likely to result in new uncertainties 
and unintended consequences whilst having the added disadvantage of preserving 
these results by abandoning the very flexibility and capacity for adaptation afforded 
under the current long‐standing approach. 

Question 19) 
Should rights to sue for breach of statutory duty under section 138D of the Financial 
Services and Markets Act 2000 be extended? (14.67) 

Response:  No 
 
Comments:   
The existing regulatory regime would be very difficult adapt for the purpose 
suggested. Whilst it is inevitable that a material rule breach may at the same time 
give rise to a parallel private cause of action, certain other rule breaches may not.  
Re‐fitting the rule‐book for the purpose suggested not only would seem a massive 
endeavour, it likely would create new causes of action not contemplated in existing 
law, which in turn might introduce significant uncertainty and costs without desired 
benefits to investors or to the market. 

Question 20) 
Is there a need to review the regulation of investment consultants? (14.71) 

Response:  Other 
 
Comments:   
N/A 

Question 21) 
Is there a need to review the law of intermediated shareholdings? (14.74) 

Response:  No 
 
Comments:   
BNY Mellon broadly agrees that when custodians hold assets for others they do so 
on trust, with the custodian holding the legal title for the client who retains a 
beneficial interest, however, we are most confident of this assertion under English 
law.  We caution against recommending a doctrinal approach in legislative reform 
because common law principles have successfully stood the test of time in 
protecting beneficial interests in shareholdings, with legislation or regulation 
intruding only where necessary under particular facts and circumstances.    
 
One of the strengths of the English legal system is that the rules of agency and equity 
have developed to protect the legitimate interests of beneficiaries when 
intermediaries with fiduciary responsibilities (whether agents or trustees) have been 
entrusted with the possession or control of property, which they are not entitled to 
treat as their own. An investor who holds securities with a custodian, under English 
law, is assured that they will be ring‐fenced from the estate of the custodian in 



insolvency proceedings in the UK, and that the custodian cannot make use of such 
securities for its own account, except in such circumstances as the investor might 
freely agree.  Under English law:  
 
∙ A custodian is under specific duties towards each of its clients, as an agent towards 
each principal, to take care of the property of its principals and to account for it. 
English law regards the custodian as a “bare trustee”, when considering the fiduciary 
element of its duties as agent towards each principal, which means that the English 
courts will act to enforce the claim of a principal in equity to overcome any legal 
estate which the custodian holds for the time being.  
 
∙ The account records of the custodian are therefore key evidence of the entitlement 
of each of its clients to securities in its possession or control. The custodian's client 
has the ability (through contract and rules of agency, trusteeship and equity, which 
will be enforced by the English courts) to direct the delivery of the securities to 
which it is entitled.   
 
BNY Mellon agrees with the findings of the Law Commission in its Project on 
Intermediated Investment Securities, “Issues affecting Account holders and 
Intermediaries” (dated 23 June 2006), as well as with the views of the Financial 
Markets Law Committee (FMLC), which included the following: 
 
"Customers (and persons claiming through them, including attachment creditors) 
can enforce their interests in securities only against the intermediary, and not 
against the issuer or any other intermediary. However, this is subject to any direct 
rights of action against the issuer or other intermediary provided under the terms of 
issue of the securities or of a deed poll or contract arising under general law against 
persons not acting in good faith." 
 
The FMLC confirmed the above “Principle” reflects the current position under English 
law.    
 
It cannot be said that any “weaknesses” in investor protection arise because of 
English law.  Complications that do exist arise due to overseas securities holdings 
that are subject to the laws of the place where the securities are located. In the 
event of the default of a custodian, insolvency proceedings in the UK should 
recognise the entitlements of the investor as the owner of the beneficial estate; 
however, there is a risk that the legal systems of third countries might not respect 
the distinction. To reduce this risk, global custodians undertake due diligence to 
determine the steps required in each relevant legal system to ensure that the 
securities of their clients can be returned to them, without undue delay, should the 
global custodian be unable to continue in business.   
 
Because of this over‐arching dynamic, particularly in respect of the complexities 
arising in the cross‐border context, as stated above, we caution against imposing a 
particular view of securities holdings under English law that would explicitly apply 
throughout the entire chain of custody where that chain extends beyond the borders 



of the United Kingdom.    
 
It has long been recognised that certain problems resulting from fragmented and 
inconsistent legal systems manifest themselves most seriously when transactions 
affecting the holding or disposition of securities (e.g., clearing, settlement and 
transactions deriving therefrom, such as corporate actions and the granting or 
exercise of security interests) cross national borders. The need for a harmonised 
pan‐EU framework in respect of clearing and settlement of securities remains: 
Europe's diverse and fragmented national systems of clearing and settlement have 
long been recognised as inefficient, prone to error and relatively costly.  (See 
Giovannini Group, Cross‐border Clearing and Settlement Arrangements in the 
European Union, Economic Paper No.163 (February 2002), (the `2001 Report').)  This 
has not changed.   The work of the Giovannini Group ‐ including its identification of 
`15 barriers' to effective cross‐border clearing and settlement ‐ remains no less 
relevant and valid today than it was prior the financial crisis. The main conclusion of 
the Group's “2001 Report”, that `the EU financial market cannot be considered to be 
an integrated entity, but remains a juxtaposition of domestic markets', is ‐ if 
anything, more relevant than ever.  In its Second Report (the `2003 Report'), the 
Group addressed the question of what actions should be undertaken to eliminate 
the problems identified in the 2001 Report. The main conclusion of this 2003 Report 
was that a concerted removal of the fifteen barriers identified in the first report was 
`the essential ingredient to the reform of post‐trading services in the EU'. There is no 
reason to abandon this conclusion.  
 
Of special relevance to the work of the Law Commission is the work of the Legal 
Certainty Group, which was established by the European Commission and 
commenced its work in 2005. Significant and detailed analysis was undertaken and 
reports were issued by the Legal Certainty Group, which all remain entirely valid.  
Most recently, in 2008, the Group detailed the scope of the challenge of creating a 
coherent, sensible legal framework in respect of securities holdings and dispositions, 
pointing out that the need for such a framework had become paramount due to the 
`sharp rise of the volumes of cross‐border transactions in financial instruments'. 
Referring to the previous Giovannini Reports, the Group explained in its Second 
Advice one of the key areas of its focus among the identified `legal barriers': 
 
`[Giovannini] Barrier 13 deals with the absence of an EU‐wide framework regarding 
the treatment of `book‐entry securities'. The issue had been identified by the 
Giovannini Reports as the single most important legal obstacle to a legally sound 
cross‐border framework for post‐trading arrangements. The present Advice 
addresses this issue in its Recommendations 1 ‐11, which take into account existing 
Community legislation, notably the Financial Collateral, the Settlement Finality and 
the Markets in Financial Instruments Directives.'  
 
The Group emphasised as a priority the need for a harmonised legal framework 
within the EU that would comprehensively address the legal effects of book entries 
made to securities accounts due to the fact that `modern structures for securities 
holding and settlement of securities operate on the basis of services provided by 



account providers' and that credits and debits to securities accounts maintained by 
these account providers `play a predominant role in practice throughout modern 
financial markets'. `Therefore,' wrote the Group, `it seems natural to take the 
securities account maintained by an account provider as a starting point for legal 
harmonization, prescribing that all acquisitions and dispositions effected through an 
account should have harmonized legal effects throughout the EU financial market.'   
 
Recommendations 1 ‐11 of the Second Advice proposed a set of rules covering all 
legal aspects that need the Group believed needed to be addressed: the methods for 
acquisition and disposition; the minimum content of the acquired position; 
effectiveness and reversal; the protection of the acquirer; priority issues; the 
integrity of the number of securities; instructions; and the possibility of attachments 
(i.e., taking security interests on the relevant book entry securities).  The Group 
emphasised that the Second Advice recognised `the diversity of legal concepts 
underlying securities holding and settlement throughout the Member States and 
that, `[c]onsequently, [the Second Advice] takes a functional approach of 
harmonisation, as opposed to one attempting to harmonise fundamental legal 
concepts.' Whilst achieving such a `functional' solution has proved elusive, there is 
no reason why certain key elements of the approach could not be used to 
harmonising effect without undertaking the daunting task of harmonising national 
law regimes.  If the EU is to achieve effective harmonisation in order to ensure 
investor protection on an equal, commonly understood basis without undue 
disruption and distraction, it will need to strike a pragmatic balance between 
achieving effective investor protection and interfering with varying legal concepts 
under respective national laws.  It is most important to focus on cross‐border 
holdings in this respect.  
 
In 2011 (well after the financial crisis began), Philipp Paech (Professor, Department 
of Law, The London School of Economics and Political Science, formerly in the 
Financial Markets Directorate of the European Commission.), advising the 
Commission's Directorate General for Internal Policies, Economic and Monetary 
Affairs, wrote about the challenge posed by cross‐border holdings, describing it as 
one of the most difficult obstacles in overcoming the Giovannini Barrier of legal 
uncertainty. Paech divided this challenge into three sub‐groups:   
 
§ “The legal landscape of securities holding and disposition as well as of assisting 
investors in the exercise of their rights attached to their securities is fragmented. 
 
§ “The international nature of securities transactions leads to situations where the 
law of more than one country can influence the legal situation of securities holding. 
This is a consequence of the fragmentation of the law and widely acknowledged 
conflict‐of‐laws principles. 
 
§ “The existence of the legal uncertainty in this area is uncontested. However, 
Member States [n.b., not to mention countries outside the EU] have an interest to 
defend their current domestic concept underlying securities holding and 
dispositions; therefore, the solutions envisaged deviate.”   



The debate among competing legal systems begins as soon as one tries to determine 
exactly what an intermediary purports to maintain as property on behalf of its 
customers. Paech found that the key inhibitors to achieving legal clarity  ‐ and 
clarifying legal obligations of intermediaries  ‐ associated with cross‐jurisdictional 
(cross‐border) holdings of securities are:  
 
§ The relevant conflict‐of‐laws rules lead to a situation where more than one 
country's law influence the legal status of the same underlying securities. 
 
§ There are five basic holding models for securities: the trust model, the entitlement 
model, the unshared property model, the pooled property model and the 
transparent model. 
 
§ The result is a sub‐optimal legal framework for providing collateral over securities. 
Collateral is one of three major risk‐mitigation tools (next to netting and segregation 
of client assets). It is used throughout the financial market, in particular also by 
Central Counterparties (CCPs).  An unavoidable consequence of holding securities on 
a cross‐border basis is that `no intermediary can provide its account holder with a 
legal position that is better than the one it holds itself.' And yet, as Paech pointed 
out:  
 
`each applicable law determines autonomously the legal position in respect of the 
relevant securities, without taking into account the parts of the holding chain which 
are outside its reach.'   
 
Only through a global (or at least an EU) implementation of the Geneva Securities 
Convention or similar convention will the necessary steps be taken to overcome the 
conflicts of laws challenges inherent in dealing with cross‐border chains of custody. 
Effective implementation of such reform measures at the EU/EEA level should be the 
first priority. 

Question 22) 
Should the FCA review the regulation of stock lending by custodians? (14.75) 

Response:  N/A 
 
Comments:   
It would not be appropriate to address agency stock lending as made available by 
custodians and other providers through revision of fiduciary law.  The law of 
fiduciary duties is not the forum for addressing perceived concerns about agency 
lending as this activity is not considered inherent in acting as a custodian.  It is an 
added service that custody clients ‐ mainly the institutional sector or its 
representatives (e.g., asset managers) ‐ elect to utilise under separate terms.  A 
lending agent performs a service for which it reasonably expects to be paid a fee.  If 
there is a concern about these fees, these concerns can and should be addressed 
directly through appropriate regulation.  In this connection, if there is a concern 
about conflicts of interest, we would note that the current regulatory regime already 
imposes obligations to mitigate conflicts of interest and, to the extent these arise, 
disclose them. 



Question 23) 
Do you have any other comments about fiduciary duties in the investment chain, or 
how those duties are applied in practice? 

Response:   
 
Comments:   
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F&C Investments’ Response to the Law Commission’s Consultation on Fiduciary 
Duties of Investment Intermediaries 

 
Introduction 
 
F&C welcomes the opportunity to respond to the Law Commission’s consultation on fiduciary 
duties of investment intermediaries. By way of background, and to put our comments in context: 
 
 F&C Investments is an independent asset manager with £90 billion in assets under 

management1. 
 
 For 30 years F&C has been a leader in sustainable investment. The UK’s first ethical investment 

fund was Stewardship Growth, launched in 1984 which remains the single largest ethically 
screened fund in the UK market (AUM £615m at 30/09/13). F&C is the largest ethical fund 
provider in the UK with £3.2bn total AUM across the suite of screened funds (30/09/13). These 
currently include: Stewardship Growth, Stewardship Income, Stewardship International, 
Ethical Bond fund, a Sharia compliant sustainable investment fund, and an ESG screened 
Global Emerging Markets fund. F&C’s ethical funds attract a broad range of clients, including 
retail, private wealth, Defined Benefit and Defined Contribution schemes run by insurers, local 
authorities, charities and other institutions. 

   
 For 13 years, F&C has been actively involved in stewardship activities through our Responsible 

Engagement Overlay service, reo®. These activities include voting at shareholder meetings and 
engaging with investee companies on a wide range of issues, including strategy, risk 
management, corporate governance, business ethics, human rights, environmental and labour 
standards. reo® service is applied to F&C’s equity and fixed-income funds, but is also extended 

                                                      
1 As at 30 September 2013, F&C Management directly managed £90.0 billion in assets. In addition, F&C has been mandated to vote 
and/or engage in dialogue on behalf of a further 23 investment institutions whose assets, including equities and corporate bonds, total 
£53.3 billion. 
 

F&C Management Limited is authorised and regulated by the Financial Services Authority (FSA) FRN:119230 

Limited by shares. Registered in England and Wales, No. 517895. Registered address and Head Office: Exchange House, Primrose Street, 

London EC2A 2NY. 

F&C Asset Management plc is a listed holding company of the F&C group. 

F&C Management Limited is a member of the F&C Group and a subsidiary of F&C Asset Management plc. 



 

to clients (pension funds, insurers and asset managers) who prefer to outsource their 
engagement and voting activities to a third-party provider. 

 
 F&C has long believed that environmental, social and governance (ESG) factors can influence 

company performance, and that consideration of ESG factors in the investment process can 
reduce investment risk and underpin long-term returns. This is not an ethical or exclusionary 
approach – it is about recognising the risks and opportunities that ESG issues present, 
identifying these, and making a judgment as to whether they are material to investment. At 
F&C, this process involves flagging high company-level ESG risks for further analysis by 
analysts and fund managers to assess implications for valuations and, ultimately, portfolio 
construction.  

 
Our response to the Law Commission’s consultation focuses on two areas where we felt we could 
add value as the largest ethical fund provider in the UK and a market leader in responsible 
investment. In addition to the views expressed in our response, we note and support other 
important considerations raised by other parties in their submissions. In particular, we would like 
to extend our support to the comments made by ShareAction and UKSIF in relation to ethical 
investing, and the analysis of the current market practices on ESG integration and stewardship 
activities provided in the responses by ShareAction, UKSIF and ABI. 
 
While we do not challenge the interpretation of the current law offered by the Commission, it 
appears to us that the position prescribed by the existing law is outdated and does not reflect 
current practices and trends, including a significant shift in public perception of ethics, attitude 
towards sustainable business practices, and responsibilities of investors, including pension fund 
trustees’ in the modern society. We, therefore, question whether the current law offers an 
appropriate framework for the definition of fiduciary duties in the modern world and, in 
particular, whether it serves the best interests of pension funds and their beneficiaries in the 
long-term. 
 
 
Ethical investing  
Q8: Do consultees agree that the law is right to allow trustees to consider ethical issues only in 
limited circumstances? 
 
1. F&C agrees that when the motivation for an investment decision is purely moral, trustees should 
act within a clear framework to ensure that ethical choices reflect the beneficiaries’ values as 
opposed to those of the trustees. We also agree that investing on the basis of ethical principles 
should not result in financial detriment to the fund.  
 
However, whilst we do not dispute the Commission’s interpretation of the law relating to funds 
with ethical exclusions, we believe that these funds may have a broader relevance than the 
Commission review suggests. We base this view on the following: 
 

F&C Management Limited is authorised and regulated by the Financial Services Authority (FSA) FRN:119230 

Limited by shares. Registered in England and Wales, No. 517895. Registered address and Head Office: Exchange House, Primrose Street, 
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 First, there is evidence that a significant proportion of the population would like to have ethical 
considerations taken into account in the way their pension funds are run2. Given this evidence, 
we believe that it is incumbent on trustees to make active efforts to understand the views of 
their beneficiaries in order to judge whether ethical approaches may, in principle, be in line 
with their interests. This approach should equally apply to Defined Contribution and Defined 
Benefit pension schemes. 
 

 Second, our experience of 30 years in running ethically screened funds is that there has not been 
a performance penalty associated with these funds. On the contrary, there is growing evidence 
that ethical funds are now matching mainstream funds in key investment criteria such as 
performance and tracking error. Therefore, should some beneficiaries be shown to support 
ethical standards, our belief is that funds can be found that can meet these whilst not imposing 
a financial penalty. 

 
We believe that the Commission’s endorsement of the views of the 1993 Pension Law Review 
Committee in relation to a tie-breaker situation3 (10.115) should be extended to apply more 
generally at both investment fund and pension scheme levels. 
 
2. F&C disagrees with the Commission’s depiction of ethical investing in the paper, which, in our 
view does not accurately reflect current practices. We offer real life examples from F&C’s 
experience of managing a range of ethical funds to help overturn the existing misconception that 
“an ethical pension … will or may produce a lower return” (10.113). We are also concerned that a 
very negative tone of the paper on ethical investing may lead some trustees to change their 
investment stance notwithstanding the fact that many investment products with an ethical 
underpin deliver returns comparable with traditional funds unconstrained by ethical 
considerations. 
 
Indeed, F&C would like to emphasise, based on experience, that despite the large proportion of 
the universe being excluded by the screening process this has demonstrably not resulted in a 
persistent performance penalty, over a long track record.  
 
To be sure, any type of investment may produce a lower than expected return. It is the 
responsibility of trustees to select the right product for their scheme. There is now sufficient 
competition in the ethical investing space, and our experience with ethical fund clients suggests 
that performance is one of the main drivers in fund manager selection.  

                                                      
2 For example, EIRIS’ IPSOS Mori poll, http://www.eiris.org/media/press-release/dc-pension-holders-seek-ethical-option-as-uk-ethical-investment-
grows-to-12-2-bn/ 
3 “This endorses the views of the 1993 Pension Law Review Committee, which said that pension trustees: Are perfectly entitled to have 
a policy on ethical investment and to pursue that policy, so long as they treat the interests of the beneficiaries as paramount and the 
investment policy is consistent with the standards of care and prudence required by law. This means that trustees are free to avoid 
certain kinds of prudent investment which they consider the scheme members would regard as objectionable, so long as they make 
equally advantageous investments elsewhere, and that they are entitled to put funds into investments which they believe the members 
would regard as desirable, so long as these are proper investments on other grounds. What trustees are not entitled to do is to 
subordinate the interests of the beneficiaries to ethical or social demands and thereby deprive the beneficiaries of investment income or 
opportunities they would otherwise have enjoyed.” 
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Examples from F&C’s experience: 
 
1. F&C’s ethical funds use a combination of negative screens against a set of ethical criteria, combined 

with other approaches, such as positive screens and thematic approaches aimed at capturing 
company practices that contribute to superior financial performance.  

 
2. These ethical screens do restrict the investment universe by excluding a large proportion of 

benchmark. For example, ethical screens for Stewardship Growth and Income funds exclude 46% of 
the FTSE 100 and 45% of the FTSE 250; for the Stewardship International Fund, which is benchmarked 
against the MSCI World Index, 34.9% of the benchmark is rated acceptable with 72.9% having been 
screened.  

 
3. Our experience in the management of ethical funds is that although there will be certain market 

conditions in which the screens influence performance more than at other times (such as when 
excluded sectors outperform for a period), these tend to balance out over time, and long term 
performance attribution is dominated by stockpicking. Fund managers also seek to offset risk 
using acceptable proxies for unacceptable sectors, where appropriate. For example, in the oil and 
gas sector, rather than owning an oil major fund managers may choose to invest in a company selling 
products or services to the oil sector that might help improve safety or environmental impact and 
whose sales would be positively correlated with the growth of the oil and gas sector.  

 
4. In addition, many companies are excluded on the basis of their conduct, including severe breaches of 

widely accepted standards in the area of environmental protection, health & safety, human rights, 
business ethics, etc. These, where significant, typically constitute material business risks for 
companies in question and, arguably, should be considered by prudent fund managers as factors that 
may undermine long-term performance. 

 
5. In terms of performance, both the Stewardship International Fund and the Stewardship Growth and 

Income Funds performance ranks 2nd quartile against the broad (unscreened) Lipper Global and UK 
Equity fund universes respectively across most time periods, which demonstrates there is no 
persistent performance penalty resulting from the screening process compared to unscreened funds in 
practice. These funds also have a low tracking error to the benchmark: Stewardship International 
2.68% realised at 30/09/13 of which two thirds is stock specific; and Stewardship Growth 3.08% 
realised at 30/09/13. The Sharia Sustainable Opportunities Fund, which has both ethical screens and 
additional Sharia criteria – and hence greater restrictions on the universe, with 40% of reviewed 
stocks being acceptable – is 2nd quartile on 1yr and 1st quartile since inception compared to the 
Lipper Global Equity peer group. Source: F&C Management Limited , Lipper As at 30.9.13 

 
6. While ethical investing does involve additional costs of ethical screening, ethical fund charges are 

often no higher than for unscreened active funds. We cannot speak for all providers of ethical funds, 
but, typically, additional costs of ethical screening are borne by the fund manager as a part and parcel 
of offering an ethical investment fund.  

 
3. F&C agrees with the Commission’s analysis that trustees should not “pursue their own 
particular moral, ethical or political purposes with their beneficiaries’ money. Nor should trustees 
be swayed by the many views urged on them by narrow interest groups” (10.109). We would 
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argue, however, that while “the law requires trustees to focus on providing pensions to their 
members, setting aside their own political, moral or religious views”(14.28), it does not require 
trustees to set aside the views of their beneficiaries. Moreover, we believe that trustees should pro-
actively seek to understand beneficiaries’ views, values and investment preferences to be able 
to exercise their investment powers in the best interests of scheme members.  
 
We note that a substantial growth in the UK market for ‘green & ethical’ retail funds suggests that 
an increasing number of people feel concerned about how their money is invested4. A recent 
EIRIS’ IPSOS Mori poll5 demonstrates that a significant proportion of the population wish to have 
their pensions and savings invested in a responsible and ethical way. We do not think that this 
trend can or should be ignored.  
 
A recent EIRIS’ IPSOS Mori poll* explored attitudes to ethical or green pension options in Great Britain and 
surveyed 2,015 adults. The poll found that in addition to a strong desire to be informed about the extent of 
their pension fund’s compliance with global conventions and principles, a significant number of adults 
would be motivated by green or ethical concerns to switch pension funds: 
 
 Nearly a fifth (18%) of adults would like to see 100% of their pension scheme invested in a fund that 

avoids anything where there may be a negative environmental, social or governance (ESG) impact. 15% 
of people would like to see up to a quarter of their pension scheme invested in a fund that avoids 
anything where there may be such an impact. 

 
 Close to one in five (19%) of respondents would either be very or fairly interested in switching the 

standard default pension offered by their employer to a green and ethical product even if its financial 
performance rates and benefits were slightly less than other similar pension funds without an ethical or 
green focus. 45% would be either very or fairly interested in switching if the financial performance rates 
and benefits of the ethical or green fund were as good as other pension funds without such a focus. 

 
*For more details please see http://www.eiris.org/media/press-release/dc-pension-holders-seek-ethical-option-as-uk-
ethical-investment-grows-to-12-2-bn/ 

 
This evidence suggests there is a compelling case for all pension fund trustees to seek to better 
understand the views and values of their beneficiaries and reflect them, to the extent consistent 
with the purpose of their investment powers, in their investment strategy. We agree with 
ShareAction that “both legal theory and practical experience suggests that it is eminently possible 
for trustees to identify widely held ethical concerns amongst their beneficiaries, and to translate 
these into prudent ethical investment policies which do not compromise financial returns.”6 

                                                      
4 EIRIS estimates the total UK market for ‘green & ethical’ retail funds at £12.2bn (October 2013), which has increased 
from £4bn in 2001. Of the 80 funds that featured in the EIRIS survey in both 2012 and 2013, 10 grew by over 50% between 
the two surveys, 23 grew by 20-50% and 18 grew between 10-20%. More information is available at 
http://www.eiris.org/media/press-release/dc-pension-holders-seek-ethical-option-as-uk-ethical-investment-grows-to-
12-2-bn/ 
5 http://www.eiris.org/media/press-release/dc-pension-holders-seek-ethical-option-as-uk-ethical-investment-grows-
to-12-2-bn/ 
6 Response from ShareAction, Law Commission Consultation on Fiduciary Duties of Investment Intermediaries, 
http://www.shareaction.org/sites/default/files/uploaded_files/investorresources/ShareAction_Response_to_Law_Commission_Con
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Indeed, ShareAction points out in its submission that “UK funds which have surveyed their 
members’ ethical views, such as The Pensions Trust and NEST (which surveyed its target 
demographic as a proxy for the views of future members) have tended to find a remarkable degree 
of consistency in the issues prioritised.”7 
 
Naturally, there will always be difference in views among scheme members, but as long as there is 
a broad enough acceptance of certain ethical issues and no financial detriment to other 
beneficiaries, we do not see why pension funds cannot take these views on board. We, therefore, 
ask the Commission to clarify how trustees should act in situations where the trust’s policy on 
ethical investment would confer a ‘moral benefit’ on some, but not necessarily all, beneficiaries 
without a financial disadvantage on others.8 This will undoubtedly be a practical issue facing 
trustees who have sought to understand the views and values of beneficiaries and have good 
reason to think that a large proportion, but not necessarily all, of scheme members would share a 
particular moral viewpoint. We also ask the Commission to explicitly confirm that this position 
applies to both Defined Benefit and Defined Contribution schemes. 
 
We also support the view expressed in ShareAction’s and UKSIF’s (UK Sustainable Investment 
and Finance Association) submissions that where Defined Benefit scheme members are required to 
make contributions towards the scheme’s pool of assets, as is increasingly the case, the trustees 
should strive to reflect beneficiaries’ views and values in the scheme’s investment approaches to a 
degree consistent with the purpose of their investment powers.  
 
F&C urges the Commission to take appropriate steps, including changes to the current law if 
necessary, to: 
 
 Enable pension fund trustees to take beneficiaries’ views into account when formulating 

investment strategy. This should equally apply to Defined Benefit and Defined Contribution 
schemes. 

 
 Recommend that trustees pro-actively seek to understand beneficiaries’ views and 

investment preferences, to an extent that is practical and appropriate for the scheme’s size and 
resources. 

 

                                                                                                                                                                                
sultation.pdf 
7 Response from ShareAction, Law Commission Consultation on Fiduciary Duties of Investment Intermediaries, 
http://www.shareaction.org/sites/default/files/uploaded_files/investorresources/ShareAction_Response_to_Law_Commission_Con
sultation.pdf 
8 We would like to point to the view expressed in ShareAction’s submission that “‘moral benefit’ is an aspect of the beneficiaries’ ‘best 
interests’ or ‘benefit’ in the same way as (for example) quality of life, and that the fiduciary duty of loyalty applies to this class of benefit 
just as it does to any other”.   
Response from ShareAction, Law Commission Consultation on Fiduciary Duties of Investment Intermediaries, 
http://www.shareaction.org/sites/default/files/uploaded_files/investorresources/ShareAction_Response_to_Law_Commission_Con
sultation.pdf 
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 Clarify how trustees should act in situations where the trust’s policy on ethical investment 
would confer a ‘moral benefit’ on some, but not necessarily all, beneficiaries without a 
financial disadvantage on others. 

 
 Enable Defined Benefit pension schemes other than those representing religious, political or 

charitable organisations to undertake ethical investing in a manner consistent with the legal 
requirements and the purpose of trustees’ investment power. 

 
 Recommend that Defined Contribution schemes offer members a choice of ethical investing 

in a manner consistent with the legal requirements in this area.  
 
 
Wider factors relevant to long-term investment performance 
Q1: Do consultees agree that Chapter 10 is a correct statement of the current law? 
 
F&C welcomes the Commission’s clarification that wider factors relevant to long-term investment 
performance (including ESG factors relevant to financial returns) may be taken into account where 
they would further the purpose of the power of investment. We also welcome the Committee’s 
conclusion that, under a duty of care, trustees should consider whether their policy will be to take 
account of ESG factors in decision-making.  
 
Given increasing research evidence that active stewardship and integration of ESG factors within 
investment decisions can lead to improved risk-adjusted performance, as well as the fact that ESG 
considerations can be integrated into investment processes across a wide range of asset classes and 
investment styles, we would recommend that the trustees responsibilities under a duty of care, 
as described above, are given more emphasis in the final paper.  
 
Arguably, consideration of material ESG factors would further the purpose of the power of 
investment insofar as it should be exercised in a manner “calculated to ensure the security, quality, 
liquidity and profitability of the portfolio as a whole” (7.41). In our view, consideration of material 
ESG factors directly contributes to increased security and quality of investment portfolios due to 
the lower risk and share price volatility generally associated with good ESG performance against 
the backdrop of its positive or neutral impact on returns. Furthermore, given that material ESG 
risks can jeopardize the business model, profitability and sometimes viability of certain portfolio 
investments, the failure to take them into account can lead to inaccurate risk/return balance of the 
portfolio.  
 
F&C supports the analysis of the current market practices on ESG integration and stewardship 
activities provided in the responses to the Committee’s consultation by ShareAction, UKSIF and 
ABI (Association of British Insurers).  
 
While ESG can be a ‘style’ of investing, more frequently ESG issues are factored by fund managers 
into traditional investment analysis (ESG integration) or raised with boards and management of 
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investee companies with a view of promoting sustainable business practices (ESG engagement). 
ESG integration and engagement do not involve positive or negative screening, or selection of ‘best 
in class’ investments, and are applied to a wide variety of funds. Neither do they necessarily come 
at additional cost to pension fund clients, particularly if included in IMAs from the start. 
 
Similarly, with regard to stewardship, the Commission’s conclusion that stewardship activities are 
not suitable for all but the largest pension appears to stem from a misconception that stewardship 
entails direct monitoring and engagement with companies by the pension fund and, therefore, 
associated cost. In practice, as ABI points out in its response: “The FRC’s Stewardship Code 
definition is much broader and, importantly, an asset owner’s commitment to the code can be 
satisfied through their mandated asset managers. This can be by means of, for example, the terms 
of the Investment Management Agreements they set and give to their asset managers, the 
stewardship policies they communicate to such managers and by holding their managers to 
account for their stewardship activities.”9 
 
It is also worth noting that small funds can pool their stewardship activities with other pension 
funds either through collective engagement groups (e.g. the Local Authority Pension Fund Forum) 
or through outsourcing stewardship activities to engagement and/or voting overlay service 
providers. Such third-party solutions allow pension funds to benefit from dedicated experienced 
resource and economies of scale enjoyed by the providers and their clients, while keeping costs 
reasonably low.  
 
To this end, we support ShareAction’s position that “the choice for most pension funds will not be 
simply to ‘consider ESG factors’ or ‘not consider ESG factors’ and then seek out products 
accordingly. Rather, ESG capability should be one of the range of criteria on which potential fund 
managers are judged during manager selection, alongside other criteria such as cost. Even small 
funds which do not feel able to ‘pay’ for ESG integration may find that one manager offers more 
robust ESG integration than another for the same cost, and may make this a deciding factor 
between the two. Larger funds or those with strong investment beliefs regarding ESG may decide 
that this is something they are willing to pay for, and will weight these criteria accordingly during 
manager selection processes.”10 At F&C, we see a growing trend for asset owners to review 
investment managers’ ESG integration and stewardship capabilities as a part of their manager 
assessment frameworks, which we welcome. 
 
We also welcome the Commission’s clarification that fiduciary investors can consider wider 
systemic factors; and indeed that trustees should consider whether to take account of such factors. 
We believe that wider systemic factors can be taken into account through:  
1. Integration of environmental, social and governance considerations, which, when properly 

applied, should cover most wider systemic factors;  

                                                      
9 Association of British Insurers’ response to the Law Commission’s Consultation Paper: Fiduciary Duties of Investment Intermediaries 
10 Response from ShareAction, Law Commission Consultation on Fiduciary Duties of Investment Intermediaries, 
http://www.shareaction.org/sites/default/files/uploaded_files/investorresources/ShareAction_Response_to_Law_Commission_Con
sultation.pdf 
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2. Stewardship activities aimed at identification of existing and future systemic risks and their 
mitigation through engagement with companies, regulators and other relevant parties;  

3. Thematic investing. 
 

The thematic investing trend is based on the growing belief that the long term structural challenges the 
world is facing relating to demographic shifts, resource consumption, globalisation, climate change etc. 
require a different approach to investment than we have generally taken in the past. The perception is that 
longer term risks and opportunities are not being correctly priced by the market, and that portfolios 
aligned with market cap weighted benchmarks implicitly and naively assume the winners of the past will 
be the winners of the future. A thematic approach to portfolio construction is intended to capitalise on the 
transformational change the world is going through by identifying and overweighting structural winners 
and avoiding structural losers.  

 
We note, however, that excessive emphasis on short-term returns prevailing in the investment 
industry today is likely to reduce the effectiveness of ESG integration and stewardship activities in 
addressing wider systemic issues. While thematic investing is not given much attention in the 
consultation paper, it may offer pension funds an appropriate solution for taking into account 
long-term wider systemic issues and trends within an investment portfolio.  
 
Based on the above, we urge the Commission to: 
 
 Ensure that the Commission’s final report is as clear as possible about what ESG integration 

and stewardship activities mean for pension schemes in practice, and when consideration of 
ESG factors may be necessary or appropriate. 

 
 Recommend that trustees consider and state within their SIP whether/how ESG factors and 

stewardship approaches are relevant to their investment strategy and how such factors and 
approaches would be considered and undertaken by their portfolio managers. 

 
 Recommend that trustees consider macroeconomic and systemic issues, which may affect the 

performance of their portfolio as a whole, as part of their duty to protect beneficiaries’ financial 
interests. 

 

 
 
For any questions, please contact: 
 
Eugenia Unanyants-Jackson 
Director, Governance and Sustainable Investment 
Telephone: +44 (0) 207 011 4284 
Email: eugenia.jackson@fandc.com 
 
 

 

https://webmail1.fcam.com/owa/redir.aspx?C=XCMt1CUt-0WKrjnTsJCiZzTMYDCs59AI12zyUUnD1tXHPxw6wglaIpsqi99dIHGA68PWfqIVebU.&URL=mailto%3aeugenia.jackson%40fandc.com
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Executive Summary 
 
Background 
 
The fundamental problem identified by the Kay Review is a disconnection between the 
financial economy and the real economy, leading to insufficiently long‐term decision making 
by the senior management of UK listed companies. 
 
In particular, the primary focus of the financial economy has become one of harvesting 
short‐term returns from the markets rather than the creation of long‐term, sustainable 
value within the real economy.  This is not in the best financial interests of long‐term savers, 
including pension fund beneficiaries, nor of the UK economy. 
 
The message transmitted by the markets to the senior management of UK listed companies 
is short‐termist for a number of reasons.  These include the immediate pressure of today’s 
share price, driven by significant volumes of short‐term trading, short‐term executive pay 
structures, and the desire of senior management to enhance their reputations during their 
brief tenures.  These pressures are increasingly overwhelming the best financial interests of 
long‐term savers. 
 
Large listed UK companies are, in the current era, mostly self‐financing.  Capital allocated to 
UK equities is therefore mostly spent on secondary trading.  As a result, the principal 
remaining method through which long‐term investors can express their views is through 
engagement.  Whilst some long‐term investors do engage, more do not. 
 
The points made in the previous two paragraphs have become increasingly relevant in 
recent years.  The courts have not directly considered how pension fund trustees should 
respond to them.  Case law therefore lags behind the best interests of pension fund 
beneficiaries. 
 
A key to progress, both for long‐term savers and the UK economy, is reconnecting the 
decision making of the senior management of UK listed companies with the interests of 
long‐term savers.   
 
The issue is particularly pressing if the corporate sector is to respond adequately to climate 
change, where significant investment is needed in the short‐term to medium‐term if 
sustainable value is to be provided in the long‐term. 
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The fiduciary duties of pension fund trustees 
 
The law regarding the fiduciary duties of pension fund trustees, as currently understood and 
applied, is not the only cause of the problem.  It is, however, a contributing factor. 
 
In particular, pension fund trustees, and their advisers, are too frequently giving insufficient 
attention to: 
 

 the best financial interests of their long‐term beneficiaries (long‐term meaning here 
10 to 30 years and beyond, not 3 to 7 years as often understood in the markets), 
 

 the need to enhance or create long‐term, sustainable value in the real economy for 
their benefit, and 

 

 the need to engage as the principal method through which they can do so.    
 
Engagement may take various forms, including: 
 

 dialogue with senior management,  
 

 collaboration with other investors, and  
 

 engagement in public policy and regulatory developments. 
 
As a consequence, these issues are not featuring highly enough in the process of 
recruitment, monitoring and remuneration of asset managers appointed by pension fund 
trustees. 
 
It is not correct to conclude that engagement is not appropriate for small and medium sized 
pension funds, nor that passive investment precludes engagement.  Economies of scale can 
be achieved through the asset managers appointed by these funds, if they are so instructed. 
 
The law on fiduciary duties allows pension fund trustees to address these issues.  However, 
many of them are not doing so in practice. 
 
This is caused in part by a series of cases that: 
 

 have concentrated on what trustees should not do, including defining the 
narrowness of permitted deviations from traditional interpretations of the law as 
applied to more general trusts, 
 

 have not concentrated on what trustees of pension funds should do to enhance or 
create long‐term, sustainable value in the real economy for the benefit of long‐term 
beneficiaries,  

 

 are interpreted as having supported ‘one‐off’ decision making processes rather than 
the ‘systems‐based’ decision making processes that are more appropriate and 
beneficial for pension fund beneficiaries. 
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As a consequence, whatever the law may be in theory, the law is not in practice encouraging 
pension fund trustees to address these issues, which is one of the key questions posed by 
the Terms of Reference for this consultation. 
 
The so‐called ‘duty to act dishonourably’ is a further example of historic case law being 
inappropriately applied to the duties of modern pension fund trustees. 
 
Investment consultants have a significant influence on decision making by pension fund 
trustees. For a variety of reasons, it has not been a material part of their practice to 
encourage pension fund trustees to focus on the need to, nor the methods by which, long‐
term sustainable value might be created in the real economy. 
 
I make three suggestions for addressing these issues. 
 
Legal ‘restatement’ 
 
First, a ‘restatement’ of the law regarding the fiduciary duties of pension fund trustees by 
the Law Commission. 
 
The restatement would be based on first principles, and against the need to respond to the 
relatively new and pressing circumstances summarised under ‘Background’ above not 
previously considered by the courts.   
 
By concentrating on the law as applicable to pension fund trustees, a distinction could be 
made from the law as applicable to the trustees of more general trusts, and not all areas 
need be covered.  The restatement need only concentrate on the duties and powers of 
pension fund trustees in relation to investment, include reference to the need to create 
long‐term, sustainable value for the benefit of long‐term beneficiaries, and comment on the 
need to engage as a principal method by which they might do so.  
 
The restatement would put ESG, macroeconomic and other similar issues in context, namely 
as a means by which to support the broader goal of creating long‐term, sustainable value. 
 
The restatement would cast previous comments by the courts regarding cost/benefit and 
other seemingly ‘one‐off’ decision making processes within the context of the need to make 
decisions on a ‘systems‐basis’. 
 
The restatement would be permissive.  It would remain open to trustees to take a different 
approach, if they could justify their reasons for doing so. 
 
Care should be taken in the restatement to avoid giving the impression, through the use of 
the word ‘ethics’, that standards of conduct in business and investment do not matter.  
Goodwill (the excess of market capitalisation over net asset value) constitutes over 70 per 
cent of the value of the FTSE 100.  Goodwill is a measure of the value of a company’s 
relationships with its stakeholders.  Ethics are the foundation of relationships, and hence of 
goodwill. 
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Amendment to the Investment Regulations 
 
Second, an amendment to the Investment Regulations that would apply to pension fund 
trustees some of the ‘comply or explain’ methodology that has been adopted in other areas 
of financial regulation. 
 
The amendment would, amongst other things, require pension fund trustees to disclose 
their policies in relation to the best interests of long‐term beneficiaries, the creation of long‐
term and sustainable value for the benefit of those beneficiaries, their rationale for those 
policies, and the methods by which they were seeking to implement them. 
 
Statement of support for good practice 
 
Third, a statement of support from the Law commission for the creation of industry 
standards to provide benchmarks, depending on the nature of the pension fund, for the 
issues referred to in the amendment mentioned above.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
James Featherby has worked in the City of London for over 30 years.  He is currently chair of 
the Church of England Ethical Investment Advisory Group, having formerly been a corporate 
finance partner of Slaughter and May for over 20 years.  He has written two books in 
response to the financial crisis, one of which was co‐published by Tomorrow’s Company, the 
Institute of Chartered Accountants in England and Wales and the London Institute for 
Contemporary Christianity.  James makes this submission in his personal capacity. 
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PENSION TRUSTEES’ DUTIES TO ACT IN THE BEST INTERESTS OF BENEFICIARIES 

Question 1 Do consultees agree that Chapter 10 of the Consultation Paper represents a 
correct statement of the current law? (14.6)  

Creation of long‐term, sustainable value 

For the reasons given in the Executive Summary, I do not believe that Chapter 10 describes 
fully enough the fiduciary duties of pension fund trustees in relation to the creation of long‐
term, sustainable value, nor the means by which that value might be created. 

‘Duty to act dishonourably’ 

Buttle v Saunders may have been correct on its facts but, in my view, it has little relevance to 
many modern pension funds.  There is no indication in the published report of the case that 
the trust in question was anything other than a modest private trust with little, if any, need 
to engage in regular commercial dealings, whether in the public investment markets or 
otherwise. 

This is materially different to the position in which many modern pension funds find 
themselves.  The best financial interests of many pension funds would be damaged if the 
trustees of those funds, or the funds themselves, were to gain a reputation for acting legally 
but dishonourably.  This would hamper the appointment of good staff, endanger positive 
relationships with professional and other suppliers, materially increase the cost of doing 
business with counterparties, make impossible the task of requesting that investee 
companies follow good standards of corporate governance and embrace positive cultures 
and standards of behaviour, be inconsistent with the standards expected of those operating 
in the public capital markets, and cause considerable disquiet amongst scheme members 
and employers looking for reassurance as to their long‐term financial futures.  

I note the comments in Harries to the effect that, although their consciences must not be 
too tender, “the law does not require trustees to behave in a fashion which would bring 
them or their charity into disrepute”.  

Definition of macroeconomic factors  

The Consultation Paper uses the term ‘macroeconomic’ to refer both to the real economy 
upon which long‐term investment returns depend and the trade‐offs that exist, on a 
portfolio basis, between different investments where, for example, the externalities of one 
investment are the costs of another.   

A third limb might also be added; namely the integrity and stability of the financial and 
investment markets. 

Systems‐based decision making 

Decisions designed to benefit systems, and particularly systems in the long‐term, need to be 
considered differently to those designed to solve one‐off situations.  This is just as true in 
ethics, business and finance as in the natural world.   
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It may, for example, be ethically acceptable for one person to pick one rare wild flower.  It is 
not ethically acceptable if everyone does so.  

It may, on a cost/benefit analysis, be sensible for a business to cheat one customer once.  
The goodwill of that business, and therefore its value, will however be diminished if that 
becomes a pattern of behaviour.   

It may, in relation to a particular investment decision, be financially sensible for a pension 
fund to invest some of its resources in a particular asset class.  It would not be financially 
sensible for a pension fund to invest all of its resources in that asset class; hence, modern 
portfolio management. 

In each of these three examples the system as a whole must be considered if the best 
answer is to be obtained. 

Furthermore, within a closed and relatively simple system, it may possible to predict the 
outcome of an event.  But within an open and complex system the process becomes more 
complex. Whilst one cannot predict how individual parts of the system will respond to a 
particular stimulus, one may be able to predict how a given percentage will respond to that 
stimulus.   

It is also the case that within open and complex systems qualitative characteristics take on 
greater importance: an ethicist might say good principles; a biologist might say adaptability, 
diversity and co‐operation; a business person might say good leadership.   

Managing for good outcomes in open and complex systems therefore becomes less about 
Newtonian laws of cause and effect, and more about positive values and good business 
principles which by and large are likely to lead to success, but where the outcome of one 
individual action cannot be predicted.   

These are important principles when it comes to engagement.  The long‐term best interests 
of pension fund beneficiaries are best served if trustees, first, have regard to the whole of 
their portfolios and the whole of the investment markets, secondly, engage with companies 
on the basis that whilst individual engagements may not bear fruit multiple engagements 
with multiple companies may well do so and, thirdly, co‐operate with other similarly minded 
investors so that the number of engagements is increased. 

There are a number of references in the cases, and in the Consultation Paper, to decision 
making based on tests such as ‘anticipated benefits outweighing likely costs’, ‘benefits not 
being too remote or insubstantial’, or other similar tests.  In my view, these need statements 
need to be interpreted and applied in the light of systems‐based decision making processes.   

Ethical investment  

Paragraph 4 of the ‘Legal Underpinning’ statement accompanying CC14 published by the 
Charity Commission provides a summary of the freedom that the law allows for affinity 
groups to exclude investments for ‘purely ethical’ reasons. In my view this is a more 
accurate summary than that contained in paragraphs 10.111 and 10.112 of the Consultation 
Paper. 
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Paragraphs 4.8 to 4.10 of the ‘Legal Underpinning’ statement refer to the three permitted 
grounds. 

Paragraph 10.112 of the Consultation Paper incorrectly implies that all beneficiaries must 
eschew a particular investment before it can be excluded ‐ possibly under the ground 
mentioned in paragraphs 4.8 of the ‘Legal Underpinning’ statement and certainly under the 
ground mentioned in paragraphs 4.9 of the ‘Legal Underpinning’ statement.  

Furthermore, paragraph 10.112 of the Consultation Paper does not refer to the ground 
mentioned in paragraph 4.10 of the ‘Legal Underpinning’ statement, which in practice is the 
ground frequently relied upon by affinity groups. 

Tie‐breakers 

The Consultation Paper recognises that wider quality of life factors can be used as tie‐
breakers between investments.  In practice, investment decisions are rarely made on the 
basis of simple ‘one investment v another’ choices.  They are instead generally made on the 
basis of asset classes and the risk and return characteristics of the portfolio as a whole. 

Engagement over the creation of long‐term, sustainable value, and integration of ESG and 
macroeconomic factors 

I do not agree that it is difficult for small and medium sized pension funds to engage with 
companies in relation to the creation of long‐term, sustainable value, or to integrate ESG or 
macroeconomic factors into their decision making, on the grounds of cost.   

In practice, asset managers, to whom investment decisions within certain sectors have been 
delegated, take most individual investment decisions and have most contact with 
companies.  It is entirely possible, at reasonable cost, to appoint asset managers who have a 
proactive approach both (a) to engaging with companies in relation to the creation of long‐
term, sustainable value, including through voting at general meetings, and (b) to co‐
operating with others who wish to do likewise.   

Similarly, it is entirely possible, at reasonable cost, to appoint asset managers who have a 
proactive approach to the integration of ESG and macroeconomic factors into their 
investment decision making processes.    

The economies of scale are then obtained within the asset managers, rather than at pension 
fund level.  It is also entirely possible, at reasonable cost, to monitor and remunerate asset 
managers on this basis. 

Investment consultants advise virtually all pension funds.  In my view, all such advice should 
include advice in relation to (a) the creation of long‐term, sustainable value, including 
through the integration of ESG and macroeconomic factors into investment making decision 
processes, dialogue with companies, engagement in public policy discussions, and co‐
operation with other long‐term investors, and (b) how to incorporate these issues into the 
selection, management and remuneration of asset managers, unless they can justify a 
different strategy for serving the best interests of beneficiaries.  
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Again, economies of scale are achievable at the investment consultancy level, although it 
may require a different configuration of skills within many parts of the investment 
consultancy industry.  

It would also be incorrect to assume that small and medium sized pension funds cannot 
engage with companies in relation to the creation of long‐term, sustainable value at 
reasonable cost where they have invested through passive funds.   

Passive investing is no bar to engagement, and one could argue that the duty is greater on 
pension fund trustees to consider engaging with companies where there has been a passive 
investment because the investment has not been selected on the basis of any assessment as 
to its ability to create long‐term, sustainable value. 

I note the comments in Harries to the effect that the law does not prevent trustees from 
being responsible landlords or responsible shareholders.  

Liability for systemic problems 

The comments in paragraph 10.77 of the Consultation Paper to the effect that no court 
would find pension fund trustees liable for having failed to prevent the banking crisis may or 
may not be correct, but one wonders whether those asset managers who voted in favour of 
RBS’ acquisition of ABN Amro might be liable in negligence were it not for the terms of their 
appointments.  

But questions of legal liability are, in my view, rather beside the point, governed as they are 
by rules of causation and foreseeability and the terms of asset management appointments.  

More importantly, it is not in my view right to conclude that, from a business perspective, 
pension fund trustees, and through them asset managers, have no responsibility for major 
events such as the banking crisis, nor for problems that are less systemic but just as material 
for individual companies.  Indeed, one might say that this is precisely the problem that the 
Law Commission has been asked to address. 

I would also not be confident, as suggested in paragraph 10.77 of the Consultation Paper, 
that, given the information now available, pension fund trustees with long‐term 
commitments who failed to engage with companies in which they were invested in relation 
to climate change will escape legal liability should the consequences be as material as many 
are suggesting. But to repeat the point, it is in my view a mistake to view the issue through 
the lens of legal liability.  It is a question of encouraging responsible business decision 
making, the health of the UK economy, and the best long‐term financial interests of pension 
fund beneficiaries. 

Question 2 Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests? (14.11)  

If I have, in my Executive Summary and comments in response to Question 1, misunderstood 
the law that would increase the arguments in favour of codification of, and amendments to, 
the law. Certainly my understanding of the law as expressed above does differ from that 
expressed in the Consultation Paper. 
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Nevertheless, I believe that, in addition to a revised summary of the law by the Law 
Commission as described above, a limited regulatory change is necessary to ‘nudge’ 
behaviour in a more positive direction. 

I suggest that an amendment is made to the Investment Regulations to encourage greater 
transparency regarding: 

1. the policies of pension funds in relation to: 
a. their assessment of the best interests of each class of their beneficiaries 

(e.g. employer, those drawing benefits, and those not yet drawing benefits) 
and how they exercise their duty of impartiality between these different 
classes, 

b. the creation of long‐term, sustainable value; 
c. the integration of ESG and macroeconomic factors into their investment 

decision making, 
d. engagement with companies, including through voting, in relation to the 

creation of long‐term, sustainable value and in relation to ESG and 
macroeconomic matters, 

e. collaborative efforts with others in relation to these issues,  
f. engagement with public policy and regulatory initiatives in relation to these 

issues, 
2. the rationale for these policies, and 
3. the methods by which these policies are implemented.   

At present, the Investment Regulations require a statement in relation to some but not all of 
these matters but, crucially, do not require any rationale to be given for the policies stated, 
and do not require the trustees to give any indication as to how in practice they are applying 
their policies.   

I do not particularly favour a pension fund equivalent to s172 Companies Act expressed in 
terms of ‘must take into account’.   However, even if such an equivalent were to be 
introduced, I do not consider that on its own it would be sufficient.  There would need to be 
added to it a requirement to disclose the relevant policies, to provide a reasoned 
justification for them, and to explain how they are applied in practice. 

It is debatable whether s172 Companies Act has resulted in any real change in the decision 
making processes, or indeed decisions, of UK companies.  GC100 (an association for the 
general counsel of major listed UK companies) were, for example, at pains when s172 
Companies Act was introduced to emphasise that the section required almost no such 
change.   

If my view of the fiduciary duties of pension fund trustees as expressed above is correct, it 
could be argued that there is no need to change the Investment Regulations as suggested.  

However, almost any change in this area is better than none.  In my view the process leading 
up to the making of the suggested amendment, and the process by which it is considered by 
the investment industry, will itself be beneficial.  I also believe that, without the requirement 
to disclose, conservative voices may well prevail as was the case in relation to s172 
Companies Act. 
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I note that UK pensions receive a very substantial subsidy each year from the UK tax‐payer 
(£38 billion in 2007/08 according to ‘Making Pensions Work’), and, in my view, this more 
than justifies the making of this change. 

The change I am suggesting is also in line with the Government’s support for the UK 
Stewardship Code.   

Question 3 Do consultees think that the law is sufficiently certain? (14.15)  

Only if my understanding of the law as expressed in response Question 1 above is correct. 

Question 4 Should the Occupational Pension Scheme (Investment) Regulations 2005 be 
extended to all trust‐based pension schemes? (14.15) 

No comment here.  

Question 5 Are there any specific areas where the law would benefit from statutory 
clarification? (14.15)  

Not if my understanding of the law as expressed in response Question 1 above is correct. 

Question 6 Do consultees agree that the law permits a sufficient diversity of strategies? 
(14.21)  

Subject as referred to in response to Questions 1, 2 and 9, generally yes. 

Question 7 Do consultees agree that the main pressures toward short‐termism are not 
caused by the duty to invest in beneficiaries’ best interests? (14.24)  

Short‐termism is caused by a number of factors and it is, in my view, somewhat unnecessary 
to rank the importance of the significant causes.  In my view, all significant causes that can 
sensibly be addressed should be addressed, and this includes the law on fiduciary duties of 
pension fund trustees. 

Question 8 Do consultees agree that the law is right to allow trustees to consider ethical 
issues only in limited circumstances? (14.28)  

It is perhaps a matter of regret that contemporary thinking elevates financial considerations 
above all other concerns in so many circumstances, and that the law on fiduciary duties 
reflects this.  

I do not think that this is in the long‐term best interests of society, nor, therefore, ultimately 
of pension fund employers or scheme members.  

It is particularly regrettable that the law is framed in this way in circumstances where the 
employer, the trustees and the scheme members might privately take a different view, but 
appear to be prevented from doing so as freely as they would like in relation to pensions 
because of historic governing documents.   
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In any event, many of the issues that are described as ‘purely ethical’ are only so described 
because their impact on society and beneficiaries is either (a) in the eyes of economists, too 
insubstantial to be measured, or (b) in the eyes of the law, too remote to be counted.   

But today’s ‘purely ethical’ concerns have a habit of morphing into tomorrow’s financial 
problems.  For example, restrictions on investing in gambling and pay day lending are often 
referred to as ‘purely ethical’ restrictions. It is, however, only a short step from a culture that 
liberalises gambling and pay day lending to a culture that produces speculative derivative 
trading and cynical bank product sales.   

It may be that ethical investors are alert to these types of issues earlier than others because 
of their more wide‐ranging concern for society and the environment, and that the law is 
doing society, and beneficiaries, a disservice by discouraging ethical investors from 
expressing these concerns, through their investment portfolios, to the underlying economy. 

It may be complex to change the law to the degree necessary to widen the circumstances in 
which ‘purely ethical’ factors may be taken into account, but steps could be taken to 
encourage trustees of pension schemes, where scheme members have made material 
contributions, to consult with those members and then to permit those trustees to have 
regard to their views.    

However, it is important that the law does not constrain those who take issues such as 
respect for human rights or environmental sustainability more seriously than others from 
taking these issues into account when considering what is in the long‐term best financial 
interests of beneficiaries because of their likely impact on the financial performance of 
companies. Most trustees are appointed because of their views, not in spite of them. At 
present some trustees may have gained the impression that their ethical views are not 
relevant in any circumstances.  That is clearly not the case. 

Question 9 Does the law encourage excessive diversification? (14.32)  

Not specifically, but in practice it may do so if the principal method by which trustees can 
create long‐term, sustainable value is through engagement and the effect of diversification 
is to discourage engagement.   

The law requires pension fund trustees to have regard, to some extent, to modern portfolio 
theory.  That has, to some extent, made those duties subject to the conventional wisdom, 
which is not always disinterested, of investment consultants. 

My suggestion in response to Question 2 above may assist in requiring investment 
consultants to justify the degree of diversification they recommend.  This may, in turn, 
reduce the degree of diversification.  If so, it would thereby increase the incentive for 
stewardship and long‐term thinking. 

Question 10 Does the law encourage trustees to achieve the right balance of risk and 
return? (14.32)  

It may permit it, but at present the law does not appear sufficiently to encourage the 
behaviours necessary to support long‐term horizons within listed UK companies.  

My suggestion for addressing this is given in response to Question 2 above. 
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Question 11 Are there any systemic areas of trustees’ investment strategies which pose 
undue risks? (14.32)  

The consolidation of investment advice amongst so few investment advisory firms, and the 
lack of diversity that that produces, may be a systemic risk. 

Question 12 Overall, do consultees think that the legal obligations on trustees are 
conducive to investment strategies in the best interests of the ultimate beneficiaries? 
(14.33) 

Please see my response to Questions 1 and 2. 

Question 13 If not, what specifically needs to be changed? (14.33) 

Please see my response to Questions 1 and 2. 

FIDUCIARY‐TYPE DUTIES IN CONTRACT‐BASED PENSION SCHEMES 

Question 14 Do consultees agree that the duties on contract‐based pension providers to 
act in the interests of scheme members should be clarified and strengthened? (14.42)  

In the context of contract‐based pensions, no comment here.  

Question 15 Should specific duties be placed on pension providers to review the suitability 
of investment strategies over time? If so, how often should these reviews take place? 
(14.42)  

In the context of contract‐based pensions, no comment here.  

Question 16 Should members of Independent Governance Committees be subject to 
explicit legal duties to act in the interests of scheme members? (14.42)  

In the context of contract‐based pensions, no comment here.  

Question 17 Should pension providers be obliged to indemnify members of Independent 
Governance Committees for liabilities incurred in the course of their duties? (14.42)  

In the context of contract‐based pensions, no comment here.  

FIDUCIARY DUTIES IN THE REST OF THE INVESTMENT CHAIN 

Question 18 Do consultees agree that the general law of fiduciary duties should not be 
reformed by statute? (14.61)  

In the context of the rest of the investment chain, no comment here.  

Question 19 Should rights to sue for breach of statutory duty under section 138D of the 
Financial Services and Markets Act 2000 be extended? (14.67)  

In the context of the rest of the investment chain, no comment here. 
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Question 20 Is there a need to review the regulation of investment consultants? (14.71)  

If it is correct that investment consultants are not within the FCA regulatory regime in 
relation to generic advice, as opposed to advice on specific investments, then I would agree 
that the FCA should review this.   

I have not investigated the point in detail, but it would seem anomalous, and not in the best 
interests of either the UK economy or pension fund beneficiaries, if investment consultants 
have a lower standard of care in relation to generic as opposed to specific advice to pension 
funds.   

Indeed, there might usefully be included in their regulatory obligations a requirement to 
advise on the matters referred to in the suggested amendment to the Investment 
Regulations mentioned in response to Question 2  

Question 21 Is there a need to review the law of intermediated shareholdings? (14.74)  

In the context of the rest of the investment chain, no comment here.  

Question 22 Should the FCA review the regulation of stock lending by custodians? (14.75)  

In the context of the rest of the investment chain, no comment here. 
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From: Julie Timbrell 
Sent: 22 January 2014 22:50
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Subject: Fiduciary duty consultation

I  have am concerned that the present interpretation of the  Fiduciary Duty overstates the primacy of profit, over and above other ethical considerations. 

For example I would like my pension fund to make ethical decisions on climate change and  to make investment decisions that preserve biodiversity , but a 

recent question to the cabinet lead of Southwark Council quoted legal advice that said that profit comes first. 

" The council's pension fund has a legal duty to put the financial well-being of its 

beneficiaries as its foremost concern (Cowan v Scargill  1985). " pg 4 

http://moderngov.southwark.gov.uk/documents/b6871/Tabled%20items%20Wednesday%2016-Oct-2013%2019.00%20Council%20Assembly.pdf?T=9

I do not want profit to automatically  trump the social and environmental concerns of beneficiaries and stake-holders, instead I would like these to be held in 

balance. Furthermore I believe that there should be a duty to establish what the ethical concerns of beneficiaries are  through  consultation and 

representation on relevant decision making bodies. 

Presently the law does seem to give some latitude for consideration of ethical matters on pension funds  , but the law is unclear and frequently 

misinterpreted. 

I would like legislation to clarify that trustees may have regard to:

(a) the likely consequences of any investment activities in the long term,

(b) the impact of any investment activities on the financial system and the economy,

(c) social and environmental considerations, including

(i) the implications of social and environmental factors for return on investments, and

(ii) the impact of any investment activities on communities and the environment,

(d) the implications of any investment activities for beneficiaries’ quality of life, and

And that trustees must  consult beneficiaries and have regard to the views, including the ethical views, of beneficiaries.

kind regards

Julie Timbrell 
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Fiduciary Duties of Investment Intermediaries

Professor Alastair Hudson
Professor of Equity & Finance Law

University of Southampton

A Response

This is a response to the Law Commission Consultation Paper No 215 on Fiduciary
Duties of Investment Intermediaries. This document takes issue with the methodology
of the consultation paper in its approach to analysing the regulation of equities
markets and its analysis of the various principles and rules of equity to do with trusts,
fiduciaries and various other forms of funds. It also proposes a different methodology
(which synthesises the high-level principles used in “fiduciary law” and in financial
regulation) and an outline for legislation in this area.

This response is not footnoted in detail. The author of this response has also written
several books on finance law and regulation, trusts law, and equity which detail the
many cases, regulations and statutes in this field. The references can be found there.
There are, however, two short extracts from one of my books appended to this
response.

This response does not go through the questions which are asked in the appendix to
the consultation paper in detail because the approach of the paper as a whole appears
to be so wide of the mark.

Summary

1. This Consultation Paper marks a missed opportunity both to regularise the
understanding of the existing fiduciary obligations of “investment intermediaries” and
other professionals within the equities markets, and to forge a link between existing
regulatory standards which seek to protect customers in investment markets in a
non-private law context.

2. The methodology of this consultation paper misses the opportunity to borrow
from the methodology of financial regulation: that is, to begin with high-level
principles and to work outwards from there with more detailed rules. It is all the more
surprising that that is not done given that “fiduciary law”, a part of equity in this
jurisdiction, also operates on the basis of high-level principles giving rise to more
detailed applications of those principles to particular circumstances and to particular
categories of circumstance through its case law. Therefore, fiduciary law and
financial regulation operate so similarly that they could easily synthesise so as to
impose the sort of fiduciary duties which the Kay Review anticipates.
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3. This consultation paper does not present a viable means of creating
legislation to meet the proposals set out in the Kay Review. Indeed, so overly-
complex is its methodology (which is too locked into a few examples of pension fund
investment, and not the context of the equities markets more generally) that it seems
to have been designed to come to the conclusion that legislation would be
inappropriate or impossible. That is not the case. The analysis of trusts law, equity,
and other fiduciary duties is simply not coherent; nor does any clear argument
emerge.

4. The financial crisis has given way to a series of scandals which are harmful to
the reputation of financial markets in London because they demonstrate that there is
criminality and bad faith within the financial community ranging from the City of
London to the high street branches of clearing banks. Legislating for

5. A proposal for how legislation could be organised, drawing methodologically
on s.170 et seq. of the Companies Act 2006, is set out below.

The methodology of thes consultation paper

The approach in the consultation paper to examining a small range of very specific
investment chains (in the plural) is unhelpful. There are, of course, many gaps in its
coverage. By way of example, practitioners have mentioned to me their surprise that
there was no mention of SIPPs. By trying to prepare maps of specific parts of the
chain, the task of creating law looks impossible because it appears that there are
many, many different actors with different roles, different contractual provisions, and
different regulatory contexts. However, the beauty of financial regulation in this area
is that it works outwards from central principles like “integrity”, “good conscience”
and “prudence” so that every actor in the chain is required to observe those general
standards. If this topic were approached from the perspective which the Kay Review
took (i.e. the need to enhance trust so as to enliven the equities markets and to
encourage an inflow of capital to the economy) then it would be possible to create
legislation which would establish high-level principles governing all participants in
the chain. It is the difference between legislating from an eagle-eyed perspective or a
mole-eye perspective.

Law in this area (both substantive law and financial regulation) must operate on the
basis of high-level principles which are then applied in detail. The approach of the
consultation paper has two particular problems in this sense. First, it attempts to
define the “rules” of “fiduciary law” as though they are atomised, detailed rules, as
opposed to consequentialist developments, applications and implementations of high-
level, deontological principles. That means, the principles of equity (from which
fiduciary duties emerge) are predicated on high-level principles of good conscience
and also general principles such as the “no conflict” principle which provides that
fiduciaries may not take an unauthorised profit from their office where there is a
conflict between their fiduciary and their personal interests. By working from high-
level principles, to use the language of moral theory, equity is “deontological”.
However, we also know what those duties are in detail because equity is also
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“consequentialist”: i.e. the moral principles and the detailed rules emerge from the
observation of decided cases and from the doctrine of precedent.

Second, the consultation paper is bedevilled by a failure to distinguish meaningfully
between the specific rules of trusts law, the specific rules of pensions law, and the
general equitable principles which apply to all fiduciaries. By focusing from a mole-
eyed perspective on the detail of different investment chains, and by presenting a
selection of “the rules” on fiduciaries page-after-page, there is no ability to understand
how the detailed rules belong to different contexts; whereas it is the general principles
which apply to all relationships which have the fiduciary label.

The consultation paper has become hostage to the pensions context. The purpose of
the Kay Review was to consider how equities markets in the UK could be enlivened
and their reputation reinforced so as to encourage an influx of investment capital to
the UK economy. Clearly, pensions funds are a particularly important part of that
process, but they do not constitute the entirety of the equities markets in the UK.

What is lacking here is any consideration of how the existing regulation of pension
funds by the Pensions Regulator and the existing regulation of investment markets
under FSMA 2000 by the FCA both oversee the practitioners who are analysed by the
consultation paper. Given the commonality in methodology of those regulatory
schemes, and the law dealing with fiduciary duties, there is a large amount which can
be done to create legislative or regulatory principles which cover the entirety of that
equities marketplace, whether involving pensions funds or not.

The scope of this consultation paper

The Kay Review set out most of what needed to be said at a policy level: there is a
lack of trust in the “investment chain”, and a part of bolstering that level of trust is the
reinforcement of the legal duties that are owed to customers in that chain. The
helicopter perspective of the Kay Review is at odds with the mole-eye perspective of
this consultation paper: the former is concerned to create a general policy which will,
it is hoped, invigorate equities markets; whereas the latter seems determined to make
difficult the expression of the fiduciary duties which should apply to sellers of
investment products and others.

The approach of this consultation paper to fiduciary duties

The general approach to fiduciary duties

One of the more regrettable features of this consultation paper is its treatment of
fiduciary duties as though they are somehow toxic or unknowable: para 4.13, 5.03,
etc.. Neither approach is true, neither approach is useful. Why the authors of the
report have reached back to an article by Weinrib in 1975 to seek to prove that there is
something unknowable about them is unclear. There is a library full of excellent
works on the areas of law which apply here, written by practitioners and by academics
specialising in these areas of equity and finance law, so why begin with a tendentious
remark from a theorist from nearly 40 years ago?
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There is nothing difficult about the law as it relates to fiduciary duties: the law
operates on the basis of high-level standards and yet those rights arise “sub modo” as
to their detail. That is, there are common features to most fiduciary duties, although
the precise duties of any given fiduciary arise on their own terms. Each contract arises
on its own terms, subject to the general principles of contract law, but no-one treats
contracts as though they are somehow incomprehensible.

To summarise, for present purposes, there are two useful features of fiduciary duties
as they exist in our law: (i) there are four very well-established categories of fiduciary
duty which present very well-understood rules, and (ii) the categories of fiduciary
relationship (and the precise powers and obligations which attend each new fiduciary
relationship) are elastic, so those well-understood principles and rules can be applied
in a way that is sensitive to context to each new context. Therefore, there is a large
repository of authority as to how fiduciary duties operate in general terms which is
very well understood by practitioners, academics, and even undergraduate law
students. Moreover, the courts will continue to admit new contexts to the fiduciary
canon when they are necessary (including Directors of Public Prosecutions, security
guards assisting armed robbers, and army officers assisting smugglers, on the basis of
decided authority). This means that it is open to the Law Commission to design new
forms of fiduciary duty, if necessary, to cope with the specific requirements of the
equities markets: the new context can use the old principles, as appropriate. The
Companies Act 2006 has done this very well from a legislative point of view, and
should be a model for the future.

The excellent, established literature on fiduciary duties that is not considered in the
consultation paper

There are many established practitioner treatises of unimpeachable pedigree on the
principal fiduciary relationships (trust, agency, company directors and partners) which
make the high-level principles and the detailed rules on which those fiduciaries
operate entirely comprehensible. The Law Commission should simply be working by
analogy with those established categories. Few of those leading texts are mentioned
here;1 and many leading cases are not mentioned. (For example, why mention Keech v
Sandford from 1726 but not the leading case of Boardman v Phipps (except for a
couple of footnoted citations)? Boardman v Phipps is central to the law on
fiduciaries.) As is considered below, the methodology of financial regulation (with its
high-level principles) is very similar to the cases in equity which have developed the
principles which govern fiduciary relationships. That should provide fertile ground to
express how existing regulatory standards governing equities and related investment
markets could be expressed to be fiduciary duties in private law terms.

1 Why not simply take help from Snell’s Equity, Underhill and Hayton on Trusts and Trustees, Lewin
on Trusts, Boustead and Reynolds on Agency, Palmer’s Company Law, Buckley on the Companies
Acts, Hanbury and Martin’s Modern Equity, Lindley on Partnership, Thomas’s Powers, and, dare I
suggest, Thomas and Hudson’s The Law of Trusts, Hudson’s Equity & Trusts or Hudson’s Law and
Regulation of Finance? There are hundreds of student textbooks which make this straightforward, and
many monographs too. There is a wealth of discussion of these principles available. Knowledge of
them is a pre-requisite of acquiring a qualifying law degree in England and Wales.
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Examples of the many shortcoming in the analysis of trusts law and fiduciary law in
the consultation paper

There are many difficulties in the consultation paper with the detailed treatment of
both fiduciary law and trusts law, where those two codes are taken unhelpfully to be
the same thing in all circumstances. Moreover, it is not clear what point is being made
on many occasions in Ch.4 and Ch.5 (and by extension Ch.10), and the case law is
often being taken out of context. To take just one example, the treatment of Pitt v Holt
fails to appreciate that that case related specifically to the Hastings-Bass principle
whereby trustees specifically would once have set aside exercises of their powers or
discretions (in particular where they had mistakenly opened the trust to a charge to
tax) where they had failed to take into account relevant considerations or had taken
into account irrelevant considerations. The specific question at issue in that appeal
was whether the trustees should have committed a breach of trust before the Hastings-
Bass principle could be invoked (which would have greatly narrowed the extent of the
principle in contrast to its use in recent years in practice) or whether the principle
could apply even when there was no breach of trust but rather merely a mistake. That
is not a useful authority for the (odd) proposition in the consultation paper that the
duties of trustees do not create an “onerous duty”, and so forth. The principle in
Target Holdings v Redferns makes its plain that the trustee is on the hook for the
entirety of the beneficiaries’ loss, unless they have the protection of an exemption or
exclusion of liability clause (as in Armitage v Nurse), whether they have expertise or
not; the principles discussed in Ch.8 of my book Equity & Trusts or the 2,000 pages
of Thomas and Hudson on The Law of Trusts suggest that those duties are both
detailed and potentially very onerous indeed.

To extrapolate generally from Pitt v Holt is to misunderstand the sort of fiduciary
duties which could be imposed on the entirety of the equities markets, as opposed to
one specific case which was focused on the making of mistakes by trustees who are
seeking to have their exercise of their power set aside (so that they can avoid tax
liability and similar for the trust and so that they can avoid personal liability for
breach of trust).

The discussion in Ch.6 of the consultation paper on trustee powers and duties is odd.
It misses out a large number of duties imposed on ordinary trustees by the general law
of trusts. The selection of the duties which are discussed has no flow to it, nor are the
conclusions to which it is pointing clear. The topic of trustee powers is discussed in
detail in Thomas and Hudson’s Law of Trusts (which is the only book footnoted) but
none of the detail of that discussion, nor the careful of analysis of competing
authorities, is reflected in the analysis in the consultation paper. Whereas the literature
(by which I mean the treatises which discuss these fields constructively, clearly and in
detail – not much of the tendentious, obscurantist academic journal literature) makes
these principles clear, many of the quotations taken from cases only serve to pretend
that the concepts are unknowable: e.g. para 6.33: “the word ‘fiduciary’ is flung
around…”. The use of Pitt v Holt suggests too much focus on what is recent, rather
than what Lord Walker has long accepted the principles to be in his distinguished
career at the Chancery bar and on the Chancery bench.
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What is missing in the discussion of Pitt v Holt here (or, more to the point, of the
joined appeal in Futter v Futter) is that there is a focus on the high-level principle of
unconscionability as the ground for setting aside trustees’ decisions on grounds of
mistake. This is typical of Lord Walker: the trust is based on preventing
unconscionability to the beneficiary (as held in Westdeutsche Landesbank v Islington,
the central case in this field) and therefore Pitt v Holt is establishing not simply an
atomised rule about trustees’ duties but rather a consequentialist application of a
general principle about what constitutes good and bad conscience in our trusts law.
This use of general principle to supply answers to specific problems should be central
to a reasoned response to the question of how to regulate equities markets which is the
subject of this consultation paper.

The discussion of trusts law and other cases in equity in Ch.5 seem to lurch from one
unconnected point to another. Why is Wilson v Hustanger given so much prominence
(and proving what point exactly?) when leading cases like Boardman v Phipps are
relegated to the footnotes? The discussion of the “remedies” (a term which one
assumes include non-remedial constructive trusts) in 5.44 includes a reference to a
“proprietary remedy” which is presumably intended to be a constructive trust. The
principles on which a constructive trust arises in this context are set out very clearly in
the House of Lords decision in Boardman v Phipps, and the general principles on
which a constructive trust arises sui generis are set out by the House of Lords in
Westdeutsche Landesbank v Islington (which is a leading case, being the leading
statement under English law of what a trust is, but unmentioned in this context). The
reference in the footnote to Sinclair v Versailles is to misappropriate a discussion
specifically about bribes and whether or not they give rise to a debt claim (as under
Lister v Stubbs) or a proprietary constructive trust (as under Att-Gen for Hong Kong v
Reid), but does not at any stage throw any doubt on “the limits on this remedy”. The
treatment of the core aspects of these aspects of trusts law is simply unfit for purpose.

The significance of general principles and the effect of the Trustee Act 2000 on the
investment of trusts

The focus on the so-called “duties of care” in the consultation paper seems to miss the
significance of the Trustee Act 2000: which moved the general law of trusts away
from “prudence” towards “reasonableness” (unless there is a term in the trust
instrument which provides for some other standard for the trustees). The impetus for
that change was to update the antiquated Trustee Investment Act 1961 for the 21st

century so as to allow trustees to invest as though they were the absolute owners of
the trust property, and on the basis that they were required to act reasonably in the
context of that trust (have made suitable investments for that trust, having diversified
the trust’s portfolio, and having taken “proper advice”). This development was
predicated on a perceived need to move beyond “prudence” – which makes it all-the-
more surprising that pensions law is still locked into “prudence”, and that this
consultation paper is so focused on prudence – and into a new world of subjective
reasonableness (i.e. by deciding what is suitable for each given trust) which would
liberate trustees.

By opening up the language of the regulation of the equities markets in a new
fiduciary duty predicated on “suitability” (the term used in the FCA COBS rulebook)
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or “reasonableness” (the term used in the Trustee Act 2000), the Law Commission
could identify a useful standard for fiduciaries who are making investments on behalf
of customers, or who are giving investment advice, or whatever other professional
service. The important question is then to identify the standard which should define
the fiduciaries’ obligations in relation to their customers: that they act suitably, that
they act in the best interests of their customers, that they procure best execution for
their customers (all taken from FCA COBS), and so forth. A proposal for legislation
in this area is set out below.

An analysis which mixes too many different areas of law in together, without a clear
point emerging

There are many difficulties with the detail of the case law which is selected. In
situations such as that in Cowan v Scargill, the analysis does not consider all that
Megarry VC held. In that case, the principle which is generally taken from that case is
that the principal obligation of the trustees in relation to investment is to act in the
best interest of the beneficiaries which is usually their best financial interests.
However, his lordship did find, while investment in coal rather than oil could not
necessarily be justified, that it would be open to trustees of a trust for the benefit of
Methodists that no investment could be made in the alcohol industry no matter how
profitable that might be. Therefore, the law actually permits much more flexibility
than this account presents. Moreover, the terms of any given trust instrument can
override these case law principles. Otherwise, the discussion veers between ordinary
trusts, sales of land, pension fund trusts, and charitable trusts: these are different codes
of law (i.e. applies, oranges, pears and pineapples) and so trying to draw principles
from that comparison is unhelpful.

The persistent flip-flopping in the consultation paper between ordinary trusts law, the
Occupational Pension Scheme regulations, and so forth is very unhelpful. These are
very different codes. Ordinary trusts law is predicated on case law and on the Trustee
Acts. Occupational pension schemes have their own regulations which adapt trusts
law significantly in that particular context. Unit trusts and other collective investment
schemes are regulated in accordance with the FCA Handbook and their legal nature is
defined by FSMA 2000, which makes them so very different from ordinary trusts.
Flipping between them is only useful if a clear argument emerges from the material.

It would have been more useful to establish and accept the differences between those
codes, and then to identify the methodological and high-level principle similarities
between them. It is only by accepting the extent of their differences (instead of trying
to lump them together) that one can then identify where the bridges are between them.
For example, not all of these codes use the same trigger words (“reasonable”,
“prudent” and “suitable” for example), but each code has a root in good conscience
and faithfulness to the beneficiary (which is the root of the word “fiduciary” – it
comes from the Latin “fides” and is expressive of a duty of loyalty).

Therefore, the cases which are highlighted in the consultation paper are an odd bunch.
In terms of ordinary trusts law, the more important decision is that of Hoffmann J in
Nestle v Nat West which began the movement towards “portfolio theory” in ordinary
trusts law (and thus gave rise to the Trustee Act 2000); and the decision in Bartlett v
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Barclays Bank differentiated between ordinary investment risk and “hazard”. Those
cases are not only significant now in the law on investment of trusts, but they are also
consciously in line with the ideas which underpin financial regulation (at the time
they were decided). There is a lot that is missing in this consultation paper from the
modern trusts law on investment.

Drawing a line in this response

There are too many issues with the detail of the discussion of the law of this sort for it
to be useful to set them all out here. They veer between partial readings of the law,
limited selections from the available law, and a tendency to treat cases from very
different contexts and traditions as though they are comparators.

How to regulate financial markets methodologically

The most effective structure for the regulation of investment markets is to regulate the
entirety of the marketplace. Financial regulation has tended instead to regulate the
seller rather than the buyer in financial markets; whereas a better approach would be
to regulate the entire marketplace, including the imposition of regulatory standards on
the seller. In the context of this consultation paper, the number of intermediaries and
the different types of customer in equities markets – and the context of equities
activity beyond pension funds – means that it is the entire marketplace which needs to
be regulated. There is a very good way of doing this using fiduciary standards.
Common fiduciary standards relating to the best interests and the proper treatment of
customers should be applied to all regulated persons and all other persons acting in
the course of a business in dealing directly or indirectly with customers. This can only
be achieved by identifying high-level principles of the sort which are used in financial
regulation and in fiduciary law.

A proposal is set out below.

Rehabilitating the prudence standard

The standard of prudence has acquired a bad name due to the over-caution of trustees
and their lack of access to dictionaries. The modern meaning of “prudence” is general
taken to be “cautious” or “careful”, whereas the word has other senses of “wisdom”
and “earning a profit”. Therefore, someone who is prudent is one who avoids hazard
(as in Bartlett v Barclays Bank) but it is also someone who applies wisdom in earning
profits – and therefore the concept of reasonableness in making trust investments
seems appropriate, as does the concept of suitability in the regulation of investment
business. A discussion of “prudence” and the Kay Review is set out in the Appendix 1
to this response to the consultation paper, being an extract from Alastair Hudson, The
Law and Regulation of Finance (2nd edn., Sweet & Maxwell, 2013).
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The useful methodological overlap between fiduciary law and financial
regulation: a proposal for legislation

There are already fiduciary concepts bound up in the regulation of the conduct of
investment business. In the Financial Conduct Authority (“FCA”) Handbook, the
important Conduct of Business Sourcebook (“COBS”) establishes a number of
significant regulatory standards at present which could be interpreted as imposing
fiduciary duties in a private law sense on the sellers of regulated financial products.
Those standards include:

 The best interests of the customer
 The best execution principle
 The suitability principle
 Obligations to provide information about fees

Each of these concepts is discussed in detail in Chapter 10 of Alastair Hudson, The
Law and Regulation of Finance (2nd edn., Sweet & Maxwell, 2013), together with an
explanation of how they could be interpreted as being fiduciary standards (something
which is discussed in detail in Ch.5 of that book). An extract is provided in Appendix
2 to this response.

The principal step which the Law Commission should have taken is to link these sorts
of regulatory standards to private law concepts. A proposal is set out below.

A proposal for legislation in outline

Legislation in this area should be organised in the following way.

(1) Methodologically it should borrow from ss.170 et seq. of the Companies Act 2006
in the sense that the legislation should state explicitly that it is codifying existing case
law principles, and that the interpretation of the legislation should be conducted in
accordance with that old case law and in accordance with any future developments in
that case law.

(2) The legislation itself should list the existing principles which are incumbent on all
regulated persons in the investment chain and any other person who provides
professional services to customers. The following are the key principles governing
those persons.

 All regulated persons must act with integrity (as under the FCA PRIN
rulebook).

 All regulated persons must act in the best interests of their customers (as under
FCA COBS).

 All regulated persons must ensure best execution for their customers (as under
FCA COBS).

 All regulated persons shall be subject to a requirement that they are prudent
when advising customers, when investing on behalf of customers, when
exercising any discretion on behalf of customers, when giving investment
advice to customers, and otherwise acting in relation to their customers in
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equities markets. Prudence shall mean investing reasonably in the context of
the trust, having taken proper advice where appropriate, and having considered
the investment objectives of the customer (including a balance of the need to
maintain the trust fund and to generate income for beneficiaries); and
prudence shall involve suitability, as defined below.

 All regulated persons must deal with their customers in a way that is suitable
for that customer in accordance with that customer’s experience, knowledge
and expertise of equities markets (as under FCA COBS).

 All regulated persons must ensure that any investment is suitable for their
customer having regard to that customer’s investment objectives, ability to
withstand the risks of loss, and so forth. Suitability here includes the need to
give risk warnings to retail customers; suitability in the exercise of discretions
to invest on behalf of customers; and suitability in giving investment advice to
customers.

Failure to perform those obligations should open the defaulting person to the ordinary
remedies of equity in relation to breach of fiduciary duties and the usual obligations
under s.150 of FSMA 2000 and so forth.

(3) The standard (i.e. the level) of care to be provided should be interpreted in
accordance with the FCA COBS principles relating to client categorisation: i.e. the
obligation to question the suitability of investments and to give risk warnings should
depend on the level of expertise, knowledge and so forth as defined in Ch.3 of COBS.

(4) There should be an outright prohibition on regulated firms and individuals
excluding their contractual liabilities. They are not permitted to exclude their
liabilities under COBS nor under the Pensions Act: therefore, there is no good reason
why their fiduciary obligations should be capable of being excluded by contract.

The rehabilitation of the reputation of the London markets in the wake of the
financial crisis and the scandals which have come in its aftermath

What is clearly missing from this Consultation Paper is a recognition of the context in
which the Kay Review was generated. In essence, in the wake of the financial crisis
which began in August 2007 and which reached its nadir in 2008, there has been a
crash in the confidence which the general public has in the financial system. More
corrosive of public confidence than the failures of the financial crisis have been the
many financial scandals which have emerged in London since the failure of Lehman
Brothers, including:

the PPI mis-selling scandal (involving banks setting aside approximately £14
billion to meet admitted customer claims), the CPI mis-selling scandal, the
interest rate swap mis-selling to SME’s scandals, and the Libor fixing scandal
which prompted the establishment of the Parliamentary Commission on
Banking Standards; as well as investment banking scandals involving JP
Morgan Chase and the London Whale, Standard Chartered breaching US
sanctions regulation, HSBC subsidiaries assisting money laundering by drugs
cartels, Wachovia facilitating money laundering by drug dealers, the Barclays
Protium scandal, and the list goes on.
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The FCA is currently reviewing the Listing Rules to counter-act the reputational
effect of several regulatory lapses in relation to listed securities in London.

In short, the reputation of London as a reliable financial centre is under enormous
pressure. Its reputation is matched only by New York in that sense. The need for
increased “trust” in the investment chain is part of the continued failure of the UK
economy to grow meaningfully and is bound up with a lack of investor confidence
and public confidence in those financial markets. Therefore, the recognition of
fiduciary standards on sellers of financial instruments, in tandem with the COBS
regulatory standards, is an essential part of the rehabilitation of the London financial
markets, together with a complete change in the regulatory practices of the FCA
(which is, lest we forget, simply the old FSA “renamed” by s.6 of the Financial
Services Act 2012).

The financial services sector is, regrettably, an enormous part of the UK economy.
Whereas once there was manufacturing and heavy industry, now there are services.
That service economy is dependent upon the good reputation of the London markets.
The codification of fiduciary and fiduciary-like obligations on the sellers of financial
instruments should be an important part of the rehabilitation of the reputation of that
market. The Law Commission has missed an opportunity to identify the significance
of high-level principles in that process.

This area of law needs high-level principles, as Kay argues throughout his report, to
bolster confidence in UK equities markets. This consultation paper does not take us
anywhere near the sort of solutions which are needed for our troubled financial
system.

Disclaimer

While I am named as part of the Advisory Group for this project, which met once in
the summer of 2013, I am in no way responsible for any of the contents, nor for the
approach, of this Consultation Paper.

Alastair Hudson
22nd January 2014
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Appendix 1

An extract from: Alastair Hudson, The Law and Regulation of Finance (2nd edn.,
Sweet & Maxwell, 2013).

Kay Review – fiduciary duties in equity markets

57-109 The “Kay Review of UK Equity Markets and Long-Term Decision-Making”, under the
chairmanship of Prof John Kay,2 addressed one of the perennial bug-bears of the regulation of share
(“equity”) markets: that they are too short-termist, and that there is therefore a disconnection between
the long-term needs and condition of UK companies and the capital markets from which they may seek
funding. One the principal objectives of the review is to restore confidence in the chain of companies
issuing shares and other securities, directors in those companies, financial intermediaries (mainly the
corporate finance departments of investment banks) who help to bring those securities issues to market,
institutional investors, other types of investor, and regulators. Ultimately, the government’s concern in
this context is to enhance the availability of capital for companies in the UK by a refreshing of capital
markets in the UK. A part of the proposed change to the regulatory culture is a shift away from simply
detailed conduct of business rules and towards incentives for market participants. However, this also
involves a movement away from disproportionate remuneration for executives.

57-110 The Kay Review suggests that, in the legal context, fiduciary duties are particularly important
to equities markets.3 The report emphasises the need for everyone in the chain (from issuing companies
through asset managers) to observe fiduciary duties in their treatment of customers: in particular, the
need to act in the best interests of the client and the need to avoid conflicts of interest are highlighted.
Also important are the need to disclose all fees to customers and the need to prevent exclusion of
liability clauses being used by professionals in relation to their customers. These fiduciary duties, of
course, tally very closely with the conduct of business principles considered in Chapter 10 and the
concomitant fiduciary nature of many of those principles which was considered in Chapter 5. There is,
of course, a tension between the review’s concern about cramping the market’s ability to operate freely
with too many conduct of business rules, and recommendations which simply ape the existing conduct
of business rules.

57-111 There are other niggles with the fiduciary concept here. First, it is described as being a
common law concept, which overlooks the ethical underpinning which stands behind the specifically
equitable nature of fiduciary duties.4 Second, the fiduciary concept is said to focus on “vulnerability”:
while this may be true at many levels, it nevertheless overlooks the central point that fiduciary duties
are based on the conscience of the fiduciary.5 Third, the core fiduciary duties are identified as being
based on “loyalty and prudence”, although the concept of prudence has only ever related to issues such
as trust investment, whereas the concept of good conscience (as explored in the case law) has always
governed fiduciary and trustee duties in general.

57-112 In relation to the duties of pension fund trustees, who are the principal investors in many
equities markets, the following can be observed. At present, the governing principle in relation to the
investment of pension funds is “prudence”. At first blush, a requirement of prudence involves caution
when making investments. This is considered by many commentators to cause too many pension fund
trustees to be too cautious. More specifically, however, the test is a test which requires that a trustee act
“as a prudent man of business acting for someone for whom he feels morally bound to provide”.6 The
idea that one acts for someone for whom one feels “morally bound to provide” means that one must
provide for those people, and therefore there is an obligation to make a profit bound up in that duty.

2 “Kay Review of UK Equity Markets and Long-Term Decision-Making”, Final Report, July 2012. The report can
be accessed at: http://www.bis.gov.uk/assets/BISCore/business-law/docs/K/12-917-kay-review-of-equity-markets-
final-report.pdf.
3 Ibid, Chapter 9.
4 See para 22-02 for an introduction to equity in that context. See also A.S. Hudson, Equity & Trusts, 7th ed.,
Routledge, 2012, Chapter 1.
5 E.g. Westdeutsche Landesbank v Islington LBC [1996] AC 669.
6 Speight v Gaunt (1883) 9 App Cas 1; Learoyd v Whiteley (1887) 12 App Cas 727; Cowan v. Scargill [1985] 2
Ch. 270, 289, per Megarry V-C.
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This militates against prudence meaning only caution. It may also mean “taking an appropriate level of
risk, without incurring too much hazard”.7 The decision in Nestle v. National Westminster Bank plc8

does suggest that if a trustee simply follows the behaviour of other market participants then it is almost
impossible to demonstrate that that trustee has failed to perform its duties properly because in that case
the trustee escaped liability by demonstrating that a very poor return on a large trust fund was the
typical performance of professional trustees in relation to that type of fund. The real question here,
given the paucity of cases in which trustees have actually been held liable for failing to generate an
appropriate return, is as to the circumstances in which a trustee will ever be held liable for breach of
trust.

57-113 Another approach would be to move to a principle of “reasonableness” as in s.3 of the Trustee
Act 2000. This would enable trustees to take an amount of risk suitable for their particular trust,9
provided that they diversified their risk and that they took proper advice.10 This “modern portfolio”
approach has been adopted in mainstream trusts law. However, in the current climate, with the
revelations in this chapter about the lack of competence and integrity of some bankers and investment
managers, encouraging pension fund trustees to take more risk might be considered inappropriate. As
the welfare state shrinks and as equities markets generate a less buoyant return than hitherto, there is a
familiar danger for pension fund trustees of needing to generate greater returns but without
overreaching themselves by taking too much risk in so doing.

57-114 For example, trustees may be tempted to invest in equity derivatives, as opposed simply to
investing in shares. Equity derivatives offer a greater return than shares in many cases (and have none
of the problems of acting as a shareholder in attending meetings, and so forth). However, they carry
greater risks, typically because a complex equity derivative will include speculation on a number of
companies or on an entire index. This means that the real risks which the trustee is taking are hidden
inside the black box created by the derivatives trader. That black box will include two types of risk: a
risk that one component part of that derivative will unexpectedly cause the entire derivative to lose
value (e.g. if ten per cent of the companies are insurance companies which are required to pay out
unexpectedly on an unexpected type of insurance policy), and a risk that the mathematics which
underpins the derivative will itself behave unexpectedly in unforeseen market conditions. So, how can
a trustee be prudent if she seeks to take risks of this sort?

57-115 A part of the answer might come from the principle in Bartlett v Barclays Bank11 to the effect
that trustees are obliged to inquire closely into the management of their funds: thus, regulation should
prioritise the positive duty of trustee to inquire into their investments. Another, key part of the answer,
however, would be to look to the liabilities of financial intermediaries and professional investment
managers in financial institutions (here “intermediaries”), and not just at the liabilities of trustees.
Conduct of business regulation must govern the way in which those intermediaries treat pension fund
customers with an eye both to the generation of a decent cash return and also to the welfare of the
pensioners requiring pensions from those funds. The principal liability for these intermediaries (as
opposed to the trustees personally) would be in relation to their involvement with a possible breach of
trust: in essence a modified form of liability for unsuitable assistance in a breach of the trustee’s duties.
Under the present state of the law,12 an intermediary advising a trustee professionally would be liable
both if she assisted in a breach of trust and if she acted otherwise than as an honest person would have
acted in the circumstances. The recent case law has focused also on the personal characteristics of the
defendant (including their professional expertise) and on the circumstances in which the breach took
place (including, it is suggested, the regulatory obligations incumbent on that defendant).13 The liability
of intermediaries for dishonest assistance in the investment of pension trusts should be understood as
being centred on the dicta of Lord Nicholls in Royal Brunei Airlines v Tan14 to the effect that reckless
risk-taking will call into question the honesty of the person giving that advice, and that the taking of a
reckless investment risk by pension trustees shall in itself be deemed to be a breach of that trust. For

7 Cf. Bartlett v. Barclays Bank Trust Co Ltd. [1980] Ch 515.
8 [1993] 1 W.L.R. 1260.
9 Trustee Act 2000, s.4.
10 Trustee Act 2000, s.5.
11 Bartlett v. Barclays Bank Trust Co Ltd. [1980] Ch 515.
12 See para 27-09 et seq.
13 E.g. Starglade v Nash [2010] EWCA Civ 1314, Aerostar Maintenance v International Ltd v Wilson [2010]
EWHC 2032 (Ch).
14 [1995] 2 A.C. 378, 387.
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this purpose, in parallel with conduct of business regulation, exclusion of liability language must be
prohibited. Further to Cowan de Groot Properties Ltd v Eagle Trust plc,15 those regulatory standards
should also be recognized as constituting a statement of what it means to act in a commercially
reasonable manner (and thus as an honest person would have acted, in the view of Knox J) such that a
failure to obey those regulatory standards should necessarily found liability on the basis of dishonest
assistance.

15 [1992] 4 All ER 700.
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Appendix 2

An extract from: Alastair Hudson, The Law and Regulation of Finance (2nd edn.,
Sweet & Maxwell, 2013).

A. The core principle: looking to “the client’s best interests”
The requirement of looking to the client’s best interests
10–16 Each investment firm is required to act “honestly, fairly and professionally in accordance
with the best interests of its client”.16 This rule is referred to in COBS as the “client’s best interests
rule”. As is referred to below in relation to the “best execution principle”,17 the conduct of business
principles are important because they impose positive obligations on investment firms to look to the
best interests of their clients. This is more, it is suggested, than simply avoiding conflicts of interest
under FCA regulation or under the general law of fiduciary obligations: those obligations are, in effect,
a negative obligation not to allow conflicts of interest. By contrast, conduct of business regulation
imposes positive obligations on investment firms to act in their clients’ best interests, which in turn
requires that investment firms assess their clients’ objectives so that their clients’ best interests can be
ascertained and achieved. Otherwise, the requirement to act honestly may be satisfied by acting in
compliance with regulation and otherwise than dishonestly, and the requirement of acting fairly might
be satisfied by avoiding acting unfairly. However, the qualification that the firm must act in accordance
with the client’s best interests imposes an important positive gloss on that obligation. Private law does
not ordinarily impose positive obligations to act unless a person has voluntarily accepted them;
whereas conduct of business regulation does impose positive obligations to act in the client’s best
interests, as well as to act honestly and fairly in general terms. Moreover, a firm will not be considered
to be acting in accordance with the client’s best interests rule if they receive any fee or commission
beyond that payable for the services provided to the client as an inducement and so forth.18 Any such
commissions must be disclosed.19 The investment firm is also obliged to comply with the conduct of
business obligations set out in the directive.

Whether looking to the client’s best interests is a fiduciary requirement
10–17 An issue of private law arises here too: there is a question as to whether or not an obligation
to act in the client’s best interests imposes a fiduciary duty on the investment firm when handling that
client’s affairs. Millett L.J. described as fiduciary as being “someone who has undertaken to act for or
on behalf of another in a particular matter in circumstances which give rise to a relationship of trust and
confidence”.20 Lord Browne-Wilkinson held that a fiduciary is characterised by the circumstance in
which “one party, A, has assumed to act in relation to the property or affairs of another, B”.21 It is
questionable whether on Lord Browne-Wilkinson’s definition the investment firm has “assumed to act”
in the client’s affairs: it could be said that the investment firm may simply have agreed to advise the
client, not to manage her affairs. If the investment firm assumed responsibility for the investment
decisions in the client’s portfolio—such as a trustee or the scheme manager in a unit trust—then the
firm would be acting as a fiduciary. By contrast, the conception of Millett L.J. that there must be a
“relationship of trust and confidence” chimes in far more closely with the entire purpose of conduct of
business regulation which is that an investment firm is an organisation which must act in the best
interests of its client and on whose advice the client is entitled to place reliance: that is a relationship of
trust and confidence, which would therefore appear to be fiduciary in nature. As considered next, the
investment firm may not exclude its liabilities under the directive. However, the firm may point to the
fact that the detail of its obligation is to provide advice to the client and so leave the final decision as to
the making of the investment to the client: which means that the fiduciary responsibility could be said

16 MiFID art.19(1); COBS, 2.1.1R.
17 See para.10–41.
18 MID, art.26; COBS, 2.3.1(1)R.
19 COBS, 2.3.1(2)R and COBS, 2.3.2R.
20 Bristol and West Building Society v Mothew [1998] Ch. 1, 18, per Millett L.J.
21 White v Jones [1995] 2 A.C. 207 at 271.
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to extend only to the giving of advice and not as to the decision which the client ultimately chooses to
make. This issue is considered below in relation to “best execution” and was considered in Chapter 5.22

B. No exclusion of liability
10–18 An important part of the limitation of positive obligations under the general law is the use of
exclusion of liability clauses in contracts and in trust deeds and so forth. Ordinarily, unless there is
some unconscionable quality to the creation of such a contract or trust, the courts will enforce those
exclusion of liability provisions. However, this is not the case with financial regulation. Financial
regulation should be thought of instead as being a code of mandatory legal principles: that is, principles
which cannot be excluded by agreement of the parties. COBS provides explicitly that:

“A firm must not, in any communication23 relating to designated investment business seek to:
(1) exclude or restrict; or
(2) rely on any exclusion or restriction of

any duty or liability it may have to a client under the regulatory system.”24

Thus the obligations created, inter alia, by COBS and the rest of the regulatory rulebook may not be
excluded by the firm in communications with its clients. The Unfair Contract Terms Regulations and
the rest of the general law (except, it is suggested the law on exclusion of liability, or else this provision
would be rendered otiose) are explicitly prayed in aid to the extent that they prevent a firm from
seeking to restrict or exclude any duty or liability owed to a consumer.25 Best practice under the client’s
best interest rule is not to seek to exclude one’s liability as a firm.26

22 See para.5–32.
23 It is not clear whether “any communication” is intended to cover the initial conduct of business
agreement between the parties as well as later communications, or not. It is suggested that if it were not covered
then this provision would be of no practical effect because it would be circumvented by an ordinary exclusion of
liability clause.
24 COBS, 2.12R.
25 COBS, 2.1.3(2)G.
26 COBS, 2.1.3(1)G.
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PART I - INTRODUCTION 

Background 

1. This response to Law Commission Consultation Paper No 215 (Consultation Paper) is made by 

someone who is the beneficiary of a defined benefit pension scheme, and an amateur but 

degree-level mathematician with an interest in the mathematics of the stock market. 

2. The respondent has many years of experience working at a high level in corporate business 

environments. 

3. The respondent is not a pension fund trustee, lawyer, pensions expert, investment adviser or 

investment manager. 

4. After attending a discussion on this Consultation Paper  it seemed useful to add a perspective 

that might be different to that of other correspondents with a more legal bias. 

5. The respondent took the opportunity of asking a Speech and Language Therapist what she 

understood to be meant by the ‘fiduciary duties of investment intermediaries’ in order to get the 

view of an ordinary person (a concept that comes up in case law1).  The response was that it was 

‘the legal duties of people who look after other people’s money’. 

6. The respondent believes most beneficiaries without legal training would hold this broad view of 

the meaning of fiduciary duties.  Throughout the document a broad definition of fiduciary duties 

should therefore be understood.2 

7. The Kay review of UK Equity Markets and Long-Term Decision Making made 17 

recommendations3 aimed at encouraging long-termism in the UK equity market, many of them 

aimed at incentivising long-term behaviour in market participants. 

8. Recommendation 9 said that The Law Commission should be asked to review the legal concept 

of fiduciary duty as applied to investment to address uncertainties and misunderstandings on 

the part of trustees and their advisers. 

9. The Terms of Reference received by the Law Commission from the Secretary of State for 

Business, Innovation and Skills included the requirement to consider whether fiduciary duties 

‘sufficiently encourage long-term investment strategy and consideration of factors which might 

impact on long-term investment performance’.4 

                                                           
1
 Re Whiteley (1886) 33 Ch D 347 at 355, by Lindley LJ 

2
 In line with Consultation Paper (Summary), para S.9 

3
 www.publications.parliament.uk/pa/cm201314/cmselect/cmbis/603/60312.htm 

4
 Consultation Paper, Annex A: Terms of Reference, (4)(d) 
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Objectives in providing this response 

10. The respondent intends to make comments that may assist with the Law Commission’s 

evaluation of whether “fiduciary duties (as established in law or as applied in practice) are 

conducive to investment strategies in the best interests of the ultimate beneficiaries”.5 

Structure of this document 

11. In order to comment on whether fiduciary duties are conducive to investment strategies in the 

best interest of the ultimate beneficiaries, it is first necessary to consider what those strategies 

might be.   

12. A separate paper – “Some comments on investment strategies for the long-term investor” – is 

included as Appendix A.  This paper may be communicated to the Secretary of State for 

Business, Innovation and Skills because the respondent believes it is relevant to 

Recommendation 13 of the Kay Review of UK Equity Markets and Long-Term Decision Making6.   

13. Some of the conclusions reached and recommendations made in the paper shown at Appendix A 

inform this response to the Consultation Paper. 

14. The respondent also comments from the point of view of a beneficiary of a pension scheme. 

15. The respondent’s underlying premise is that an investment intermediary that is contracted to 

another investment intermediary cannot be expected to assume greater fiduciary duties than 

the one to which it is contracted. 

16. In the respondent’s view, the process of evaluation must therefore begin at the start of the 

chain of intermediaries.  This is the pension scheme trustee, who is the first person in the chain 

of people who ‘look after other people’s money’. 

17. To consider the fiduciary duties of all investment intermediaries, as required by the Consultation 

Paper, requires a consideration of the extent to which fiduciary duties should be passed down 

the chain by contract.  

18. The respondent intends to develop a view that the fiduciary duties of an investment 

intermediary depend on what function the intermediary carries out.  In particular, the 

respondent intends to draw a distinction between those concerned with strategy and those 

concerned with execution. 

19. Finally the respondent considers whether there are any fiduciary duties there are so important 

that investment intermediaries should be subject to them as a matter of law rather than 

contract.  Investment Intermediaries would be subject to these fiduciary duties regardless of 

                                                           
5
 Consultation Paper, para 1.17 (4) 

6
 “The Government and relevant regulators should commission an independent review of metrics and models 

employed in the investment chain to highlight their uses and limitations” at 
www.publications.parliament.uk/pa/cm201314/cmselect/cmbis.603/60312.htm 
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whether the contract has failed to address them or whether there was a deficiency in the 

contract.   

The respondent’s main concern 

20. The respondent notes that a number of wider factors concerning investment strategies  are 

outlined in the Consultation Paper.7   

However, the respondent also notes, without criticism, that no section is devoted to 

reviewing the existing very commonly applied approaches to investment theory in general.   

 

He asks whether these approaches are in the best interests of the ultimate beneficiaries of 

pension schemes in particular.   

It is a review of this area that occupies so much of Appendix A. 

Ultimately, the respondent’s main concern is whether, and to what extent, trustees of 

pension schemes have, or should have, familiarity with the points made in Appendix A. 

 

Without such  familiarity trustees may lack the ability to fully consider the policies set out in 

the Statement of Investment Principles of the pension scheme.  In the end, the investment 

strategies adopted may not be in the best interests of the ultimate beneficiaries. 

21. The remainder of this document proceeds as follows: 

 Part II provides responses to the Consultation Paper; 

 Part III considers the fiduciary duties of investment intermediaries; 

22. The respondent will be happy to provide further clarity if required. 

23. As a technical matter, the respondent confirms that this paper was written entirely by him and 

represents his own views only.  The respondent, John Needham, asserts his right under the 

Copyright, Designs and Patents Act 1988 to be identified as the author of this work.  © John 

Needham 2014.  Permission is granted to the Law Commission to publish an extract of this 

response, or the response in its entirety, in Law Commission publications.  

 

 

PART II – RESPONSES TO THE CONSULTATION PAPER 

Responses: Pension trustees’ duties to act in the best interests of beneficiaries 

 

Question 1  Do consultees agree that Chapter 10 represents a correct statement of the current law? 

(14.6) 

                                                           
7
 Consultation Paper, para 10.41 
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No comment 

Question 2  Do consultees agree that the law reflects an appropriate understanding of beneficiaries’ 

best interests? (14.11) 

 

No.  See paragraphs 30 and 31. 

 

At a high level, it appears that what might naturally be expected of a trustee by a beneficiary is 

indeed reflected in the various sources of applicable law.  However, commentary in the rest of Part III 

considers the bundle of fiduciary duties outlined and identifies within them some aspects which the 

respondent believes should be clarified by guidance or put into statute. 

 

Recommendations are made, all of which are referenced within answers to the questions raised.  

Question 3  Do consultees think that the law is sufficiently certain? 

 

See the answer to Question 2. 

Question 4  Should the Occupational Pension Scheme (Investment) Regulations 2005 be extended to 

all trust-based pension schemes? (14.15) 

 

If the question refers to in particular to Regulation 4(7), the respondent agrees that they should be 

extended.  The reason is to ensure that defined contribution schemes offered by companies actually 

offer such diversity rather than a choice of a single fund from three alternatives, for example. 

 

If the question refers to Regulation 4(6), the respondent does not agree because the phrase ‘prudent 

level’ is open to interpretation and may give the trustee too much power over the beneficiary to 

determine what that level is.  If an extension of the regulations is made, the respondent recommends 

that clear guidance be given on the interpretation of ‘prudent level’ and suggests that guidance 

should be given for defined benefit schemes too. 

Question 5  Are there any specific areas where the law would benefit from statutory clarification? 

(14.15) 

 

See Recommendations 3 to 5, at paragraph 37 where the respondent questions whether some 

transactions are in the beneficiaries best interests and believes statutory regulation would be useful. 

Question 6  Do consultees agree that the law permits a sufficient diversity of strategies? (14.21) 

 

The respondent agrees that Regulation 4(6) relating to uncovered options is appropriate.  The 

respondent recommends that the statute should be extended to cover any transaction that would be 

regarded as speculation rather than investment.   

 

The respondent is tempted to suggest that HMRC might be able to provide a definition but as the 

area is mired in case law this might not result in a practical and workable definition for trustees. 
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The definition of speculation is left open for debate but the respondent makes some suggestions for 

discussion. A speculative transaction is one: 

 

1  in which a fall in value of the amount invested or put at risk might exceed [30%] of that amount; 

2  that is not intended to last for more than a short timescale [for example one month]; 

3  that depends on an analysis of movements in an index over time, or an analysis of the relationship 

between two or more indices over time, rather than fundamental analysis of a business that is 

intended to generate cash-flow for the investor over a timescale of more than one year; 

4  is based upon an estimate of one or more probability distributions rather than fundamental 

analysis of  a cash-generative business. 

 

For the avoidance of doubt, the respondent confirms that definitions 3 and 4 are intended to catch 

portfolio-building activities that depend on analysis of one or more time series, even though these 

might be stated to be for the purpose of risk reduction.  The respondent believes that whether 

diversification has been achieved should be based upon a qualitative analysis of the underlying 

business investments rather than a quantitative analysis of movements in indices, such as a daily 

index of share price movements, and their respective covariances.  The respondent does not believe 

the quantitative analysis of such metrics is reliable over the long-term investment horizon of a 

pension fund. 

 

Appendix A discusses the issues in paragraphs 47 to 58 of the paper. 

Question 7  Do consultees agree that the main pressures towards short-termism are not caused by 

the duty to invest in beneficiaries’ best interests?  (14.24) 

 

No, the respondent does not agree. 

 

The behaviour of investment intermediaries is very likely to be dictated by the terms of the contract 

that they are under.  If all short-termism could be shown to be the result of speculators operating 

outside the terms of a series of contracts that ultimately lead back to a pension fund trustee, the 

respondent would agree, but finds this unlikely. 

 

The respondent has personal experience of attending a conference given by a firm of independent 

financial advisers at which it was stated that their contracts with investment managers demand 

good performance over a three month period.  It seems likely that contracts between pension fund 

trustees and investment managers demand equally good performance and can lead to short-termism 

in the market. 

 

The respondent suggests that a review, if it were possible, of a sample of contracts between pension 

fund trustees and investment managers, or pro-forma contracts that might be obtained from a 

sample of investment managers, would reveal terms that validate this view. 

Question 8  Do consultees agree that the law is right to allow trustees to consider ethical issues only 

in limited circumstances?  (14.32) 

 

Ethical concepts are have been codified into the law on a case by case basis for many years, from 
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laws against insider trading to the more recent Bribery Act.  The case by case approach implicitly 

acknowledges the difficulty in asking trustees and others to ‘be ethical’, especially when it might 

conflict with other objectives, such as trust objectives to provide a pension.   

 

Nonetheless, codifying some ethical concepts into statute is acknowledgement of the benefits that 

arise when everyone operates from the same baseline.   

 

The Respondent supports this approach. 

Question 9  Does the law encourage excessive diversification? (14.32) 

 

Yes. 

 

The paper shown at Appendix A seeks to demonstrate how a pension that is already diversified at the 

level of the pension fund may also be subject to further risk management procedures (involving 

diversification) at the level of sub-funds in which it invests.   

 

It is argued that Reg 4(5)8 for example (which does not apply to all pension funds) requires 

diversification at the level of the pension fund but not within the sub-funds as well. 

 

At a practical level, pension scheme trustees sometimes face the almost impossible task of providing 

a pension that matches high expectations against contributions that are low.  Pension scheme 

trustees should be free to try to find profitable investments against a backdrop of diversification at 

the fund level, without being subjected to further risk-reduction procedures within the sub-funds.   

 

Appendix A discusses the issues at paragraphs 27 to 44. 

Question 10  Does the law encourage trustees to achieve the right balance of risk and return? 

(14.32) 

 

The paper shown at Appendix A discusses the concept of the ‘portfolio as a whole’ and argues that 

guidance might be provided that this does not require techniques of mean-variance portfolio 

methodologies to be applied.  These may often result in risk reduction, and therefore over-

diversification, in sub-funds when at the pension fund portfolio level diversification may already have 

been achieved to an acceptable level, whilst trustees attempt to find profitable investments.   

 

Warren Buffet is famous for investing in a few businesses that he understands well rather than 

investing across the board.  Few trustees might believe they can emulate his performance, but 

nonetheless might welcome guidance that investing across the full spectrum of available 

opportunities is not what is meant by proper diversification.  Indeed, Reg 4(7) talks about avoiding 

‘excessive reliance’ on an asset rather than achieving a position where ‘almost no reliance’ is placed 

on any asset because the fund is so fully diversified. 

Question 11  Are there any systemic areas of trustees’ investment strategies which pose undue 

risks? (14.32) 

                                                           
8
 Occupational Pension Scheme (Investment) Regulations 2005 SI 2205 No 3378 
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Yes. 

Systemic risk arises when there is the possibility of many people acting in the same way.  The 

respondent believes trustees should be close to decisions that result in investments in identifiable 

businesses rather than the use of intermediaries who ‘sell’ investments in anonymous portfolios of 

investments.   

 

It is the widespread use of similar methods to produce these portfolios, which often track particular 

benchmarks or indices, that the respondent believes may pose a systemic threat. 

 

In other words, if everyone has their eye on the same ball they are all likely to look up if the ball rises 

and, in particular, to look down when the ball falls.   

 

The reduction of systemic risk depends on encouraging investors to be looking in many different 

directions.  The respondent argues that responses to Questions 9 to 11 may help to avoid excessive 

diversification and provide the opportunity over long investment horizons to make some profitable 

investments for the pension fund. 

Question 12  Overall, do consultees think that the legal obligations on trustees are conducive to 

investment strategies in the best interests of the ultimate beneficiaries? (14.33) 

 

No 

Question 13  If not, what specifically needs to be changed?  (14.33) 

 

See Recommendation 6 at paragraph 49 concerning trustees’ competencies to take advice, 

understand it and challenge it, as well as recommendations made in responses to other questions.   

 

For the avoidance of doubt, this is not the same as requiring trustees to become investment experts 

in the same way that the director of a company is not required to be an expert in every area on which 

he or she seeks advice.   

 

The point at issue is that unless the provider of advice has an exactly matching set of duties to the 

ultimate beneficiaries then it is likely that the provider will have different motivations to the trustee 

in relation to the advice given.  It is then incumbent on the trustee to be able to understand the 

advice, challenge it and reach a conclusion for which the trustee is prepared to take responsibility. 

 

The respondent provides examples in Appendix A in relation to methods of building portfolios of 

investments and existing controversies about asset pricing which, in the respondent’s view, should be 

background knowledge for trustees. 

 

See also the response to Question 18. 

 

For illustration, see Conclusion 2 at paragraph 26  of the paper at Appendix A. 
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See also paragraphs 59 to 68 of the paper shown at Appendix A which argues that some investment 

strategies may, in practice, lead to excessive diversification and unnecessary costs. 

Responses: Fiduciary duties in contract-based pension schemes 

 

Question 14  Do consultees agree that the duties on contract-based pension providers to act in the 

interests of scheme members should be clarified and strengthened? (14.42) 

 

Yes 

Question 15  Should specific duties be placed on pension providers to review the suitability of 

investment strategies over time?  If so, how often should these reviews take place? (14.42) 

 

See Recommendations 1 and 2, paragraph 32. 

Question 16  Should members of Independent Governance Committees be subject to explicit legal 

duties to act in the interests of scheme members?  (14.42) 

 

The respondent has no comment except to wonder whether the word ‘best’  should be included in the 

question before the word ‘interests’. 

Question 17  Should pension providers be obliged to indemnify members of Independent 

Governance Committees for liabilities incurred in the course of their duties?  (14.42) 

 

No comment 

Responses: Fiduciary duties in the rest of the investment chain 

 

Question 18  Do consultees agree that the general law of fiduciary duties should not be reformed by 

statute?  (14.61) 

 

No.   

 

See Recommendation 7 at paragraph 56.  The respondent believes it to be important that a full 

Description of Investment should be available up and down the chain of investment intermediaries 

which clearly sets out a full description of the investments made (including costs) which is sufficient 

for all involved, including trustees, to have a good knowledge of them.    

 

The respondent’s personal experience is that no significant investment would be made in an 

incorporated business without senior management understanding and authorising itand being aware 

of the cost of making the investment and argues that the same should be true of trustees.   

 

The respondent does not believe such statements would  be onerous to complete as eventually 

standardised investments would be accompanied by standardised Descriptions of Investment. 

 

This would lead to a situation where non-standard, possibly unnecessarily risky, investments would 

be more likely to be identified by trustees and within the chain of intermediaries.  Indeed, the 
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requirement to produce such Descriptions of Investment might result in a reduction in the type of 

risky investments that arguably caused the financial crisis that began in 2008, which it has 

sometimes been suggested that no one really understood. 

 

The Respondent is not suggesting that trustees be deluged with Descriptions of Investment on a daily 

basis from all sub-funds in which it may have interested.  The suggestion is that Descriptions of 

Investment should be prepared and available for review on request in order to show, if requested, 

that investments were carefully considered, with appropriate due diligence, and diversify the pension 

fund in the manner envisaged.  In other words, in accordance with whatever fiduciary duties are 

found to apply to that investment manager. 

 

If the underlying fund intends to make investments on the basis of indices, such as price movements, 

or other forms of financial engineering, rather than fundamental analysis, this approach should be 

described in the Description of Investment with sufficient clarity to enable a reader to fully 

understand the process, objectives and potential risks and rewards. 

 

Similarly, if the underlying fund intends to invest in other funds, a Description of Investment should 

be produced for that investment and those other underlying funds should themselves produce and 

make available Descriptions of Investment for their investments. 

 

Perhaps all of this is done already.  The key point that the respondent wishes to make is that it should 

be possible for the investment manager to demonstrate that what was promised would be done was 

in fact done.  There should be sufficient granularity for the trustee to make decisions about whether 

the investments made satisfy any requirement to diversify the pension fund and were made with 

sufficient due diligence according to the way in which the fund is intended to be operated. 

Question 19  Should rights to sue for breach of statutory duty under section 138D of the Financial 

Markets and Services Act 2000 be extended? (14.67) 

 

No comment. 

Question 20  Is there a need to review the regulation of investment consultants?  (14.71) 

 

Yes.  See recommendations 8 and 9 at paragraph 65.   

 

Investment consultants who work alongside pension scheme trustees in developing strategy should 

be as knowledgeable as the trustees about the circumstances of the fund.  This can be achieved if 

they owe the same fiduciary duties as the trustees and would be a situation that is not dissimilar to 

the duties of an independent financial adviser to his client.   

 

This obligation would ensure investment consultants take steps to fully understand the circumstances 

of the pension scheme (which it is not doubted probably already happens in the vast majority of 

case).  A further precedent for the argument that investment consultants should ‘know their scheme’ 

is the requirement on banks and many other financial institutions to know their clients. 
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Question 21  Is there a need to review the law of intermediated shareholdings? (14.74) 

 

No comment. 

Question 22  Should the FCA review the regulation of stock lending by custodians? (14.75) 

 

Yes.  See the commentary at paragraphs 55 and 56 which outlines the constellation of risks and 

considerations surrounding stock lending. 

 

It should be noted that these concerns are unconnected with other market concerns about whether 

stock lending and the shorting of stocks leads to market instability.  The Respondent is merely 

concerned about whether the rewards for stock lending are sufficient for the risks undertaken. 

 

PART III – FIDUCIARY DUTIES OF INVESTMENT INTERMEDIARIES 

The natural expectations of a pension trustee by its beneficiaries 

24. As a beneficiary, my natural expectation is that the trustees of my pension scheme will act in my 

interests, and only in my interests, to provide me with a pension.   

25. I accept that the trustees of a defined benefit scheme need to balance the backstop provided by 

the employer against the employer’s obvious concern that scheme monies are invested in assets 

that bear some degree of risk.  This achieves a reasonable return on the investment and 

minimises the contributions made by the employer. 

26. As the beneficiary of a defined contribution scheme, I would also expect the trustees to act only 

in my interests and invest in assets that bear a moderate degree of risk, in order to maximise my 

ultimate pension within reasonable risk parameters. 

27. In each of these cases there are expectations that the trustee will only act in the interests of the 

beneficiaries and will place monies at reasonable risk in order to provide a pension. 

28. In setting out these expectations no mention is made of other activities that trustees typically 

carry out.  For example, ensuring proper custodianship of the assets and maintaining a set of 

accounts.  The expectation that such activities will be carried out is so absolute that an ordinary 

beneficiary would imagine the trustees might be sued if they were not. 

Consistency of expectations with the law 

29. My natural expectation appears to be consistent with the position set out in the Consultation 

Paper:   

(i) The core fiduciary duty appears to be the obligation of loyalty9, which is further clarified by 

the Law Commission into the four rules of i) no conflict, ii) no profit, iii) undivided loyalty and 

                                                           
9
 Bristol and West Building Society v Mothew [1998] Ch 1 at 18 
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iv) duty of confidentiality.10  Case law supports the position and it is understood that the 

interests of the beneficiaries usually means their best financial interests.  The word ‘best’ 

carries a connotation of ‘optimising’ the position or, at the least, not frittering away any 

advantage. 

(ii) The Consultation Paper makes reference to the Duties Connected to the Exercise of a 

Power11 of which the most interesting, for the purposes of this response, are the duty not to 

act under the dictation of another and the duty not to act capriciously. 

(iii) Finally, there is a Duty of Care12, which is of particular interest because it is closely related to 

the concept of risk.  It is noteworthy that focus is placed on the ‘ordinary prudent man’ who 

must bear in mind the position of other people and not just himself.  However, of equal 

interest, is the concept of the ‘ordinary prudent man’ and what that actually means.   

Summary of what a beneficiary might expect from a pension trustee 

30. At a high level, therefore, it appears that what might naturally be expected of a trustee by a 

beneficiary is indeed reflected in the various sources of applicable law.  However, further 

commentary is given in this Preface on the following aspects 

 Acting with undivided loyalty and avoiding a conflict of interest 

 The obligation on trustees to understand the investments being made 

 The obligation on investment advisers and investment managers to describe the 

investments being made 

 Strategy and role of investment advisers 

31. Before that, as the respondent is not a lawyer or pensions expert,  a simple comment is made on 

contract-based schemes, which will not be further addressed in this response. 

Contract based defined contribution schemes 

32. It seems counter-intuitive to suppose that the beneficiary of a contract-based scheme would 

expect anything more or less than the position described for trustee-based schemes.  For 

example, it is difficult to imagine the beneficiary of a contract-based scheme outlining the 

comparative advantages and disadvantages of the scheme to a friend or colleague who is in a 

trust-based scheme.  To most beneficiaries, who might be described as ordinary men and 

women, a pension scheme is a pension scheme.  It seems intuitively obvious that for all types of 

scheme, regardless of the current state of the law, the beneficiary expects the person ‘in charge’ 

to act only on their behalf and to maximise returns subject to a reasonable degree of risk. 

 

                                                           
10

 Fiduciary Duties and Regulatory Rules (1992) Law Commission Consultation Paper No 124 para 2.4.9 
11

 Chapter 6, paras 6.2 to 6.32 
12

 Chapter 6, paras 6.33 to 6.67 
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Recommendation 1 For contract-based schemes it is recommended that a person 

‘in charge’ can always be identified and that person should have fiduciary 

duties, in the widest sense, that are no more or less than those for trustee-

based schemes. 

 

Recommendation 2 It is suggested that the person ‘in charge’ is anyone with 

discretionary powers to invest on behalf of a beneficiary.  If that person invests 

in the same way across several contracts with individual beneficiaries then he 

should be treated as acting collectively for all of them, in the same way that a 

trustee acts for all the beneficiaries of a trust-based scheme, whether or not 

those people are employed by different legal entities. 

Acting with undivided loyalty and avoiding a conflict of interest 

33. From the point of view of a beneficiary, any transaction between the scheme and the employer 

of a defined benefit scheme requires greater care than transactions with other third parties.   

34. The trend to inject real estate which is rented back to the employer is should be concerning to 

both beneficiaries and the Pension Protection Fund. 

35. The reason is that such a transaction increases the level of risk that the scheme will not be able 

to meet its obligations. 

36. The employer has, it is understood, an obligation to stand behind a defined benefit scheme.  

Consider the position where an employer leases real estate from the scheme.  If the employer 

encounters financial difficulties the scheme is at risk of a loss of rent.  If this results in a 

requirement for cash injections from the employer it is clear that if the employer is already 

encountering financial difficulties then further cash injections will also be at risk.  Thus the 

scheme is at risk on two counts. 

37. By contrast, if the employer has leased the same real estate from a third party and fails to pay 

the rent it is the third party, and not the scheme, that is at risk.  The scheme assets, not being 

invested in the financial viability of the employer, are in a better position than outlined in the 

previous paragraph. 

 

Recommendation 3 It is recommended that trustees of defined benefit pension 

schemes be discouraged from entering into transactions with employers in 

relation to the scheme. 

 

Recommendation 4 It is further recommended that where it is in the best 

financial interests of beneficiaries to enter into such a transaction  then 

independent certification of the financial viability of the employer should be 

taken and paid for, without allowing the certificate provider to avoid or cap 

liability. 
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Recommendation 5 Finally it is recommended that the Pension Protection Fund 

should take specific account of such transactions in considering the financial 

status of the pension scheme. 

The obligation on trustees to understand the investments being made 

38. The case of Re Whiteley states that in exercising a power to invest, a trustee should 

 

“Take such care as an ordinary prudent man would take if he were minded to make an 

investment for the benefit of other people for whom he felt morally bound to provide.” 

39. It follows that the element of care is greater than he would exercise in making an investment for 

himself.  This is because the trustee knows his own financial circumstances and can make a 

better judgement of the overall risk of the investment  to himself than he can for the other 

people, whose circumstances he may not fully understand. 

40. It seems self-evident that taking greater care includes, but is not limited to, understanding 

thoroughly the investment being made, taking advice where appropriate and generally 

educating himself to at least the degree to which he would do if he was making the investment 

for himself and in many cases to a greater degree. 

41. A comparison may be made with the regulations relating to independent financial advisers, who 

must determine the financial position and objectives of the client.  The difference is that a 

trustee does not know the individual circumstances of the beneficiaries, but can be certain that 

the receipt of a pension is probably a key factor to their financial position. 

42. Regulations and a code of practice exist that relate to improving trustees’ knowledge and 

understanding.13  However, these do not appear to extend to ensuring that trustees have an 

understanding of investment principles. 

43. In the view of the respondent this position is unacceptable.  Some element of training in the 

investment process must surely be a requirement of at least one of the pension scheme 

trustees. 

44. Subject to limited exceptions, a trustee may make any kind of investment that they could make 

if they were absolutely entitled to the assets of the trust.14  Trustees have further obligations as 

to investment criteria, suitability of the investment, and the need for diversification.15   

45. What appears to be missing is a statement that the trustee must understand the nature of each 

investment sufficiently to take responsibility for the making of it.  This is because neither the 

investment adviser or the investment manager appear to have at least the same fiduciary duty 

to the beneficiaries as the trustee (though not being a lawyer the respondent has struggled to be 

sure on this point).   

                                                           
13

 Consultation Paper, paras 7.24 to 7.27 
14

 Consultation Paper, para 7.28 (1) 
15

 Consultation Paper, para 7.28 (3) 
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46. As the speech therapist says, investment intermediaries are looking after other people’s money.  

In the view of the respondent, one of those intermediaries must be identifiable and take full 

responsibility for understanding and authorising the investment being made.  It seems natural to 

suppose that that person stands at the start of the chain of investment intermediaries. 

47. Also in the respondent’s view, any lack of understanding by trustees about the investments 

being made is not ‘conducive to investment strategies in the best interests of the ultimate 

beneficiaries’. 

48. By analogy with the senior management of a business, very complex advice might be taken on 

tax or regulatory and other legal issues, but the shareholders still expect the directors to be 

competent enough to read the advice, ask appropriate probing questions, and take 

responsibility for acting on the advice.  

49. The following recommendation is made. 

Recommendation 6 It is recommended that trustees should not make 

investments from scheme assets without ensuring that at least one of the 

trustees has adequate competency either to make the investment themselves or 

the competency to take advice in relation to a proposed investment, to 

understand fully the advice taken, challenge the advice and ultimately take 

responsibility for declaring it to be consistent  with the Statement of Investment 

Principles. 

 

The obligation on investments advisers and investment managers to describe the 

investments being made 

50. Investment advisers appear to be able to limit their liability.16   

51. Investment managers are prohibited from excluding or limiting their liability for breach of a duty 

of care17 but the respondent understands that liability caps are accepted in practice. 18    It is also 

understood by the respondent that this duty of care extends only to ensuring that the 

investments made are within the agreed mandate.  

52. However, it is accepted that it might be difficult for a trustee to obtain a complete 

understanding of an investment if the investment adviser is not obligated to provide it.  

53. The following recommendation is made. 

Recommendation 7 It is recommended that investment advisers (in making their 

recommendations), or investment managers (in executing a mandate) should 

provide a complete statement in writing (Description of Investment”) for each 

recommended investment outlining the structure of the investment, the term of 

                                                           
16

 Consultation Paper, para 7.38 
17

 Consultation Paper, para 7.12 
18

 Consultation Paper, para 7.38 
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the investment, the risks involved, the potential rewards and, if appropriate the 

investment policy of any underlying investment manager.   

 

Where multiple investments of the same type are to be made for which only 

one overarching agreement is proposed, a proforma Description of Investment 

should be set out from which the investment manager is not permitted to 

detract. 

 

54. It is suggested that the documentation suggested in Recommendation 7 will not be onerous to 

produce and will, eventually, become standardised through use.  Indeed, the requirement to set 

out the risks will give investment advisers and investment managers the opportunity to protect 

themselves by making these risks clear to the trustee.  Trustees will have a clearer 

understanding of the investments being made and will be better able to assess whether the 

investment strategies being followed are in the best interests of the ultimate beneficiaries. 

55. One such example might be stock lending.  On the face of it a simple fee is earned for lending 

stock to a person who wants to short it. It is already accepted that security must be given for the 

stock but the investment adviser, in assessing the risks, would need to consider the types of 

security that might be given and the risks associated with those.  An assessment would also need 

to be made of the risks being undertaken by the person shorting the stock.  This would be 

necessary to see what risks they undertake, the probability of it being called upon and whether 

the security given is sufficient.  Such an assessment would need to reflect the probability of legal 

and other fees being incurred in order to call in the security and an overall comparison made to 

the fee being earned for lending the stock. 

56. The respondent has no direct experience of stock lending but, as a hypothetical trustee, would 

wish to consider these factors.  Importantly, a trustee would also seek assurance from the 

investment adviser that no other factors have been missed out.    The investment adviser, as a 

professional in the industry, should be able to provide this assurance. 

57. In summary, as outlined in Recommendation 6 (paragraph 52) and Recommendation 7 

(paragraph 56) above, it is suggested that an obligation on investment advisers and investment 

managers to fully describe investments being made, and an obligation on trustees to be 

sufficiently trained to understand and challenge these descriptions, will help to ensure that the 

power of investment is exercised by trustees in a manner “calculated to ensure the security, 

quality, liquidity and profitability of the portfolio as a whole”.19 

Strategy and the role of investment advisers 

58. A trustee can delegate investment discretion to a suitable, competent, investment manager who 

must act in accordance with the Statement of Investment Principles and who cannot limit their 

liability for breach of their duty of care.  It is assumed that the level of the duty of care is the 

same as it would be if the trustee were making the investments himself.20 

                                                           
19

 Consultation Paper, para 7.5 (2) 
20

 Consultation Paper, paras 7.10 to 7.13 
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59. A parallel is drawn between the senior management of a business who decide on strategy and 

then delegate the execution of that strategy to a competent but junior member of staff.  This is 

generally regarded as acceptable, provided appropriate control and supervision is exercised. 

60. What would not be acceptable is for the senior management to delegate the formulation of 

strategy itself and its execution to a junior member of staff.  The shareholders appoint the 

Directors and expect that responsibility for managing the company remains with them and is not 

delegated or abrogated. 

61. Similarly, the beneficiaries appoint the trustee and do not expect the trustee to be able to 

delegate away one of the main powers, which is to invest the scheme assets to provide a 

pension. 

62. However, any beneficiary, seeing the pressure that trustees are under and knowing that a 

trustee is not a professional investment adviser, will understand that specialist advice is required 

and that an investment adviser may be used. 

63. The concern is that heavy reliance on investment advisers may amount, in substance, to 

delegation of the investment power.  A mismatch of power without responsibility then arises if 

the fiduciary duties of the trustee are not also assumed by the investment adviser21 although 

case law appears to indicate that fiduciary duties may arise.22   

64. Indeed, investment advisers, who are knowledgeable professionals working in the industry, 

could be argued to owe a greater duty of care to find the right investment strategy for the fund 

than the trustees. 

65. As the position appears to be unclear, 

Recommendation 8 It is recommended that investment advisers  should owe a 

fiduciary duty to the beneficiaries of a scheme that is at least equal to that owed 

by the trustees of the scheme insofar as they relate to making a complete 

assessment of the appropriate investment strategy for a pension scheme. 

 

Recommendation 9 It is recommended that any assumption of fiduciary duty by 

an investment adviser should not absolve trustees of their fiduciary duties to 

the ultimate beneficiaries. 

 

  

                                                           
21

 Consultation Paper (Summary), paras S.42 and S.43 
22

 Consultation Paper, para 5.12 
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PART I - INTRODUCTION 

Background 

1. The Kay Review of UK Equity Markets and Long-Term Decision Making made 17 

recommendations. 

2. Recommendation 13 said that ‘The Government and relevant regulators should commission an 

independent review of metrics and models employed in the investment chain to highlight their 

uses and limitations’. 

3. The Government response said ‘The Government will *…+ explore with market participants, the 

regulators, academics and relevant representatives and professional bodies how best to 

stimulate more debate and economic analysis in this area.  We expect to set out further 

proposals early in the new year.’ 

4. This correspondent will be interested to see these proposals when they emerge.   

5. In the meantime, responses to the Law Commission Consultation Paper No 215 (Consultation 

Paper) were due by 22 January 2014.  Amongst other questions, the Law Commission has been 

asked to ‘evaluate whether fiduciary duties (as established in law or applied in practice) are 

conducive to investments strategies in the best interests of the ultimate beneficiaries.’ 

6. This correspondent has responded to the Consultation Paper.  In particular, I wanted to 

comment on some principles regarding investment methodologies  that might not be in the best 

interests of the ultimate beneficiaries.   

7. I also wanted to add to the debate regarding Recommendation 13.   

8. This paper draws these two strands together.  It is included within Appendix A of the response to 

the Consultation Document for ease of reference.  I am also sending it, though not requested, to 

the Chairman of the Select Committee for Business, Innovation and Skills in the hope that it will 

add to the proposed debate envisaged by the Government’s response to Recommendation 13. 

The objectives of this paper 

Objective 1.  To comment on some aspects of investment theory and use those comments to 

inform a response to Law Commission Consultation Paper No 215, Fiduciary Duties of 

Investment Intermediaries. 

Objective 2.  To make introductory comments relevant to the proposed debate envisaged by 

the Government’s response to Recommendation 13 of the Kay Review of UK Equity Markets 

and Long-Term Decision Making. 
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9. The rest of this paper proceeds as follows: 

 Part II considers Some Aspects of Investment Theory 

 Part III summarises conclusions and makes recommendations for debate 

10. As a technical matter, the respondent confirms that this paper was written entirely by him and 

represents his own views only.  The respondent, John Needham, asserts his right under the 

Copyright, Designs and Patents Act 1988 to be identified as the author of this work.  © John 

Needham 2014.  Permission is granted to the Law Commission to publish an extract of this 

response, or the response in its entirety, in Law Commission publications.  Emails to 

john@johngneedham.com please. 

PART II – SOME ASPECTS OF INVESTMENT THEORY 

Background 

11. Recommendation 13 refers to ‘metrics and models employed in the investment chain’.   

12. This correspondent believes that i) theory concerning the construction of portfolios of 

investments, and ii) asset pricing in the stock market are of particular relevance to the debate. 

 

This correspondent argues that : 

 the mean-variance approach to building portfolios may either be unreliable over the 

investment time-scales of pension funds and unnecessary if underlying fund 

investments use the methodology when the pension scheme trustees have already 

taken steps to diversify the investments made; 

 some aspects of short-termism in the stock market are driven by investment theory 

rather than speculative transactions; 

 well-respected theories of asset pricing in the stock market lead to the conclusion 

that some transactions add little or no benefit to the potential growth in value of a 

pension fund portfolio.  Associated transaction costs are therefore positively 

detrimental to growth in valuations. 

As well as appealing to theory, the categories of investment that are available to a pension fund are 

also considered at a high level, in light of the foregoing arguments.  Suggestions for new types of 

investment vehicle are made that others may wish to debate. 

The obligation to diversify the investments of a pension scheme. 

13. There is an obligation on occupational pension scheme trustees to ensure that the power of 

investment is exercised in a manner calculated to ensure the security, quality, liquidity and 
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profitability of the portfolio ‘as a whole’.1  The regulation was introduced in 2005 and will be 

referred to as Reg 4(3). 

14. Again, in relation to occupational pension schemes, regulations require that the assets should be 

properly diversified to avoid excessive reliance on any particular asset, issuer or group of 

undertakings and so as to avoid accumulations of risk in the portfolio ‘as a whole’.  This will be 

referred to as Reg 4(7). 

15. Similarly, many defined contribution schemes offered by employers give the employee a choice 

of funds in which to invest.  Again, there is an emphasis on portfolios of investments. 

16. Reg 4(3) means that trustees do not need to consider each individual investment and its risk 

/reward characteristics.  This is because a risk-averse approach,  applied to every investment, 

might lead to low growth in asset valuations.  Ultimately the pension obligations of a defined 

benefit scheme or the pension aspirations of beneficiaries in a defined contribution scheme 

might not be met. 

17. Instead, by looking at the portfolio ‘as a whole’, the trustee is able to balance some investments 

which have a higher risk / reward profile with others that have a lower risk / reward profile and 

hence improve the overall growth in value of the portfolio ‘as a whole’. 

18. However, many pension schemes invest in underlying funds.   This correspondent is aware of 

one £130m defined benefit scheme that is invested in around 20 funds.  It is assumed that the 

number and type of funds is designed to meet the requirement of Reg 4(7) to ensure that assets 

are properly diversified. 

19. If a pension scheme meets the diversification requirements of Reg 4(7) by investing in a number 

of diverse investments, including funds, it is useful to understand how the risk / reward 

characteristics of the underlying fund / portfolio ‘as a whole’ depend on the risk / reward 

characteristics of its underlying investments.   

20. This is considered in the next section, where the word portfolio is used synonymously with the 

word fund. 

21. The concern is that an occupational pension scheme which is already diversified in line with Reg 

4(7) may obtain further risk reduction by investing into a fund.  This additional layer of risk 

reduction may not be necessary if the pension scheme is already diversified.  Crucially, this may 

limit the growth in value of the pension scheme over many years. 

22. A similar concern arises for members of defined contribution pension schemes who invest in so-

called mean-variance portfolios (to be discussed later), which include tracker funds. 

                                                           
1
 Consultation Paper, para 7.5 (2) 
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The return on a portfolio of investments 

23. The anticipated return on a portfolio of investments can be calculated very simply.  It is just the 

average of the anticipated returns on the underlying assets, taking into account the relative 

proportions of each investment within the portfolio. 

24. Some examples may assist a trustee in understanding this: 

 Two investment assets are combined into a portfolio.  An equal amount is invested 

in each.  The first investment is anticipated to have a return of 2% and the second is 

anticipated to have a return of 4%.  Because an equal amount is invested in each 

asset, the anticipated return of the portfolio as a whole is 3%. 

 The same two investments are combined but three times as much is invested in the 

investment anticipating a 2% return as in that anticipating a 4% return.  The 

anticipated return of the portfolio as a whole is 2.5% (3 x2% plus 1x4% divided by 4 = 

2.5%).  The anticipated return of the portfolio is much closer to the anticipated 

return on the 2% asset because much more is invested in that asset than the other. 

 

In the rest of this document this will be referred to as ‘Example A’. 

 Two investments of equal amount are invested in an asset which has an anticipated 

return of 2% and another asset which has an anticipated return of -2% (i.e. it is 

expected to lose money!).  Because an equal amount is invested in each asset, the 

anticipated return is zero (2% plus -2% divided by 2 = 0).   

 

Bringing a loss-making investment into a portfolio reduces the profitability of the 

portfolio as a whole. 

 

In the rest of this document this will be referred to as ‘Example B’. 

25. The anticipated return on a portfolio can always be computed in this way, regardless of whether 

the assets are ‘diversified’ or not.   

26. If a trustee buys a share in Company X with an anticipated return of 5% and another share (for 

the same amount) in Company X the anticipated return on the two shares in Company X is still 

5%.  Equally, if a share is bought in Company X and a share is bought in Company Y, which also 

has an anticipated return of 5%, the anticipated return of the portfolio as a whole is still 5%.  

Nothing is affected by whether Company X and Company Y are similar or not. 

Conclusion 1  The anticipated return on a collection of assets is not affected by whether the 

collection of assets is diversified or not.  As discussed in the next section, what 

diversification achieves is a reduction in overall risk. 

Conclusion 2  Investing in an asset which is anticipated to make a loss will damage the 

profitability of the portfolio as a whole.  This simple statement becomes important when an 
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investment is made into a portfolio of assets.  The probability of a proportion of assets not 

performing as anticipated must be evaluated very carefully.   

 

The result may show that whilst each asset may appear valuable on its own, portfolio-level 

assessments which assign a probability of non-performance to each asset may show that 

statistically the portfolio is not expected to make a good return.   

 

For example a portfolio of property mortgages may individually appear profitable but even a 

small level of default on the mortgage could result in a sharp fall in profitability of the 

portfolio. 

The riskiness, or volatility, of a portfolio of investments 

27. Almost all investments are sometimes worth a little more than expected and sometimes a little 

less than anticipated.  An investment that is anticipated to return 5% may return 5.2% in one 

year but only 4.5% in another.  These discrepancies to the anticipated return do not persuade 

the investor to adjust his anticipated return of 5%.  The slight excess in one year and deficit in 

another is referred to as the riskiness, or volatility, of the investment. 

28. Some examples may assist. 

(v) Investment A is anticipated to return 5% but experience shows that sometimes the 

return can be as high as 6% and sometimes as low as 4%.  Investment B also has an 

anticipated return of 5% but this is sometimes as high as 5.5% and sometimes as low 

as 4.5%.  Investment A is described as having higher volatility than Investment B.   

 

All other things being equal, an investor might prefer Investment B over Investment 

A because valuations from one year to the next will be smoother, and less worrying, 

than the bumpy ride to be experienced with Investment A.  As shown previously, 

whether money is invested in Investment A or Investment B or a combination of 

both, the anticipated return is computed to be 5%. 

(vi) Investment A, as before, is anticipated to return 5% but experience shows that 

sometimes the return can be as high as 6% and sometimes as low as 4%.  This time 

Investment B also has an anticipated return of 3% but this is sometimes as high as 

3.5% and sometimes as low as 2.5%.  The investor is now in a quandary. He likes 

Investment A because it has a higher anticipated return, but he likes Investment B 

because it has lower volatility.  Which investment should he choose, or should he 

choose a combination of the two? 

(vii) In this example Investment A and Investment B are as in the previous example.  In 

addition, Investment C also has an anticipated return of 3% which is sometimes as 

high as 3.5% and sometimes as low as 2.5%.   

 

However, the investor notices that when Investment A has a greater than expected 

return (i.e. more than 5%) Investment C often has a less than expected return (i.e. 

less than 3%) and vice versa.  In contrast, the investor notices that when Investment 
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A has a greater than expected return (i.e. more than 5%) Investment B often also has 

a higher than expected return (i.e. greater than 3%) and vice versa.   

 

Suppose that the investor could buy equal amounts of Investment A and Investment 

B (Portfolio 1) or Investment A and Investment C (Portfolio 2).  In both cases, as we 

have seen, the expected return will be 4% (i.e. the average of 5% and 3%).   

 

For Portfolio 2, in the years when Investment C slightly underperforms, Investment 

A often slightly over performs: the outperformance of Investment A would therefore 

compensates to some extent for the underperformance of Investment C, and vice 

versa. 

 

By contrast, Portfolio 1 will not achieve this compensating effect because when 

Investment A outperforms so does Investment B and vice versa. 

 

This means that although Portfolios 1 and 2 have the same anticipated return, the 

compensating effect within Portfolio 2 will result in a less bumpy ride (or lower 

volatility or lower risk) than Portfolio 1.   

 

Thus, if the investor wanted to combine Investment A with either of Investment B or 

C, he would choose to combine it with Investment C because although the 

anticipated returns of the portfolios are equal, the risk in Portfolio 2 is lower. 

 

In the rest of this document this will be referred to as ‘Example C’. 

29. Example C demonstrates one aspect of modern day portfolio theory.  Investments whose 

volatility results in slightly compensating effects are combined together to reduce the volatility 

of the portfolio as a whole. 

Mean-variance portfolios 

30. A complex mathematical procedure (and ultimately computer programs where the number of 

assets involved is more than even three of four) is able to find a solution that minimizes the 

volatility of a portfolio involving all three of the assets. 

31. The solution depends on the anticipated return of each asset, the volatility of each asset and, 

importantly, the covariance of the asset with each other asset in the portfolio.  The covariance 

measures whether the volatility of one asset compensates for the volatility in another and the 

extent of that volatility.  Thus, an asset with a high anticipated return, low volatility and negative 

(compensating) covariance with some of the assets is likely to occupy a higher proportion of the 

portfolio than others. 

32. A mean-variance portfolio methodology is one which combines investment assets in such a way 

that for a given anticipated return on the portfolio, the volatility is minimised.  A glimpse into the 

methodology used was given by Example C. 
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33. The thought of minimising the bumpiness of the ride as each year passes is appealing.  An 

investment manager will relish the thought of showing his client year-on-year increases in the 

value of the portfolio, especially if the valuations are close to expectations because the volatility 

of the portfolio has been reduced. 

34. Many books, and the internet, cover the theory of mean-variance portfolios.2  Those who follow 

the methodology are known as mean-variance optimisers3, variance being the statistical name 

given to the measurement of risk or volatility. 

35. However, appealing though the reduction of volatility may be, it is worth considering two 

characteristics of pension funds: they have long investment horizons and Reg 4(7) requires the 

trustee to ensure the portfolio is diversified. 

36. Over a long investment horizon, say 10 years, the question arises whether two companies will be 

so stable that their covariance is also stable over all that time.  Businesses constantly strive to 

innovate and it seems unlikely that over a long period of time the covariance between two 

businesses will be stable.  The mean-variance portfolio, however, takes into account the 

covariance between every asset and every other asset in the portfolio.  It would arguably be 

astonishing if the currently estimated covariances were to remain stable.  Even the anticipated 

returns and volatility of each company is likely to change over time. 

37. In other words, the computation of the weighting of assets in the portfolio is likely to be wrong 

in the long-run. 

38. One set of lecture slides contains the following comments4: 

 

Up until the mean-variance analysis of Markowitz5 became known, an investment advisor would 

have given you advice like: 

 

  If you are young you should be putting money into a couple of good growth stocks, maybe 

even into a few small stocks.  Now is the time to take risks. 

 

  If you’re close to retirement, you should be putting all of your money into bonds and safe 

stocks, and nothing into the risky stocks – don’t take risks with your portfolio at this stage in 

your life. 

39. The concern is that this situation persists when the timescales are long.  Even when timescales 

are short, the well documented herding instinct within the equity markets shows that in difficult 

times stocks can become highly positively correlated (meaning they don’t compensate for each 

other).  In other words, covariances cannot be relied upon to remain stable over time. 

                                                           
2
 Investment Science (1998) David G. Luenberger ISBN 13 978-0-19-510809-5 is just one of them. 

3
 Ibid, page 173 

4
 www.kellogg.northwestern.edu/faculty/papanikolaou/htm/finc460/ln/lecture1.pdf 

5
 Markowitz worked out the complicated mathematics underlying mean-variance analysis in the early 1960s 
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Using the mean-variance approach 

40. An argument could be made for adopting a mean-variance approach in relation to that part of 

the portfolio which is needed to pay pensions within a time-scale of, say, the next three years, 

though other low-risk investments would be likely to be considered as well.   

41. Beyond that time horizon, wouldn’t those involved prefer to try to maximise growth in value 

than minimise volatility in order to make the journey less bumpy? 

42. This correspondent referred in the opening section – Portfolios of Investments – to a £130m 

defined benefit pension scheme.  It was noted that the scheme was already invested in 20 

different funds, which it was assumed achieved risk diversification.  If those underlying funds 

also adopt a mean-variance approach, when the scheme is already diversified, the growth in 

value of the scheme assets may be constrained unnecessarily. 

43. It is understood that the beneficiaries of a defined contribution scheme are often ‘offered’ a 

selection of funds from which a single fund must be chosen into which contributions are 

invested.  Would it not make greater sense for a selection of diverse investments to be offered 

and to allow the beneficiary greater autonomy in deciding what long-term investments to put 

his or her money into when the time-scale can stretch over many years? 

44. A fund offering such diversified funds might be extremely large in capitalisation in order to 

accommodate the wide variety of investments that could be made.  For example, a fund might 

wish to participate in a public/private infrastructure partnership or to fund R&D in a start-up 

company, or to invest in and run a school.  All of these types of investments have long-term 

horizons in which risk is borne in the development stage which reduces as the project is 

‘developed’ and eventually begins to generate a positive cash-flow.  The key to such a fund is the 

diversity of its investments.   

Portfolios - Summary 

45. It is worth repeating Reg 4(7) which states that the assets should be properly diversified to 

“avoid excessive reliance on any particular asset, issuer or group of undertakings and so as to 

avoid accumulations of risk in the portfolio as a whole”. 

46. Reg 4(7) does not, it is thought, require trustees to adopt a mean-variance approach in which 

potential growth in value is sacrificed for a reduction in volatility. 

 Example D shows that Investments A and D have no connection with each other but both 

have an anticipated yield of 5%.  Investing equal amounts in each (and, obviously , other 

unrelated investments) achieves diversification.   

 In contrast, investing all of the money in either Investment A or Investment D might result in 

an accumulation of risk in the portfolio as a whole. 

 Combining Investment A with Investment B reduces the potential growth of the portfolio 

and achieves a reduction in volatility.  This may not be a price worth paying over a long 
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investment horizon.  In addition, as discussed below, theory by Professor Shiller may 

indicate that the price to earnings ratio of the low yielding stock (Investment B) may be high 

and suggest a prospective fall in value for what was thought to be a ‘safe’ stock. 

 Reg 4(7) already permits assets to be invested in diversified funds which do not follow the 

mean-variance approach. 

Asset Pricing in the Stock Market 

47. On 8 December 2013 Eugene Fama, a Professor of Finance at the University of Chicago Booth 

School of Business stood up to address an audience prior to a dinner in his honour.  The title of 

his lecture was “The Two Pillars of Asset Pricing” and it referred in large part to work done by 

him in a PhD thesis titled “The Behaviour of Stock Market Prices”.  His thesis aimed to show that 

the past history of a share’s price cannot be used to predict rises or falls in the share’s price in 

the future.  The dinner in his honour was to celebrate the award of a Nobel Prize for this and 

other work. 

48. Fama’s work is intimately related to a theory called the Efficient Markets Hypothesis.  Although 

there are various forms of the hypothesis, it broadly says that all known information about a 

company is immediately reflected in that company’s share price.  Thus the share’s price is always 

the correct price. 

49. In other words, it is impossible to beat the market by buying shares when the price is lower than 

it should be and selling it when it is higher than it should be.  If the share’s price is always the 

correct price the price will never be lower than it should be or higher than it should be. 

50. The implication of the Efficient Markets Hypothesis is that there is no rational reason to buy or 

sell a share on the basis of its past price history. 

51. A further implication, it is argued, is that because the future movement of a share’s price is 

dependent on new information which could, randomly, be ‘good’ or ‘bad’ (all old information 

having been reflected in the price) the next movement in the share price must be random.  This 

might be a difficult theory to believe, but Fama won a Nobel prize for proposing it. 

52. Thus, if a share’s price has fallen, that should be regarded as in the past.  The event that caused 

the fall in price just has to be accepted because nothing more can be done about it.  Most 

importantly, just because a share’s price has fallen does not mean that it will fall any further.  

Neither does it mean that the price will rise.  The share’s price is the correct price for the current 

circumstances of the company and nothing more can be predicted about future price changes. 

53. It is important to note that this proposition is based on the assumption that investors undertake 

fundamental analysis of a company’s prospects and that is reflected in the share price. 

54. However, sharing the same lecture theatre on 8 December 2013 was Robert Shiller a Professor 

of Economics at Yale University whose lecture was titled “Speculative Asset Prices”.  He was a 
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joint winner of the Nobel prize with Eugene Fama and (and also Lars Peter Hansen, also of the 

University of Chicago). 

55. In contradiction to Fama, Shiller believes the volatility of the stock market was greater than 

could plausibly be explained by any rational view of the future.6  His hypothesis is that trading 

decisions on the stock market are often driven by emotion, instead of rational calculation, and 

lead to bubbles and crashes. 

56. Anyone can view two graphs produced by Shiller on Wikipedia.7  The first is a Graph of the Real 

S&P Stock Price Index  in comparison to Corporate Earnings and Dividends.  As of 2008 the price 

of the S&P appeared to be high compared to earnings and dividends  and was followed by a 

crash in the stock market.  The second shows the outcome of investment decisions, compared to 

the price / earnings ratio of the stock at the time the investment was made.  It appears to show 

that investors who commit their money to an investment for a full ten years when prices are low 

relative to earnings do better than when the p/e ratio is high. 

57. Shiller is quoted as saying that “People still place too much confidence in the markets and have 

too strong a belief that paying attention to the gyrations in their investments will someday make 

them rich, and so they do not make conservative preparations for possible bad outcomes.” 

58. This correspondent does not intend to judge which of two Nobel Prize winners is correct.  But 

there does appear to be a common conclusion, even if the two professors disagree on most 

things. 

 Fama says that the share price is always the correct price, with the result that share 

price performance should not dictate whether to buy or sell a share.  Underlying 

Fama’s theory is that fundamental analysis of a company reveals the correct share 

price, which is instantaneously reflected in actual market prices. 

 Shiller says the market is irrational and driven by emotion.  At a particular point in 

time Shiller is unconfident that the market price is the correct price.  Over a long 

time horizon, however, Shiller points directly to tangible factors, such as the ratio of 

share price to earnings as guides to whether to buy or sell.  Furthermore, Shiller 

advocates preparing for possible bad outcomes, by which he presumably means 

diversifying investments away from the stock market in case emotion-based herding 

behaviour causes the market to fall significantly. 

Conclusion 3  Leading academics with opposing theoretical views appear to agree on one 

thing: corporate valuations should be based on an assessment of the fundamentals rather 

than share price movements. 

                                                           
6
 Do stock prices move too much to be justified by subsequent changes in dividends?  American Economic 

Review (1981) 
7
 En.wikipedia.org/wiki/Robert_J._Shiller, from Irrational Exuberance (2

nd
 Ed.) Princeton University Press.  ISBN 

0-691-12335-7 
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Conclusion 4  Neither Fama or Shiller, advocate buying or selling shares based on recent 

price performance. 

Conclusion 5  Both Fama and Shiller have theories that ultimately appeal to fundamental 

analysis of corporate results. 

Conclusion 6  Shiller believes the response to corporate results can, nonetheless, be 

irrational and appears to advocate holding a diverse portfolio of investments that goes 

beyond the stock market.  

Conclusion 7  A focus on fundamental analysis rather than technical factors might 

encourage a shift back to owning rather than trading for short-term profit. 

Transaction costs that are detrimental to a growth in valuations 

59. A cost incurred when a portfolio of investments has a very long-time horizon acts like an 

investment with negative compound interest. 

60. As an example, suppose that £100 could be invested in the equity markets with a yield of 6.5% 

per annum (capital growth plus dividends) and that the long-term inflation rate is 2.5%.  After 20 

years of compound growth at 6.5% the investment would be worth £320.  In today’s money (i.e. 

after taking inflation into account) that would be £215.   

61. This means that if you incur a cost of £100 today you are giving up £215, calculated in today’s 

money, 20 years into the future.  This is because not only are you giving up the £100 but you are 

also giving up the ability to earn a further £115 by investing it.  So any cost of £100 incurred 

within the investment portfolio should really be thought of as an ultimate cost to the 

beneficiaries of £215, because that is how much less the fund will be worth in 20 years’ time. 

62. Cost control within an investment portfolio is very important. 

The mean-variance approach revisited 

63. As discussed previously, the mean-variance approach finds a way to combine assets so that risk 

can be mitigated. 

64. The method relies on the volatility in share price of one share compensating for the volatility of 

another share’s price, called covariance (which would be negative if one share compensates for 

another and positive if it does not).  The method can be extended to holding many assets in a 

portfolio. 

65. Vital to the computation of the mean-variance portfolio is an assessment of the covariance.  This 

is not fixed in stone and must be continuously updated. 
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66. The continuous updates themselves continuously cause the proportion of each asset held within 

the portfolio to change. That results in purchases and sales of shares in order to readjust the 

portfolio. 

67. Hence there is a technical reason why share purchases and sales can often occur which are not 

the result of speculation in the market place. 

Conclusion 8  Adopting the mean variance approach requires continuous updates of market 

statistics which can lead to transactions with associated costs.  These costs are the direct 

result of adopting the mean-variance approach.  Trustees need to balance the benefit of risk 

reduction (when the pension scheme portfolio may already be risk-diversified) against the 

loss in value to the portfolio of incurring transaction costs and stamp duty. 

Conclusion 9  Risk minimisation is already prescribed by Reg 4(7) which encourages the 

holding of a diverse range of investments.  The use of the mean-variance methodology in 

underlying funds (if it is used) may add a layer of unnecessary risk minimisation and cost 

over the long time-scales in which a pension fund makes its investments. 

68. As previously noted, the question for trustees is whether they wish to follow a mean-variance 

approach and whether they know if it is being followed in an underlying fund. 

PART III – CONCLUSIONS AND RECOMMENDATIONS 

Conclusions 

69.   The following is a summary of the conclusions reached in this document. 

Conclusion 1  The anticipated return on a collection of assets is not affected by whether the 

collection of assets is diversified or not.  What diversification achieves is a reduction in 

overall risk. 

Conclusion 2  Investing in an asset which is anticipated to make a loss will damage the 

profitability of the portfolio as a whole.  This simple statement becomes important when an 

investment is made into a portfolio of assets.  The probability of a proportion of assets not 

performing as anticipated must be evaluated very carefully.   

 

The result may show that whilst each asset may appear valuable on its own, portfolio-level 

assessments which assign a probability of non-performance to each asset may show that 

statistically the portfolio is not expected to make a good return.   

 

For example a portfolio of property mortgages may individually appear profitable but even a 

small level of default on the mortgage could result in a sharp fall in profitability of the 

portfolio. 
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Conclusion 3  Leading academics with opposing theoretical views appear to agree on one 

thing: corporate valuations should be based on an assessment of the fundamentals rather 

than share price movements. 

Conclusion 4  Neither Fama or Shiller, both winners of the Nobel Prize, advocate buying or 

selling shares based on recent price performance. 

Conclusion 5  Both Fama and Shiller have theories that ultimately appeal to fundamental 

analysis of corporate results. 

Conclusion 6  Shiller believes the response to corporate results can, nonetheless, be 

irrational and appears to advocate holding a diverse portfolio of investments that goes 

beyond the stock market. 

Conclusion 7  A focus on fundamental analysis rather than technical factors might 

encourage a shift back to owning rather than trading for short-term profit. 

Conclusion 8  Adopting the mean variance approach requires continuous updates of market 

statistics which can lead to transactions with associated costs.  These costs are the direct 

result of adopting the mean-variance approach.  Trustees need to balance the benefit of risk 

reduction (when the pension scheme portfolio may already be risk-diversified) against the 

loss in value to the portfolio of incurring transaction costs and stamp duty. 

Conclusion 9  Risk minimisation is already prescribed by Reg 4(7) which encourages the 

holding of a diverse range of investments.  The use of the mean-variance methodology in 

underlying funds (if it is used) may add a layer of unnecessary risk minimisation and cost 

over the long time-scales in which a pension fund makes its investments. 

Recommendations 

Recommendations concerning pension fund trustees 

 

Recommendation 1 It is recommended that the pension fund trustees should be 

provided with guidance or training on portfolio theory  and diversification in order 

to properly assess the level of risk mitigation being taken at the portfolio level and 

within fund investments, if they don’t already have it. 

 

Recommendation 2 For the avoidance of doubt, trustees should be provided with 

guidance that references to ‘portfolio’ in Reg 4(3) and Reg 4(7) should not be 

regarded as a requirement to adopt the mean-variance approach implicit within 

much academic theory on building portfolios of assets.  Guidance should indicate 

that ‘portfolio’ is merely a reference to the collection of investment asset which 

are required to be properly diversified. 

 

Recommendation 3 Trustees should not make or allow to be made investments 

which are not accompanied by an investment appraisal that clearly sets out the 



Page 15 of 17 
 

nature of the investment and a full assessment of the potential risks and rewards.  

Trustees should not invest in black-box structures.  

 

Recommendation 4 Trustees should require further analysis of any investment into 

a portfolio of underlying assets to ensure that systemic issues of potential risk are 

fully identified and incorporated into valuations. 

 

Recommendations concerning investment intermediaries 

 

Recommendation 5 To enable compliance with Recommendations 3 and 4, 

investment intermediaries should provide trustees with documentation 

demonstrating whether fundamental analysis has been undertaken that justifies 

investments made or whether investments have been made based on non-

fundamental analysis such as share price histories, technical analysis, correlation 

coefficients and covariance analysis of sets of stocks. 

 

For example, hedge funds and other more esoteric funds should be prepared to 

clearly explain what they do in order to be allowed to attract pension scheme 

investments. 

 

Recommendations concerning investors in defined contribution pension 

schemes 

 

Recommendation 6 Investors in defined contribution schemes should be offered 

the chance to invest in managed ‘funds’ which invest across diversified asset 

classes with the objective of achieving long-term growth without attempting to 

adopt a mean-variance approach to the combination of investment assets. 

 

Recommendation 7 Investors in defined contribution schemes should be offered 

the chance to positively elect into funds that follow a mean-variance approach, 

which may be useful as investors approach retirement and wish to become more 

certain of their portfolio value even at the expense of growth within it. 

 

Recommendations concerning new types of investment vehicle 

 

Recommendation 8 The Government should encourage the creation of new types 

of investment vehicle that allow diversification over long investment horizons 

based on fundamental analysis rather than technical analysis of price movements. 

 

The benefit of such encouragement is the creation of a greater range of funds in 

which the manager is not frightened to move far from a benchmark index.   

 

Performance measures should not include reference to indices where funds are 

not, by their nature, index funds. 

 

 The writer offers the following examples: 
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 Once and for all funds.  New money from investors is invested in as diverse a 

manner as possible, taking into account the existing portfolio.  The investment is 

never sold.  90% of Income from any investment must be passed to the investors 

to choose how they further invest it.  The fund is tax transparent.  Similar to 

Investment Trusts but transaction costs are minimised and the fund is attractive 

to investors who believe the costs of investment churn are a major impact to 

growth in pension fund valuations.   

 

 Narrow focus index funds.  The Government to continue to encourage the 

creation of a diverse range of index funds that allow pension fund trustees to 

diversify their investments whilst adopting a mean-variance approach to risk 

minimisation (which is implied by the technical construction of an index fund).  

Such index funds to measure much narrower areas of business than, for example, 

the FTSE 350 or S&P 500.  The writer notes the stamp duty exemptions already 

proposed in this area. 

 

 The Government to encourage the development of businesses that have a 

narrow focus on one specific area, allowing management to be very clear about 

what they do, investors to make choices about how to diversify their portfolio 

(without having to invest in businesses that are themselves a portfolio of 

investments) and narrow focus index funds to include them in the index.  

 

 Rotational Diversification Funds: Funds that specify, for example, twenty 

different business areas in which they may invest but which are obliged to invest 

in a maximum of, say, five of those diverse areas at any one time based on 

fundamental analysis.  The fund rotates its investments from one business area to 

another according to fundamental analysis rather than technical analysis of share 

price movements.  The fund may remain invested in specific business areas for 

many years. 

 

Trustees reading the prospectus can use such a fund to achieve diversification at 

the portfolio level and also know that fundamental analysis is moving cash-flows 

towards industries that are expected to produce good returns in the future.  Such 

a fund provides additional choice and is easy to understand for the investor. 

 

 Inflation linked bonds.  The Government to  restart the sale of inflation linked 

bonds and make them available to those aged within ten years of their normal 

retirement date for acquisition through their pension scheme.   

 

The total amount that may be held by an individual to be limited to an estimate by 

the Office for National Statistics of the items that make up the most basic 

expenses of pensioners such as food, heating, water bills, council tax and care-

home fees.  The measure of inflation to be by reference to such basic necessities. 

 

Individuals investing in these can be confident that whatever else happens their 

basic costs are inflation proof. 
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Such bonds to be allowed to be passed free of IHT from a deceased person’s 

estate to UK Nationals provided they are transferred to a pension fund and 

subject to limits noted above. 

 

N.B. Banks cannot argue that deposits are being diverted away from them 

because this money is either already in a pension fund or being paid into a 

pension fund and could not have been deposited with a bank. 

 

Recommendation concerning the Office for National Statistics 

 

Recommendation 9 Office for National Statistics to be asked to provide clear 

information that allows people to make a better judgement of what they might 

need in retirement to survive at a basic level in line with the above 

recommendation on inflation linked bonds. 

 

Recommendations concerning areas for research 

 

Recommendation 10 The Government to consider ways to encourage research into  

investment strategies and methodologies with practical value in the market, and 

the dissemination of such findings in digestible format to pension fund trustees 

and any other investor that wishes to receive it. 

 

Recommendation covering performance metrics in industry 

 

Recommendation 11 The writer understands the directors of listed companies often 

have performance metrics that include a reference to the share price and index of 

the business area that their business is listed under.  The writer believes 

performance metrics should not include references to stock market indices as 

these are circular and encourage herding behaviour. Nor should metrics include 

references to the share price which is subject to market forces and, possibly, 

investor sentiment that is not under the control of management. 

 

 The recommendation is that fundamental performance metrics should be 

encouraged such as a combination of inflation adjusted cash-flow generated and 

distributed to shareholders and market value of a companies fixed assets.  

Performance metrics that do not use indices or the share price may be a subject 

for debate. 
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Kingdom. A rigorous examination system is supported by a programme of continuous professional 

development and a professional code of conduct supports high standards, reflecting the significant 
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Dear Dr Akinbami 

 

Fiduciary Duties of Investment Intermediaries 

 

The Institute and Faculty of Actuaries (IFoA) welcomes the opportunity to respond to the Law 

Commission’s Consultation Paper (CP) ‘Fiduciary Duties of Investment Intermediaries’.  This 

response has been compiled by members of the IFoA who work across a range of disciplines.  The 

IFoA would encourage the Law Commission to consider the aggregate effect of its recommendations, 

not just from the perspective of individual schemes and beneficiaries, but whether the overall outcome 

is desirable for society as a whole. 

 

The IFoA has limited the response only to questions where a response falls within our expertise. 

 

2. Do consultees agree that the law reflects an appropriate understanding of 

beneficiaries’ best interests? 

 

Some beneficiaries may have no immediate economic interest in the investment strategy followed by 

a pension scheme.  To the extent that the employer and the Pension Protection Fund stand behind a 

scheme, and a member is high in the priority order for a scheme, their benefits are fixed and 

unaffected by asset performance.  The ‘best interests’ of a diverse group of beneficiaries can thus be 

very difficult to determine.  In practice, this is therefore subject to legal advice, based upon precedent.  

 

Our understanding is that current case law generally provides that the best interests of the 

beneficiaries are served by trustees acting in the beneficiaries’ best financial interest.  The IFoA 

supports the idea that ‘best interests’ should be interpreted more broadly than just being the short-

term financial return of the fund, as suggested in the consultation paper.   

 

We note (section 10.10) that one example of how the law has evolved is to incorporate ESG 

considerations.  Further evolution would also be beneficial were it to allow the consideration of 

beneficiaries’ best interests from a longer term, more holistic perspective, having regard to global 

social, political and economic factors.  The implications of resource limitations and climate change for 

example, may not emerge for many years but may have profound implications for corporate strategies 

in the meantime.  

 

6. Do consultees agree that the law permits a sufficient diversity of strategies? 

 

In our view, the law permits a great diversity of strategies.  There is potentially some timidity on the 

part of trustees, or their advisers, to leaving the safety of the “investor herd”.  One of the factors in 

such behaviour would be a fear, perhaps misplaced, that their decisions would be tested against 

those of their peers in a Court of Law.  Nonetheless, it is clear from our experience that pension 
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schemes employ a broad range of strategies.  Competitive and marketing pressures have been 

successful in encouraging the development and adoption of new strategies.  

 

7. Do consultees agree that the main pressures towards short-termism are not caused by 

the duty to invest in beneficiaries best interests? 

 

Although the duty to invest in best interests could reasonably be interpreted by a trustee board in 

terms of long term, rather than short term, returns, this may be difficult to achieve for a number of 

reasons.  Primarily, measurement of success is often much easier in the short term.  Trustees can 

face understandable pressure to replace portfolio managers on the basis of poor short term 

performance and would expect their investment consultants to catch problems early.  Managers 

willing to face short term risk in return for long term gain are, therefore, likely to see mandates 

terminated.  

 

In our view, trust is an important component of the ability to operate on a longer term basis.  A 

portfolio manager, who has confidence in the relationship with a trustee board, should also be more 

confident to focus on long term performance.  It could be that trust is more difficult to maintain in an 

extended investment chain, but relatively easier for funds with sufficient scale to employ ‘in-house’ 

portfolio management.  

 

8. Do consultees agree that the law is right to allow trustees to consider ethical issues 

only in limited circumstances? 

 

The broader interest, not just of beneficiaries, but of society as a whole, could be a factor that trustees 

and investors are able to take into account.  It appears odd that ethical behaviour could be regarded 

as illegal. 

 

As shareholders, the trustees could have freedom to invest only in company management that 

exercises stewardship with integrity and in accordance with the law in all the jurisdictions in which 

they operate.  Other ethical issues need to be considered from a long term financial perspective, 

including consumer pressures and governmental reactions.  We would encourage policymakers to 

consider whether the law in this area is too narrow, or perceived to be too narrow, so that these 

broader issues may be taken into account.  

 

Further encouragement for longer-term thinking should have regard to sustainable investment 

strategies; these could include ethical considerations, which may provide longer term returns. 

 

9. Does the law encourage excessive diversification? 

 

Diversification is an appropriate consideration for trustees, but excessive diversification is not 

encouraged by the law in our view.  Studies have shown that sufficient diversification can possibly be 

obtained with a smaller number of investments than is commonly found.  Such an approach may 

facilitate more long term involvement with investments.  

 

The lack of guidance for trustees in the exercise of their investment decisions in relation to, for 

example, ethical investments or sustainability in their investment portfolio, does not necessarily 

encourage excessive diversification, but may encourage inappropriate diversification. 

 

 

 

 



11. Are there any systemic areas of trustees’ investment strategies which pose undue 

risks? 

 

The consultation notes the move towards Liability Driven Investments (LDI).  In our experience, the 

risks of such strategies are carefully explained, well understood and generally well managed.  Some 

specific examples of systemic risks that arise from trustees’ investment strategies are: 

 

 Resource and environment issues that pose systemic risks across all sectors of the economy, 

not just those sectors which directly own, or operate, assets that are at risk of “stranding”.  

There is scope for a broader discussion of these risks, a discussion that should involve 

trustees. 

 Procyclical investment strategies that appear to be encouraged to some extent by mark-to-

market accounting, and which would tend to increase as pension regulation moves closer to 

insurance/banking regulation. 

 The tendency of trustees’ investment strategies to ‘herd’ towards similar investment solutions, 

whether by asset class or investment structure, which may not lead to optimal outcomes for 

beneficiaries. 

 

20. Is there a need to review the regulation of investment consultants? 

The consultation expresses concerns over the conflicts of interest that can be faced by investment 

advisers.  These concerns are legitimate in our view.  A review may be helpful to clarify whether it is 

appropriate for a provider of investment services also to provide independent advice.  In view of the 

combinations of services that some firms now offer, it may also be worthwhile to consider whether 

regulatory regimes should apply equally to both investment managers and investment consultants. 

 

22. Should the FCA review the regulation of stock lending by custodians? 

We note that it has been proposed that all stock lending revenue be ‘disclosed and rebated to 

investors’.  We support transparency in investment markets - revenue disclosure should be required 

as a matter of course.  However, we are not convinced that a full rebate is the best solution - revenue 

sharing is a common and in our view reasonable approach.  The commercial terms are arguably best 

left to market participants rather than being subject to regulation, unless there is evidence of market 

failure, which does not appear to be the case. 

 

Should you want to discuss any of the points raised please contact Philip Doggart, Policy Manager 

 in the first instance. 

 

Yours sincerely 

 
Philip Scott 

Immediate Past President, Institute and Faculty of Actuaries 

 



 

Law Commission Review 

Consultation Paper: Fiduciary Duties of Investment Intermediaries 

Introduction 

1. The ABI welcomes the opportunity to respond to the Law Commission’s 

consultation on the fiduciary duties of investment intermediaries. As the 

largest collective body of insurance and investment companies in the UK, 

our members represent the views of shareholders, asset managers and 

asset owners and support the effort to bring clarity to the definition and 

responsibility for fiduciary duties in the investment chain.  

Executive Summary 

2. The consultation paper (CP) provides a comprehensive and cogent 

assessment of the legal framework that applies to investment intermediaries. 

As identified, the component duties should not be considered in isolation but 

together as a bundle of duties that interact across different regulatory and 

legal frameworks.  

3. In seeking to meet different legal and regulatory frameworks, which provide 

varying requirements in ensuring pension protection and provision, complex 

market structures form and drive behaviours. These behaviours drive some 

of the market practices associated with short-termism, rather than the duty to 

invest in the best interests of beneficiaries. These issues overlap and we 

discuss a number of them together under question 12.  

4. Determining the required return, and then plotting a course towards meeting 

it for pension beneficiaries, is a challenging task. Investment consultants and 

actuaries play an important role in advising asset owners on key asset 

allocation and investment decisions. Given the influence of investment 

consultants on the functioning of the investment chain of intermediation, any 

lack of clarity on their legal and regulatory position should be resolved. 

5. Investment consultants serve a particularly important purpose in relation to 

the design of Investment Management Agreements (or “mandate”). The 

mandate governs the relationship between asset owner and asset manager 

and will state the investment objectives and risk appetite to give effect to the 

statement of investment principles. It is therefore a critical juncture in the 

chain of intermediation and has influence over market practice and 

behaviour.  

6. Mandates can have a focus on benchmark performance, frequent 

performance assessment over short intervals (e.g. quarterly) and contracts 
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short in duration. While we believe such approaches are largely caused by 

market structure issues, if it is driven by trustees applying a narrow 

interpretation of the law, then the Law Commission could address this.   

7. We support the overall findings in relation to the integration of environmental, 

social and governance (ESG) factors. The current law is appropriately 

permissive to enable trustees to incorporate such factors where they believe 

it will contribute to the overriding objective of providing a pension.  At times, 

however, it was unclear whether the CP was considering ESG in the context 

of investment products and styles or, as is our general understanding, a part 

of normal investment research and engagement across investment funds 

and asset classes. We address any outstanding areas of confusion relating 

to active ethical or ESG investment strategies under question 8.   

8. Finally, we are concerned by the Law Commission’s interpretation of 

stewardship. The definition of stewardship in the consultation paper is too 

narrow and the statement that stewardship is something that is cost-effective 

only for the larger schemes is, we consider, misleading. Any cost-benefit 

analysis will be unique to the circumstances of each scheme, taking account 

of a number of factors, and it would be inappropriate to generalise given the 

risk of negative unintended consequences for market practice. We address 

this under question two. 

9. While we agree with the overall findings in relation to the law, which we 

consider to be appropriately positioned, we believe it is consistent with the 

Law Commission’s Terms of Reference to address proactively any 

outstanding areas of misinterpretation. For example, the Law Commission 

may wish to consider producing an open letter which could be sent to 

trustees and investment intermediaries summarising key conclusions and 

focusing on areas of misconception. This is likely to be influential and 

beneficial in terms of clarifying that incorporation of ESG issues and 

stewardship responsibilities is compatible with trustees’ fiduciary duties and 

address any issues relating to the design of mandates. 
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ANNEX 

Questions for Consultation 

PENSION TRUSTEES’ DUTIES TO ACT IN THE BEST INTERESTS OF 

BENEFICIARIES 

Question 1 Do consultees agree that Chapter 10 represents a correct statement of 

the current law? (14.6) 

1. Yes, we broadly agree with summary provided in Chapter 10.  

2. The Law Commission rightly suggests that the law, as currently understood, 

is sufficiently permissive to enable trustees to utilise judgement and 

discretion appropriately.   

3. This provides the right level of flexibility to consider a wide range of factors 

that may be considered to contribute to the objective of providing a pension, 

including those relating to ESG and the fulfilment of stewardship 

responsibilities, as set out in the Financial Reporting Council’s Stewardship 

Code. ABI members consider both to be relevant to financial performance.  

4. Research continues to demonstrate that active stewardship and integration 

of ESG factors within investment decisions can lead to improved risk-

adjusted performance. It has certainly not been found to have a detrimental 

impact on performance. 

5. In June 2013, the ABI undertook a review of corporate governance and 

shareholder engagement, with, for the latter, a focus on members’ current 

practices in relation to stewardship activities. We found that:  

o The positive experience and contribution to performance, over a 

number of years, of incorporating engagement and corporate 

governance (or “ESG”) analysis into the investment process has 

created a virtuous circle and increased recognition of its contribution 

by individual fund managers. 

o The culture of responsible ownership has become increasingly 

integrated into the investment process. Corporate governance 

engagement and analysis activities are viewed as a method of 

seeking outperformance and, therefore, increasingly a commercial 

imperative: 

 All members of the ABI Investment Committee have a process 

in place to ensure that corporate governance and ESG 

analysis is integrated into the investment research process.  

 70% have begun to incorporate ESG into the fixed income 

investment process. 
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 60% have adopted a formal mechanism as part of the 

investment process to integrate ESG risk or opportunities into 

the securities valuation methodologies. 

 40% have begun developing performance-attribution analysis 

tools to track and understand the effect of ESG analysis and 

engagement.  

 20% have begun incorporating top-down macro 

environmental and social themes as part of their process to 

consider asset allocation strategies.  

6. The current law is clear that pension trustees can take account of ESG 

factors, but does not contain a requirement to do so. We believe this to be 

appropriate, although, as a matter of best practice, trustees may well wish to 

consider periodically how such factors are appropriate to their investment 

objective and, in turn, ensure that such factors are adequately taken into 

account by those to whom they delegate portfolio management. 

7. The Occupational Pension Schemes (Investment) Regulation (2005) 

requires pension trustees to prepare a Statement of Investment Principles 

(“SIP”) and, in doing so, state the extent to which social, environmental or 

ethical considerations (“SEE”) are taken into account in the selection, 

retention, and realisation of investments and the exercise of the rights 

(including voting rights) attached to investments.  

8. However, the understanding and applicability of SEE factors to investment 

strategies has evolved since the SIP requirement came into effect. For 

example, there is a risk that these regulations may inadvertently cause the 

conflation of “ethical” considerations with the conclusion reached in relation 

question eight, which we categorise as an investment strategy or product, 

rather than the separate but important financially material environmental, 

social and governance considerations. We recommend a review to bring the 

disclosure content of this requirement up to date and in line with current 

market practices. 

9. In our 2013 paper “Improving Corporate Governance and Shareholder 
Engagement”, we recommended the inclusion of corporate governance and 

other stewardship-related responsibilities within the SIP and, in turn, in the 

Investment Management Agreement.  We also found that clear specification 

of stewardship requirements of asset owners, particularly at the beginning of 

the client relationship, improves understanding and enables corporate 

governance objectives to be reflected better in the investment agreement. 

10. Therefore, at the outset trustees should both consider and state within their 

SIP where, if at all, ESG factors and stewardship are relevant to their 

investment strategy and how such factors and approaches would be 

considered and undertaken.  
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Question 2 Do consultees agree that the law reflects an appropriate understanding 

of beneficiaries’ best interests? (14.11) 

 

11. Yes, we broadly agree. 

12. As the consultation paper points out, there is, in effect, a bundle of duties 

that apply. It is important to distinguish between fiduciary duties in the narrow 

sense, and the wider duties that apply to fiduciaries in their position.  

13. This area of law has been subject to a significant amount of examination, as 

described in the paper. However, as pointed out in the Freshfields’ report, 

areas of misconception remain.  

14. There are a number of considerations that go into any investment decision. 

Attempting to prescribe these may give one or more undue prominence. 

Such an approach would likely be a hindrance to trustees’ ability and duty to 

use their judgement, taking all relevant considerations into account.  

15. Finally, the definition of stewardship in the consultation paper is too narrow 

and the statement that stewardship is something that is cost-effective only for 

the larger schemes may be misleading. Any cost-benefit analysis will be 

unique to the circumstances of each scheme, taking account of a number of 

factors, and it would be inappropriate to generalise given the risk of negative 

unintended consequences for market practice. This is particularly acute 

when a cost-benefit analysis is only considered in the context of the narrow 

interpretation of stewardship i.e. only direct company engagement.  

16.  The FRC’s Stewardship Code definition is much broader and, importantly, 

an asset owner’s commitment to the code can be satisfied through their 

mandated asset managers. This can be by means of, for example, the terms 

of the Investment Management Agreements they set and give to their asset 

managers, the stewardship policies they communicate to such managers 

and by holding their managers to account for their stewardship activities. In 

terms of direct company engagement for small schemes, clearly the general 

value for money equation is more difficult to satisfy.  

17. Similarly in relation to the asset manager level, it is unlikely to be in the 

interests of clients to dedicate resources to engaging with companies where 

there is only a very small equity holding. Notwithstanding such a holding 

being unlikely to exert influence on the companies concerned; this is likely to 

detract resources from important analysis and engagement where there is a 

material holding and identified risks. Two recent cases brought under the 

OECD Guidelines for Multinational Enterprises raises concern in this respect.  
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18. Despite owning 0.084% and 0.9% respectively, two investors were referred 

to the National Contact Point (NCP) for not systematically considering human 

rights issues at a Company where suspected malpractice had occurred.  The 

significance of the NCP statements is that the OECD has implicitly asserted 

that all investors, regardless of the significance of their investment in a 

company, need to take a systematic approach to avoiding human rights 

harms.   

19. We believe that such a widely drawn responsibility is not in the interests of 

clients, and would be inconsistent with fiduciary duties where there are small 

holdings, as above. We would welcome further clarity on this point, as there 

appears to be a tension between the Law Commission’s support for 

recognising generally accepted guidelines from multilateral institutions, and 

the duty to invest in the best interests of beneficiaries.  

 

Question 3 Do consultees think that the law is sufficiently certain? (14.15) 

Question 5 Are there any specific areas where the law would benefit from statutory 

clarification? (14.15) 

 

20. The current law is flexible, allowing trustees to utilise their judgement and 

discretion to invest as they consider appropriate to meet their objectives. 

This facilitates the right level of adaptability, enabling them to respond to 

opportunities and challenges as they arise, and to adjust their approach in 

line with the evolution of best practice. 

21. It would not be beneficial to seek to provide more clarity through statute, or 

to impose a more explicit duty to consider specific factors when devising an 

investment strategy.  

22. Trust law is based on equitable principles which, by their nature, are based 

on a sense of what is right under the circumstances prevailing at the time. 

This is the right approach.  

 

Question 4 Should the Occupational Pension Scheme (Investment) Regulations 

2005 be extended to all trust-based pension schemes? (14.15) 

 

23. We have no comment on this question. 
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Question 12 Overall, do consultees think that the legal obligations on trustees are 

conducive to investment strategies in the best interests of the ultimate beneficiaries? 

(14.33) 

 

24. Yes, overall the law is conducive to investment strategies in the best 

interests of the ultimate beneficiaries. The law is sufficiently flexible to enable 

and empower trustees to undertake investment strategies which are 

appropriate for their objectives. 

25. The issues under debate, as outlined in the examples cited in the 

consultation paper, are not the law itself but its interpretation by various 

investment practitioners and market structures.  

26. We believe that most of the issues identified in the CP relating to short-

termism – for example, herding, diversification and risk and return – can be 

explained by normal features of the market. While there is a perception that 

some of these relate to the misinterpretation of fiduciary duties, we believe 

that these relate more to the challenges associated with providing a secure 

pension.   

27. The fundamental objective of a pension scheme is to provide a secure 

retirement income for its beneficiaries. Determining the required return and 

how to achieve it is critical but complex. Therefore, trustees seek the advice 

of professional actuaries and investment consultants.  

28. Overall investment strategy will be determined by required returns and 

appetite for risk. The general measure of market risk is volatility, which refers 

to the degree of unpredictable changes over time. Overall asset allocation 

strategy (i.e. the mix between different asset classes) is therefore critical. 

Within a given asset allocation strategy, a significant proportion of assets is 

often allocated to market neutral index funds. More active strategies, with the 

aim of increasing returns will tend to involve unconstrained risk / volatility – 

which some trustees may be concerned, entails greater legal risk.   

29. These pressures can culminate in similar investment strategies and trustees 

applying close scrutiny to more uncertain returns. This can result in 

mandates that have a focus on benchmark performance, frequent 

performance assessment over short intervals (e.g. quarterly) and contracts 

short in duration.  

30. Some trustees may interpret their duties specifically to apply such close 

scrutiny and we believe that the Law Commission could proactively address 

and clarify areas of misinterpretation among market practitioners.  

31. Below we respond to questions relating to each of the areas where the Law 

Commission was asked to evaluate the law in relation to the duty to invest in 

the best interests of beneficiaries: 
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o Q6 “Diversity of strategies”: Where herding of strategies may 

occur, it is mainly as a result of an industry structure in which pension 

schemes rely on the generic advice of a small number of investment 

consultants and where investment managers are judged in relation to 

a benchmark of other investment managers, as identified in the 

consultation paper. The need for investment consultants to provide 

“generic” advice to remain unregulated would appear to exacerbate 

this situation, in the sense that a narrow interpretation of the law may 

support a business model that needs to provide more standardised or 

“generic” advice. In this context, they are likely to be strongly 

influenced by the duties of care to measure behaviour against that of 

others performing similar services. However, some degree of 

similarity of strategies may be inevitable: the age profile of many 

schemes is likely to be similar and this, in turn, will lead to similar 

overall asset allocation strategies.  

o Q7 “Short-termism and beneficiaries’ best interests”: The main 

pressures towards short-termism, at least narrowly in this context, are 

exerted by the Investment Management Agreements (or “mandates”) 

set by asset owners, typically the trustees of pension schemes, 

following advice from investment consultants. As we explain above, 

there can be pressure for such mandates to have a focus on 

benchmark performance, frequent performance assessment over 

short intervals (e.g. quarterly) and contracts short in duration. In this 

context, we welcome the work undertaken by the Department for 

Business to review the appropriateness of the current metrics used 

for evaluating the performance of fund managers.  

o Q9&Q10 “Excessive diversification and risk and return”: Similar 

to Q7, the mandate will usually set the risk appetite for the fund and 

refer to diversification and performance attribution. We believe that 

industry practice should move away from such regular focus on 

performance attribution.   

32. In the same way proposed under question 5, if some of the above issues 

result from misinterpretations among trustees, it could be helpfully addressed 

by an Open Letter.  

 

 

Question 8 Do consultees agree that the law is right to allow trustees to consider 

ethical issues only in limited circumstances? (14.28) 

 

33. Yes, we agree. It is important to distinguish between purely ethical concerns, 

and the associated investment styles or products, and ESG integration, 
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which is part of mainstream investment research and engagement, and is 

generally applied across investment products.  

34. The application of purely ethical views can be divisive and it is likely to be 

difficult to establish a consensus. We therefore agree that active 

consideration of such matters should not be an explicit duty of pension fund 

trustees. It is, however, plausible that an investment product which adopts an 

ethical approach may be desirable based on its performance.  

35. It would be helpful to clarify further those circumstances in which ethical 

investment is considered appropriate. For instance, the report of the Pension 

Law Review Committee (1993), endorsed in the consultation paper, notes 

that trustees are free to avoid certain kinds of prudent investment which they 

consider the scheme members would regard as undesirable, so long as they 

make equally advantageous investments elsewhere.  

36. However, it is important to recognise the inherent uncertainty of such 

judgements. As noted in the consultation paper, investment decisions involve 

assessing the future, and therefore defy objective quantification in all 

circumstances: conventional investment decision-making is necessarily 

guided to some extent by subjective opinion.  

37. This is, of course, particularly the case for active investment strategies that 

deviate from an index to endeavour to outperform. There is a wide range of 

active strategies and these will typically involve varying degrees of portfolio 

conviction i.e. from a focus fund approach with a low level of diversification to 

a highly diversified approach with limited contrarian over and under market 

weight positions in different companies.   

38. Ethical Investment is essentially just another active strategy involving 

deviation from the index, and this active approach will not necessarily 

underperform.  

39. Trustees are asked to make informed judgements over the different 

investment options. Some market practitioners have concern that this 

interpretation could lead trustees to conclude that it would be “prudent” to 

exclude all screening-related investment strategies. This would appear 

counterintuitively to limit the number of potential investment strategies 

trustees consider, which may not be in the interests of beneficiaries.  

 

Question 11 Are there any systemic areas of trustees’ investment strategies which 
pose undue risks? (14.32)  

Question 13 If not, what specifically needs to be changed? (14.33)  

 

40. We have no comment on these questions. 
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FIDUCIARY-TYPE DUTIES IN CONTRACT-BASED PENSION SCHEMES 

 

Question 14 Do consultees agree that the duties on contract-based pension 

providers to act in the interests of scheme members should be clarified and 

strengthened? (14.42) 

Question 15 Should specific duties be placed on pension providers to review the 

suitability of investment strategies over time? If so, how often should these reviews 

take place? (14.42) 

Question 16 Should members of Independent Governance Committees be subject 

to explicit legal duties to act in the interests of scheme members? (14.42) 

Question 17 Should pension providers be obliged to indemnify members of 

Independent Governance Committees for liabilities incurred in the course of their 

duties? (14.42) 

 

41. ABI members offering contract-based workplace pensions have already 

made major changes to improve outcomes for pension-savers – charges are 

falling, transparency is increasing, significant innovations have taken place to 

ensure investment strategies are suitable, and savers are receiving much 

greater support as they approach retirement.  

42. More specifically, to ensure employers continue to receive value for money 

in the future, all ABI members who provide workplace pensions are 

committed to establishing Independent Governance Committees (IGCs). We 

understand that DWP is making good progress on their preferred 

governance solution for contract based schemes.  

43. A natural brief for the Committees might be to develop and oversee the 

scheme’s stewardship responsibilities. 

 

FIDUCIARY DUTIES IN THE REST OF THE INVESTMENT CHAIN 

 

Question 18 Do consultees agree that the general law of fiduciary duties should not 

be reformed by statute? (14.61) 

 

44. Yes.  
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Question 19 Should rights to sue for breach of statutory duty under section 138D of 

the Financial Markets and Services Act 2000 be extended? (14.67) 

 

45. We have no comment on this question. 

 

Question 20 Is there a need to review the regulation of investment consultants? 

(14.71) 

 

46. Investment consultants play an important role in advising asset owners on 

key asset allocation and investment decisions. Given their influence on the 

functioning of the investment chain of intermediation and the apparent lack of 

clarity on their legal and regulatory position, we believe it would be 

appropriate to consider their role more closely.    

 

Question 21 Is there a need to review the law of intermediated shareholdings? 

(14.74)  

 

47. We have no comment on this question.  

 

 

Question 22 Should the FCA review the regulation of stock lending by custodians? 

(14.75) 

48. Our members that instruct custodians to lend stock on behalf of clients 

indicated that the associated costs are agreed with the client as part of the 

Investment Management Agreement and disclosed in any fund prospectus. 

In general, market practice has moved towards providing a clear segmented 

disclosure of the costs. Subject to the agreement, the remaining income is 

rebated in full.  

49. The custodian acts on the direction of the asset manager or, more 

accurately, under the constraints agreed in the Investment Management 

Agreement. Generally, this will state the agreed process and any 

administration charge that applies. It is important that, through this agreed 

process, asset managers’ stock lending decisions continue to be made with 

regard to the risks of default that prevail, as well as the income returned to 

the client, to ensure decisions are made in the interests of clients.     

 



 
St Bartholomew House, 92 Fleet Street 

London EC4Y 1DG  
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Dr. Folarin Akinbami 
Law Commission 
52 Queen Anne’s Gate 
London SW1H 9 AG 
 
Our Ref: JM/JB/4.16 January 22nd 2014 
 
 
 
Dear Dr. Akinbami, 

LAW COMMISSION CONSULTATION PAPER 215: FIDUCIARY DUTIES OF INVESTMENT 
INTERMEDIARIES 

We welcome the opportunity to comment on the above consultation paper. 

INTRODUCTION TO SPC 

SPC is the representative body for a wide range of providers of advice and services to work-based 
pension schemes and to their sponsors.  SPC’s Members’ profile is a key strength and includes 
accounting firms, solicitors, insurance companies, investment houses, investment performance 
measurers, consultants and actuaries, independent trustees and external pension administrators.  
SPC is the only body to focus on the whole range of pension related services across the private 
pensions sector, and through such a wide spread of providers of advice and services.  We do not 
represent any particular type of provision or any one interest - body or group. 

Many thousands of individuals and pension funds use the services of one or more of SPC’s Members, 
including the overwhelming majority of the 500 largest UK pension funds.  SPC’s growing 
membership collectively employs some 15,000 people providing pension-related advice and services. 

This consultation paper has been considered by SPC’s Investment and Legislation Committees, 
which comprises representatives of actuaries and consultants, investment houses, investment 
performance measurers and pension lawyers. 

RESPONSES TO THE CONSULTATION QUESTION 

Question 1: Do consultees agree that Chapter 10 represents a correct statement of the current 
law? 

We agree that this is an accurate statement of the law as it is currently understood.  A further 
distinction might be made between the development of good governance (which is really a matter of 
best practice) and the boundaries of fiduciary responsibilities within the existing law. Much of the 
discussion in Chapter 10 is about the former (the factors considered in paragraph 10.41 seem to fall 
within this area).  We would submit that there will always be a difference between governance and 
where it is appropriate for the courts to intervene.  Paragraph 10.64 rightly says that “there is no right 
way to make money. Views legitimately differ and the decision is ultimately one for trustees rather 
than judges”. 

We would comment that  two further factors, which might influence trustees’ decision making, are (a) 
that the negative consequences for trustees, if investments seriously underperform, could be 
considerable, while relatively little credit attaches to being perceived to have got things right and (b) 
investment theory and practice are constantly evolving areas and it would be naïve to expect the law 
to anticipate future developments, so it is important that trustees continue to be judged without 
hindsight. 



 
Dr. Folarin Akinbami 
Page 2 

 

Question 2: Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests? 

Yes. 

Q3: Do consultees think that the law is sufficiently certain? 

We agree with the analysis in paragraph 14.12 of the consultation paper, that it is worth preserving 
flexibility, even if the result is some uncertainty (which we regard as inevitable given the fact specific 
nature of matters which reach the courts). 

Q4: Should the Occupational Pension Scheme (Investment) Regulations 2005 be extended to 
all trust-based pension schemes? 

Yes, subject, possibly, to a continuing exemption for very small schemes, say those with fewer than 
12 members. 

Question 5: Are there any specific areas, which would benefit from statutory clarification? 

No. Please see above our response to question 1 regarding the danger in trying to draft legislation, 
which attempts to future proof developments. 

Question 6: Do consultees agree that the law permits a sufficient diversity of strategies? 

Yes for trustees of occupational pension schemes.  One area not discussed in the consultation paper, 
where diversification is arguably hindered by legislation, is the arbitrary limits applicable to local 
government pension schemes under the Local Government Pension Scheme (Management and 
Investment of Funds) Regulations 2009.  

Question 7: Do consultees agree that the main pressures towards short termism are not 
caused by the duty to invest in beneficiaries’ best interests? 

To the extent that there are pressures towards short termism, we agreed that they are not caused by 
the duty to invest in beneficiaries’ best interests. 

Question 8: Do consultees agree that the law is right to allow trustees to consider ethical 
issues only in limited circumstances? 

Yes, provided that it is clear what the “limited circumstances” are. 

Question 9: Does the law encourage excessive diversification? 

No. 

Question 10: Does the law encourage trustees to achieve the right balance of risk and return? 

Yes.  We consider that the Occupational Pension Scheme (Investment) Regulations 2005 set out the 
general principle appropriately. 

Question 11: Are there any systemic areas of trustees’ investment strategies which pose 
undue risks? 

The consultation paper refers to risk involved in investment in swaps and there can indeed be risk in 
investment in swaps, should a counter-party default.  However, these risks can be substantially 
mitigated by well managed collateral programmes, evidence of which can be provided by a number of 
LDI managers, which successfully navigated the default of Lehmans during the global financial crisis.   

Question 12: Overall, do consultees think that the legal obligations on trustees are conducive 
to investment strategies in the best interests of the ultimate beneficiaries? 

Yes. 

Question 13: If not, what specifically needs to be changed? 

In view of our answer to question 12, this question is not relevant. 

Question 14: Do consultees agree that the duties on contract based pension providers to act 
in the interests of scheme members should be clarified and strengthened?  
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Question 15: Should specific duties be placed on pension providers to review the suitability of 
investment strategies over time?  If so, how often should these reviews take place? 

Question 16: Should members of Independent Governance Committees be subject to explicit 
legal duties to act in the interests of scheme members?  

Question 17: Should pension providers be obliged to indemnify members of Independent 
Governance Committees for liabilities incurred in the course of their duties?  

We consider that it would be premature to act on questions 14 - 17 until the work triggered by OFT’s 
workplace pension market report has run its course. 

Question 18: Do consultees agree that the general law of fiduciary duties should not be 
reformed by statute? 

We agree with the analysis in the consultation paper, which suggests that the general law of fiduciary 
duties should not be reformed by statute. Please see our response to  question 1.  

Question 19: Should rights to sue for breach of statutory duty under section 138D of the 
Financial Markets and Services Act 2000 be extended? 

We agree with the tentative conclusion that on balance section 138D should not be extended beyond 
its current scope. As paragraph 8.73 points out, that section does not exclude other remedies 
available to trustees in contract or tort, so making an extra cause of action available to trustees, who 
have suffered loss through a breach of FCA rules, would seem to add little. Not all trustees will be 
excluded in any event- some clearly are private persons within the meaning of the relevant underlying 
regulations (SI 2001/2256) and it is also doubtful that trustees generally would be excluded by virtue 
of being engaged in a business. 

We note, however, that the first argument given against making a change (in paragraph 14.67), that 
trustees themselves may not be liable to their beneficiaries, seems to us to be specious. The point is 
presumably that the trustees have suffered a loss because of a breach of FCA rules. 

Question 20: Is there a need to review the regulation of investment consultants? 

We understand the reasoning underlying this question, given that advice on the provision of pooled 
vehicles is regulated, unlike similar advice on segregated portfolios.  Furthermore, advice on portfolio 
strategy can have a more profound impact on a scheme’s finances than advice on manager selection, 
yet it does not need to be provided by a regulated adviser. 

On balance, therefore, we agree that a review of the regulation of investment consultants would be 
justified, without wishing to pre-judge what the outcome of the review should be. 

It would be essential that any review kept in mind the potential for unintended consequences.  
Specifically, there would be concern if regulation of investment consultants led to little real change in 
the standard of advice, since consultants often already advise as if the advice was subject to 
regulation, while imposing the extra costs, which formal regulation always imposes.  In this situation, 
the outcome in practice might be that standards in investment consultancy were effectively 
unchanged, but the cost of the advice to trustees increased.  The other aspect, which would need to 
be kept in mind, is that the existing starting point for deciding whether regulation under the Financial 
Services and Markets Act is required is the type of investment, on which advice is being given.  
Regulation of investment consultants, by virtue of the fact that they were acting as such, would be a 
departure from this starting point and would give rise to the question of whether it was appropriate to 
treat only this particular type of adviser in this way. 

Question 21: Is there a need to review the law of intermediated shareholdings? 

We would note that the law has developed in this area in various ways already.  The reference in 
paragraph 14.76 to the general understanding that the relationship between a custodian and its 
customers is a fiduciary one had parallels in the decision in Lehman Brothers (2009 [EWHC] 2545 
(Ch)).  Equally, the provisions in the Alternative Investment Fund Managers Directive (2011/61/EU) 
and article 21 in particular address the issue of the liability of custodians.  

Question 22: Should the FCA review the regulation of stock lending by custodians? 

No. 
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It is our experience that, where a custodian acts as a lending agent for an asset owner, it will do so 
under a securities lending agreement negotiated directly between the agent and asset owner.  As 
such, the terms of the lending programme are explicitly agreed with the asset owner, including the 
revenue splits.  We do not feel it necessary for regulation to interfere with such contractual 
agreements, on the basis that such agreements should only be entered into by informed market 
participants.  We suggest that FCA’s attention would be better directed to affiliated lending agents, 
who are generally not explicitly appointed by the beneficial asset owners and which have are potential 
conflicts of interest which need to be managed.  

CONCLUSION 

We would welcome the opportunity of a meeting to discuss our submission. 
 
 
Yours sincerely 
 
 
 
 
 
John Mortimer 
Secretary 
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Folarin Akinbami,  
Law Commission,  
1st Floor, Tower, 52 Queen Anne’s Gate,  
London SW1H 9AG. 

 
Email:fiduciary.duties@lawcommission.gsi.gov.uk 

Dear Mr Akinbami 

ACA RESPONSE TO LAW COMMISSION CONSULTATION PAPER No. 
215:FIDUCIARYDUTIES OF INVESTMENT INTERMEDIARIES 
 
I am writing on behalf of the Association of Consulting Actuaries (ACA), in response to 
your consultation on the above. 
 
Members of the ACA provide advice to thousands of pension schemes, including most of the 
country's largest schemes. Members of the Association are all qualified actuaries and all 
actuarial advice given by members is subject to the Actuaries’ Code. Advice given to clients 
is independent and impartial. ACA members include the scheme actuaries to schemes 
covering the majority of members of defined benefit pension schemes. 
 
The ACA is the representative body of consulting actuaries, whilst the Institute and Faculty 
of Actuaries is the professional body. 
 
On the investment front, many of our members are asked to advise on scheme investment 
objectives and on asset allocation strategies appropriate to these objectives, taking into 
account each particular scheme's liabilities. 
 
We welcome the opportunity to respond to the consultation. We have responded to the 
specific questions in the consultation paper below. 
 
Yours sincerely 
 

 

Hemal Popat 
Chairman, ACA Investment Committee 
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ASSOCIATION OF CONSULTING ACTUARIES’ (ACA) RESPONSE TO 
FIDUCIARY DUTIES OF INVESTMENTINTERMEDIARIES CONSULTATION 

 

PENSION TRUSTEES’ DUTIES TO ACT IN THE BEST INTERESTS OF 
BENEFICIARIES  

 

Question 1:Do consultees agree that Chapter 10 of the Consultation Paper represents 
a correct statement of the current law? (14.6) 

Other - As non-lawyers we are not able to comment on the correctness or otherwise of the statement, 
however the summary given is broadly consistent with the views our trustee clients (both DB and DC) 
have been given by their legal advisers. We note that an increasing proportion of pension investments 
are managed via contract-based arrangements, with no trustee oversight role. 
 
Additionally, our view is that the primary purpose of pension fund trustees' investment powers should 
be to ensure that contributions are invested to provide the promised pensions in the future, and that 
other purposes are valid but should be subsidiary to this principle. To the extent the law is 
inconsistent with this, there is potential for undesirable outcomes, which may lead to lower public 
confidence in trust-based arrangements. 

 
Question 2:Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests? (14.11) 

Other - We are not in a position to comment on this. 

Question 3:Do consultees think that the law is sufficiently certain? (14.15) 

Other - We are not in a position to comment on legal certainty. 
 
In our view, stability of the underlying requirements over long periods is generally desirable, so as to 
avoid pension fund trustees needing to revisit existing investment decisions which may lead to 
transaction costs being incurred, ultimately by beneficiaries and/or their employers, in the event of 
portfolio changes. 
 

Question 4:Should the Occupational Pension Scheme (Investment) Regulations 2005 
be extended to all trust-based pension schemes? (14.15) 

Other - We see little overall benefit in entirely removing the exemptions within the 2005 Regulations 
that apply to schemes with fewer than 100 members, or certain public sector schemes.There may be 
a case for reviewing the extent of the exemptions to ensure greater consistency of good practice, 
although the ultimate requirements should be proportionate to the value of assets held in trust to meet 
future pension payments.  As such the public sector scheme exemptions seem anomalous, except 
where they have fewer than 100 members. 
 
Our members’ experience is that in many cases smaller schemes will already be compliant with many 
of the requirements of the regulations, particularly where trustees perceive this to be good practice 
and proportionate to their situation. We are mindful that many smaller trust-based schemes have 
closed in recent years and poorer economies of scale than larger schemes, or indeed contract-based 
arrangements, are almost certainly a factor in this trend. 
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Question 5:Are there any specific areas where the law would benefit from statutory 
clarification? (14.15) 

No 
 

Question 6:Do consultees agree that the law permits a sufficient diversity of 
strategies? (14.21) 

Yes - In our view the law itself is not a barrier to trustees investing in a manner that is different to the 
pension fund consensus, provided that such investment is consistent with beneficiaries' best interests 
and other subsidiary objectives. 
 
To the extent that pension fund trustees are unwilling to deviate from the consensus there are a 
number of causal factors, ranging from human behaviour ("herding instincts") to the actions of their 
agents, advisers and regulators. 

Question 7:Do consultees agree that the main pressures toward short-termism are not 
caused by the duty to invest in beneficiaries’ best interests? (14.24) 

Yes - Our view is that the law does not encourage or discourage short-termism. This seems 
appropriate, given that short-termist behaviour may from time to time be consistent with beneficiaries' 
best interests.  To the extent the legal framework is stable over time, this is likely to encourage a 
longer-term mindset, as trustees will have greater confidence that a long-term investment decision will 
not be impacted by regulatory changes during the lifetime of an investment (which can be 20 years or 
longer). 

Trust-based pension funds (particularly DB) have greater scope than many investors to participate in 
longer-term investments, and thereby benefit where such investments are attractive from a risk and 
return perspective.  The law does not appear to constrain this in our view, and indeed many pension 
funds have entered into new asset classes over the past few years as banks have scaled back their 
participation in long-term investment due to their own regulatory environment changing. 

Question 8:Do consultees agree that the law is right to allow trustees to consider 
ethical issues only in limited circumstances? (14.28) 

Yes - Our view is that the law strikes an appropriate balance between competing priorities, and that it 
is consistent with a pension fund's mission of existing to pay pensions. 

Question 9:Does the law encourage excessive diversification? (14.32) 

No - Diversification is necessary when investing due to the fact that there is asymmetric information 
between an investor and investee. An investor will have inferior (lower quality and less timely) 
knowledge about a company or investment than the issuer of a security. Hence unnecessary 
concentration is likely to result in excessive idiosyncratic risk, which can only be mitigated through 
extensive and costly due diligence, assuming an investor is given sufficient access to a company. 
 
It is appropriate that the law should require trustees to consider such risks when determining their 
chosen investment strategy. Therefore in our view the law does not encourage excessive 
diversification. 
 
Diversification does not prevent trustees appointing agents on their behalf who, aggregating across 
their investor base, have the ability to engage in constructive dialogue with companies on various 
matters. 
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Question 10:Does the law encourage trustees to achieve the right balance of risk and 
return? (14.32)  

Yes - In our view the law, rightly, requires trustees to reflect in their investment strategy that a pension 
fund's primary objective is to pay pensions. This necessarily requires trustees to consider both their 
expectation of return on an investment or portfolio of investments, and the risk of gains or losses 
relative to this expectation. We consider this assessment to be a necessary but not sufficient step in 
determining the suitability of an investment for the pension fund. 

Question 11:Are there any systemic areas of trustees’ investment strategies which 
pose undue risks? (14.32) 

No - In recent years, many DB pension funds have closed to new members and some have closed to 
future accrual. This has led many to adopt sophisticated risk management techniques (such as 
interest rate or inflation hedging using gilts or swaps) in recognition of their shortened time horizon 
and the consequently reduced risk appetite. 
 
We are supportive of these techniques, provided they are appropriately implemented, as they are 
intended to increase the likelihood of fund members receiving their pensions in full. Many of our 
organisation's membership are practitioners in this area, helping pension fund trustees implement and 
monitor their fund's risk management and investment strategy. 

Question 12:Overall, do consultees think that the legal obligations on trustees are 
conducive to investment strategies in the best interests of the ultimate beneficiaries? 
(14.33) 

Yes - As noted in responses to previous questions our view is that the current legal framework for 
pension fund trustees is appropriate and consistent with a pension fund's purpose of existing to pay 
beneficiaries their pensions. 

Question 13:If not, what specifically needs to be changed? (14.33) 

No comment. 

 
FIDUCIARY-TYPE DUTIES IN CONTRACT-BASED PENSION SCHEMES  
 

Question 14:Do consultees agree that the duties on contract-based pension providers 
to act in the interests of scheme members should be clarified and strengthened? 
(14.42) 

Yes - We are supportive of such legislative changes as they would ensure greater consistency of 
approach between contract-based and trust-based pension schemes, and improve the likelihood of 
contract-based schemes delivering high quality pensions. 
 
There are transitional issues that will need to be considered, and it may not be straightforward to 
apply new requirements to existing contracts on a mandatory basis. Our expectation is that major 
providers would be incentivised from a branding perspective to make best endeavours to apply any 
new requirements to existing contracts. 

Question 15:Should specific duties be placed on pension providers to review the 
suitability of investment strategies over time? If so, how often should these reviews 
take place? (14.42) 

Yes - Our view is that the structure of default investment strategies should be subject to a 
comprehensive review at least every 5 years. We would expect providers to review other aspects, 
such as underlying investment manager appointments, on an ongoing basis as part of their duties. 
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Question 16:Should members of Independent Governance Committees be subject to 
explicit legal duties to act in the interests of scheme members? (14.42) 

Yes - Assuming the concept of an Independent Governance Committee is hard-coded into legislation 
as a requirement of offering workplace pensions, it would be logical to make the legal duties explicit. If 
Independent Governance Committees are a voluntary undertaking or simply a method of ensuring 
compliance with any new statutory requirements, it would seem disproportionate to subject them to 
further statutory requirements. 

Question 17: Should pension providers be obliged to indemnify members of 
Independent Governance Committees for liabilities incurred in the course of their 
duties? (14.42) 

Yes - We consider it appropriate for providers to provide such an indemnity, since Independent 
Governance Committees will only have advisory powers and not executive powers over the 
underlying pension arrangements. It is also unlikely that Independent Governance Committees would 
have sufficient capital to compensate beneficiaries for any losses they might incur through factors 
such as poor investment performance, excessive fees or suboptimal investment strategy. 

 

FIDUCIARY DUTIES IN THE REST OF THE INVESTMENT CHAIN  
 

Question 18:Do consultees agree that the general law of fiduciary duties should not 
be reformed by statute? (14.61) 

Yes - We would have concerns about new legislation being introduced that would impact other types 
of investors, whose aims are quite different to those of pension schemes. 

Question 19:Should rights to sue for breach of statutory duty under section 138D of 
the Financial Services and Markets Act 2000 be extended? (14.67) 

No - Whilst such extension appears worthy, we would question the extent to which such extension of 
rights is likely to result in improved outcomes for beneficiaries of pension schemes. Our view is that 
the increased litigation risks, and consequential costs, will lead to higher costs being passed down the 
investment chain, and ultimately to the detriment of beneficiaries. 

Question 20:Is there a need to review the regulation of investment consultants? 
(14.71) 

Yes - Asset allocation decisions have been found to account for a significant proportion of investment 
returns, over and above manager or fund selection.  It is therefore difficult to justify the focus of 
current regulation where advice on pooled funds is regulated and advice on segregated or directly 
held investments is considered to be generic advice. 

Bringing investment consultancy under the FCA regime could aid in providing a more structured 
advice and general standard of professionalism framework amongst consultancies.  However, in our 
view imposing additional regulatory requirements on investment consultants is likely to increase the 
costs to schemes of receiving investment advice on generic matters and this should not be 
discounted.  In particular we would caution against creating a statutory role in this area, and believe 
that this would create a barrier to entry to the investment consulting sector.  We note that there are 
several examples in the last few years of new consultants being set up in the UK market and 
successfully competing with their larger competitors and building respected businesses in this area. 
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Question 21:Is there a need to review the law of intermediated shareholdings? (14.74) 

Other - We have no comments on this question. 

Question 22:Should the FCA review the regulation of stock lending by custodians? 
(14.75) 

Other - We would be in favour of mandatory disclosure of stock lending income, although not 
necessarily fully rebated as this is a contractual matter between the investor and their agents. 
 
Our experience is that custodians are generally disclosing income received through stock lending to 
pension fund trustees. It is not clear that it is commercially viable for all income to be rebated to 
investors, and such an approach could lead to situations where the costs of managing a stock lending 
programme (which entails risk) are lower than the income received. 

Do you have any other comments about fiduciary duties in the investment chain, or 
how those duties are applied in practice? 

No further comments. 

 
Response by: 
 
Association of Consulting Actuaries 
Regis House, 45 King William Street, London EC4R 9AN 

 
 
Contact for response: Hemal Popat 
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FIDUCIARY DUTIES OF INVESTMENT INTERMEDIARIES 

 

RESPONSE TO QUESTIONS 

This optional response form is provided for consultees’ convenience in 
responding to our Consultation Paper on Fiduciary Duties of Investment 
Intermediaries. 

The Consultation Paper is available free of charge on our website at: 
http://lawcommission.justice.gov.uk/consultations/fiduciary duties.htm 

The response form includes the text of the questions in Chapter 15 of the 
Consultation Paper, with checkboxes for answers and space for comments. You 
do not have to respond to every question. Comments are not limited in length 
(the box will expand, if necessary, as you type). 

Each question gives a reference in brackets to the paragraph of the Consultation 
Paper at which the question is asked. Please consider the surrounding 
discussion before responding. 

We invite responses from 22 October 2013 to 22 January 2014. 

Please return this form: 

by email to: fiduciary.duties@lawcommission.gsi.gov.uk or 

by post to (before 4 November 2013):   

Folarin Akinbami, Law Commission, Steel House, 11 
Tothill Street, London SW1H 9LJ. 

Tel: 0203 334 0200 

by post to (after 4 November 2013): 

Folarin Akinbami, Law Commission, 1st Floor, Tower, 
52 Queen Anne’s Gate, London SW1H 9AG. 

Tel: 0203 334 0200 

We are happy to accept responses in any form – but we would prefer, if 
possible, to receive emails attaching this pre-prepared response form. 
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Information provided to the Law Commission 
 
We may publish or disclose information you provide us in response to this consultation, 
including personal information. For example, we may publish an extract of your 
response in Law Commission publications, or publish the response in its entirety. We 
may also be required to disclose the information, such as in accordance with the 
Freedom of Information Act 2000. 
 
If you want information that you provide to be treated as confidential please contact us 
first, but we cannot give an assurance that confidentiality can be maintained in all 
circumstances. An automatic disclaimer generated by your IT system will not be 
regarded as binding on the Law Commission. 
  
The Law Commission will process your personal data in accordance with the Data 
Protection Act 1998. 
 

 

YOUR DETAILS 

 

Name of respondent:  

Type:  

Postal address: 

Telephone:  

Email:  

Confidentiality: 
 
Please read the Freedom of Information statement above 
before checking this box. 
I wish to keep this response confidential. 
 
Please explain why you regard the information as confidential: 
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Dr Patrick Ford

Academic

School of Law, University of Dundee, 



We would like comments and responses on the following questions. 

PENSION TRUSTEES’ DUTIES TO ACT IN THE BEST INTERESTS OF 
BENEFICIARIES 

Question 1 Do consultees agree that Chapter 10 of the Consultation Paper 
represents a correct statement of the current law? (14.6) 

 Yes:   No:   Other: 

 

Question 2 Do consultees agree that the law reflects an appropriate 
understanding of beneficiaries’ best interests? (14.11) 

 Yes:   No:   Other: 
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This is subject to the rider that I have no special expertise in the field of pension trusts. 
Mutatis mutandis, however, the law appears to me to be correctly stated as it would apply 
to private and public trusts in Scotland and private and charitable trusts in England & 
Wales.

 Rider as above.



 

Question 3 Do consultees think that the law is sufficiently certain? (14.15) 

 Yes:   No:   Other: 

 

Question 4 Should the Occupational Pension Scheme (Investment) Regulations 
2005 be extended to all trust-based pension schemes? (14.15) 

 Yes:   No:   Other: 

 

 4

This is not a field which lends itself to absolute certainty, but the case law in my view 
contains more than adequate guidance for trustees as to their duties. The law cannot be 
expected to provide micro-directions in this field.

No view.



Question 5 Are there any specific areas where the law would benefit from 
statutory clarification? (14.15) 

 Yes:   No:   Other: 

 

Question 6 Do consultees agree that the law permits a sufficient diversity of 
strategies? (14.21) 

 Yes:   No:   Other: 
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Not for non-pension trusts. Better just to accept the benefits of the flexibility of the present 
law. Trust situations are so varied that flexibility is worth the price of some uncertainty.



Question 7 Do consultees agree that the main pressures toward short-termism 
are not caused by the duty to invest in beneficiaries’ best interests? (14.24) 

 Yes:   No:   Other: 

 

Question 8 Do consultees agree that the law is right to allow trustees to consider 
ethical issues only in limited circumstances? (14.28) 

 Yes:   No:   Other:  
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Trustee investors don't make markets  - they respond to them. 

The cases get it just about right at present. Trustees don't operate in a vacuum, so can't 
ignore ethical issues, but their mission is handed to them by the trust instrument and they 
must focus primarily on that. Investment decisions must further their purposes, and the 
extent to which they take ethical issues into account will be dictated by their purposes.



Question 9 Does the law encourage excessive diversification? (14.32) 

 Yes:   No:   Other: 

 

Question 10 Does the law encourage trustees to achieve the right balance of risk 
and return? (14.32) 

 Yes:   No:   Other: 
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Can't really help on the influence of the Regulations, but they don't appear to me to oblige 
excessive diversification. If there is excessive diversification it may be the result of an 
over-slavish interpretation. . 

As previous - though again the Regs don't seem too prescriptive to me.



 

Question 11 Are there any systemic areas of trustees’ investment strategies 
which pose undue risks? (14.32) 

 Yes:   No:   Other: 

 

Question 12 Overall, do consultees think that the legal obligations on trustees 
are conducive to investment strategies in the best interests of the ultimate 
beneficiaries? (14.33) 

 Yes:   No:   Other: 
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No view.



Question 13 If not, what specifically needs to be changed? (14.33) 

  

 

FIDUCIARY-TYPE DUTIES IN CONTRACT-BASED PENSION SCHEMES 

Question 14 Do consultees agree that the duties on contract-based pension 
providers to act in the interests of scheme members should be clarified and 
strengthened? (14.42) 

 Yes:   No:   Other: 
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No view.



Question 15 Should specific duties be placed on pension providers to review the 
suitability of investment strategies over time? If so, how often should these 
reviews take place? (14.42) 

 Yes:   No:   Other: 

Question 16 Should members of Independent Governance Committees be 
subject to explicit legal duties to act in the interests of scheme members? (14.42) 

 Yes:   No:   Other: 
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No view.

No view.



Question 17 Should pension providers be obliged to indemnify members of 
Independent Governance Committees for liabilities incurred in the course of their 
duties? (14.42) 

 Yes:   No:   Other: 

 

FIDUCIARY DUTIES IN THE REST OF THE INVESTMENT CHAIN 

Question 18 Do consultees agree that the general law of fiduciary duties should 
not be reformed by statute? (14.61) 

 Yes:   No:   Other: 
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No view.

Let well alone! Again, it's a question of the flexibility being worth the price of the 
concomitant uncertainty. As David Hertzell's presentation at Edinburgh University 
graphically put it, fiduciary duties are a 'legal polyfilla' - applied in England and Wales with 
what one might call the 'trowel of equity': very useful to fill in the gaps around contacts and 
regulations at the court's discretion but not suitable as part of the main structure for 
regulating investment-chain relationships. The same should apply in Scotland, though the 
Scottish courts don't of course use the 'trowel of equity' -  but even if their discretion is 
conceptualised differently it's what's needed in the circumstances.



Question 19 Should rights to sue for breach of statutory duty under section 138D 
of the Financial Services and Markets Act 2000 be extended? (14.67) 

 Yes:   No:   Other: 

 

Question 20 Is there a need to review the regulation of investment consultants? 
(14.71) 

 Yes:   No:   Other: 
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The reasons against in paras 14.67-14.70 look persuasive.

There's surely an obvious case for greater transparency here. 



Question 21 Is there a need to review the law of intermediated shareholdings? 
(14.74) 

 Yes:   No:   Other: 

  

Question 22 Should the FCA review the regulation of stock lending by 
custodians? (14.75) 

 Yes:   No:   Other: 
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No view. 

To someone outside the business the present practice of stock-lending looks inconsistent 
with the role of custodian. 
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Do you have any other comments about fiduciary duties in the investment chain, 
or how those duties are applied in practice? 

 

 

No.
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LAPFF Response to Law Commission 
Consultation on Fiduciary Duty 

 
The Local Authority Pension Fund Forum was set up in 1991 and is a voluntary 
association of 58 local authority pension funds based in the UK with combined assets of 
approximately £120 billion. It exists to promote the investment interests of local authority 
pension funds, and to maximise their influence as shareholders to promote high standards 
of corporate governance and corporate responsibility amongst the companies in which they 
invest. The Forum has taken the opportunity below to provide our view on those issues 
which we consider relevant to our activities. 
 
 
LAPFF Responses to the Consultation Questions 
 
CHAPTER 14: CONCLUSIONS AND QUESTIONS 
 
14.1  In this chapter we summarise the conclusions we have reached and ask consultees 

for their views. 
 
14.2  Under our terms of reference we are asked whether fiduciary duties, as established 

in law or as applied in practice, are conducive to investment strategies that are in the 
best interests of the ultimate beneficiary. We address this question in four parts: 

 
(1) In Chapter 10 we set out the legal duties placed on pension trustees to act in the 
best interests of beneficiaries. Our tentative view is that, as established in law, these 
duties are satisfactory. We ask consultees if they agree. 

 
(2) In Chapter 12 we concluded that the fiduciary-type duties placed on the providers 
of workplace contract-based pensions are unduly uncertain. We note recent 
initiatives to address this issue and ask for views. 

 
(3) In Chapter 13 we summarised problems with the way that fiduciary duties apply 
in practice in workplace defined contribution (DC) pension schemes. We understand 
that the Department for Work and Pensions (DWP) are carrying out a major 
programme of work to consider these issues, and urge consultees to engage in this 
process. 
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(4) As regards other intermediaries in the investment chain, the law is extremely 
flexible but also uncertain. As we noted in Chapters 11 and 12, the courts are heavily 
influenced by the terms of the contract and by the regulatory regime. We think that 
any statutory reform of the law of fiduciary duties would result in new uncertainties 
and could have unintended consequences. We ask if there should be stronger rights 
to sue for breach of Financial Conduct Authority (FCA) rules and whether the rules 
need to be strengthened in some areas. 

 
PENSION TRUSTEES’ DUTIES TO ACT IN THE BEST INTERESTS OF BENEFICIARIES 
 
14.3  In Chapter 10 we consider the duties on pension trustees when devising an 

investment strategy in the best interests of the ultimate beneficiaries. We were asked 
how far fiduciaries may, or must, consider: 

 
(1) factors relevant to long-term investment performance which might not have an 

immediate financial impact, including questions of sustainability or environmental 
and social impact; 

(2) interests beyond the maximisation of financial return; and 
(3) generally prevailing ethical standards, and/or the ethical views of their beneficiaries, 

even where this may not be in the immediate financial interest of those 
beneficiaries. 

 
Conclusions on the current law 
14.4  The primary duty is that trustees must use their powers for the purpose for which 

they are given. In the case of a pension scheme, investment powers are granted to 
trustees so that they can earn returns to provide a pension. The pension legislation 
requires that investment powers are be exercised “to ensure the security, quality, 
liquidity and profitability of the portfolio as a whole”, 
(1) without “excessive reliance on any particular asset, issuer or group of 
undertakings”. 
(2)  The trust instrument may, however, require the trustees to do or refrain from 
particular things. 

 
14.5  Within these broad parameters, trustees are given considerable discretion, so long 

as trustees reach their decision in the right way. In particular pension trustees must 
not “fetter their discretion” by, for example, applying a pre-existing moral or political 
judgment; 

 (1) must consider the relevant circumstances; and 
(2) must obtain proper advice. 

 
14.6  Stakeholders raised five possible factors which trustees may wish to take account of 

in making investment decisions. Our conclusions are set out below. 
 

(1) Wider factors relevant to long-term investment performance may be taken into 
account where they would further the purpose of the power of investment. This 
includes environmental, social and governance factors relevant to financial returns. 
Trustees should consider, in general terms, whether they will take account of such 
factors. However, they are free not to use an approach based on these factors if they 
consider that another strategy would better serve the interests of their beneficiaries. 
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(2) Wider systemic considerations (or “macroeconomic factors”) may be taken into 
account. The anticipated benefits of an investment decision based on such factors 
must, however, outweigh the likely costs. Again, trustees should consider, in general 
terms, whether to take account of such factors, but remain free to use a different 
approach if this would better serve their beneficiaries. 

 
(3) “Quality of life factors” (that is, factors relating to beneficiaries’ quality of life now 
and in the future) may only be taken into account when choosing between two 
equally beneficial investments. They may not be taken into account when this would 
result in a lower return. 

 
(4) General ethical issues, unrelated to risks, returns or the interests of beneficiaries, 
may only be taken into account in limited circumstances. They may be used in a 
defined benefit (DB) pension fund set up by a religious group, other charity or 
political organisation. Where DC schemes allow individual members a choice of 
investment strategies, ethical issues can be taken into account with the members’ 
consent. In other cases they should only be used where trustees have good reason 
to think that scheme members share the moral viewpoint and where they anticipate 
that the decision will not result in lower returns to the fund. 

 
(5) Trustees may consider the views of their beneficiaries when making investment 
decisions, but there is no need for them to do so. Trustees must make the ultimate 
decision. 

 
Q1: Do consultees agree that this is a correct statement of the current law? 
 
Comment: The wide-ranging and in-depth review of fiduciary responsibilities fairly 
represents the current legal obligations and responsibilities of trustees in trust 
based pension schemes. The Commission will note that the pension schemes 
operating with the local government sector are governed separately under the 
Superannuation Act 1972 and subsequent local government pension scheme 
regulations and therefore virtually none of the analysis in the report’s discussion of 
the current legal framework applies to LGPS schemes. 
 
However the Forum believes that the analysis presents an accurate portrait of the 
state of fiduciary responsibilities and should in our view be seen as a valuable 
assessment by LGPS schemes.   
 
Evaluating the law 
14.7  Our terms of reference ask us to evaluate the current law against certain criteria. In 

particular, we have been asked to consider whether the duties: 
 

(1) reflect an appropriate understanding of the scope of beneficiaries’ best interests; 
(2) give sufficient certainty to market participants; 
(3) permit sufficient diversity of strategy; 
(4) encourage long-term investment strategies; 
(5) allow fiduciaries to invest in line with generally prevailing ethical standards, even 

where this may not be in the immediate financial interest of beneficiaries; and 
(6) require a sufficient balance of risk and benefit. 
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14.8  We consider each of these issues below. 
 
An appropriate understanding of beneficiaries’ best interests? 
14.9  We think the law is right to focus on the purpose for which trustees have been given 

their investment powers. Pension trustees should focus on providing pensions. As 
we say in Chapter 10, this is not an easy task. For some DC schemes, with low 
contributions and low returns, the chances of providing employees with adequate 
incomes in old age may be low. Without a sustained focus on the objective, the 
chances of success reduce further. 

 
14.10  Pension trustees may come under outside pressure to use their investment powers 

to further other objectives. In Chapter 10 we mentioned potential government 
pressure to invest in infrastructure. As one commentator put it, schemes may be 
regarded as “the magic porridge pot” out of which the money for roads and railways 
can be found. External pressure groups may also campaign for pension trustees to 
use their investment powers to combat a wide range of social ills, from tax avoidance 
to smoking. We think it may be helpful for trustees to be able to quote the law of 
fiduciary duties to resist pressures to act in ways which would reduce the benefits 
available to members. 

 
14.11 Our provisional conclusion is that the law reflects an appropriate understanding of 

beneficiaries’ best interests. We ask if consultees agree. 
 
Q2: Do consultees agree that the law reflects an appropriate understanding of 
beneficiaries’ best interests? 
 
Comment: The Forum notes the understanding shown by the Commission in terms 
of responding to the need to clearly state what constitutes ‘best interests’, and in 
particular the need to reflect appropriate market knowledge of investment 
opportunities, investment time horizons and balancing short term with long term 
perspectives when considering the practical implementation of those interests.  
 
It also notes the important distinction between stock based assessments and 
portfolio based assessments of interests.  
 
Sufficient certainty? 
14.12  The law is flexible and allows trustees wide discretion to invest as they see fit. We 

see advantages to this flexibility, as it allows trustees to respond to new challenges 
over time. Our tentative view is that it is worth preserving this flexibility, even if the 
result is some uncertainty. 

 
14.13  The main substance of how pension trustees should exercise their powers is set out 

in the Occupational Pension Scheme (Investment) Regulations 2005.5 As we noted 
in Chapter 7, these do not apply to schemes with fewer than 100 active, deferred or 
pension members. We ask if the Regulations should be extended to all schemes. 

 
14.14 In their paper on Australian pensions in Appendix C, Clayton Utz describe how 

fiduciary duties are set out in statutory “covenants” under section 52 of the 
Superannuation Industry (Supervision) Act 1993. These have recently been 
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amended, clarified and expanded. The authors comment that many of the reforms 
simply made explicit matters which were previously implicit: 

 
For example, it has probably never been appropriate for a superannuation trustee to fail to 
have regard to the availability of accurate valuation information when selecting investments, 
to ignore the tax consequences of investment decisions or to fail to understand, monitor 
and manage the fees and costs incurred in the investment of the fund's assets. Explicit 
reference to these and other matters in the amended section 52 covenants is intended to 
address perceived shortcomings in investment behaviour by participants in the 
superannuation industry. 
 
14.15 We are interested in whether consultees think that there are specific issues in the UK 

which would benefit from similar types of statutory clarification.  
 
Q3: Do consultees think that the law is sufficiently certain? 
 
Comment: Notwithstanding our remarks on the distinctions between trust based 
schemes and the LGPS legal framework above, as the Forum sees this issue, the 
challenge is more to do with how far there exists a ‘culture of refusal’, with regard to 
many of the factors identified in the Commission review of matters (cf Chapter 10). 
Whilst the presentation in Chapter 10 takes a reasonable view of how trustees can 
explore integrating a range of additional factors that they genuinely believe should 
be taken into account in formulating and implementing investment strategy, it is 
common amongst the various advisory influences on trustees that they are almost 
always advised not to take these factors into account. In this regard the Forum 
believes that more specific clarification of how and to what extent trustees may 
reasonably explore such investment options should be considered. Perhaps this 
clarification can proceed through amendments to the Pensions Act investment 
regulations and the associated OPS (Investment) Regulations in the first instance.  
 
The Forum however is not yet convinced that trustees are under an obligation to take 
into account the various matters identified in Chapter 10, and that the Commission is 
correct to state that “10.65 In 2005, the Freshfields Report suggested that pension trustees 
should at least consider whether to take wider investment factors into account, even if they then 
reject this approach: 
 
Even where ESG considerations are ultimately rejected as having negligible weight (because they 
have little effect on the relative value of an investment, for example), we think they should form part 
of the  basket of considerations to which a decision-maker has regard.88 

 
10.66 We think that this is a sensible conclusion. Even if the duty of adequate consideration does 
not require this, trustees are also under a duty of care. As part of this duty, we think that trustees 
should consider, in general terms, whether their policy will be to take account of ESG factors in their 
decision-making, bearing in mind the resources available to them. The law, however, allows 
trustees discretion not to take an ESG approach if after due consideration they consider that 
another strategy would better serve the interests of their beneficiaries.”  
 
In addition the Commission note that:  
 
“10.54 As we have explained, the requirement for a trustee to act “in the best interests of the 
beneficiary” refers to a bundle of duties connected to the exercise of a power and duties of care. 
The core duty is the duty to exercise a power for the purpose for which it was intended. For an 

© Local Authority Pension Fund Forum, 2014 4 



LAPFF Response to Fiduciary Duty Consultation, January 2014 
 

occupational pension set up under trust, investment powers are conferred for the purpose of 
generating risk-adjusted financial returns. In each case it is necessary to ask “why should we 
consider this factor?” and the answer must be “because it is authorised by and furthers the purpose 
for which the power was granted”. Trustees should also be careful that the connection between the 
investment factor being considered and the furthering of the power’s purpose is not “too remote and 
insubstantial”. The policy in the SIP on the extent to which ESG factors can be considered should be 
consistent with this obligation. 
 
10.55 Given the evidence that ESG factors can lead to better returns in the long run, the answer is 
clearly that pension trustees may use wider factors. There can be no objection to using ESG factors 
as a way of increasing long-term performance. 
 
10.56 We agree with previous advice given on this issue. For example, we endorse the advice DLA 
Piper gave to the Universities Superannuation Scheme (USS): 
  

“Where any ethical, social, environmental, corporate governance issue can be regarded as 
having a current or potential impact on actual or contemplated investment, whether from the 
point of view of the return to be expected of that investment, its liquidity and/or its underlying 
capital value, it is in my view wholly consistent with the duties of the Trustee Company 
referred to above to take those considerations into account.” 

 
Q4: Should the Occupational Pension Scheme (Investment) Regulations 2005 be 
extended to all trust-based pension schemes? 
 
No Comment 
 
Q5: Are there any specific areas which would benefit from statutory clarification? 
 
The Commission notes the available case law on the extent to which trustees are 
required – as part of their fiduciary duty – to have regard to responsibilities of 
‘stewardship’ in managing their investments. The Forum believes that this is one of 
the areas for which greater clarification and a measure of incorporation into duties of 
care, to which further consideration might be given, following this consultation.  
 
A diversity of strategy? 
14.16 Some stakeholders argue that the law on investment duties encourages “herding 

behaviour”. Where individuals seek to protect themselves against criticism by doing 
what everyone else is doing, legal duties may become a “lemming standard”. As 
Lord Myners said in 2010, “in this world, it is fine to be wrong or even lose money, as 
long as you do so in the company of others”. 

 
14.17 The Network for Sustainable Financial Markets told us: The fiduciary duty of 

prudence has been understood as a mandate to favour the status quo, which has 
artificially suppressed demand for investment advisors and consultants to update 
their business models to address conceptual shortcomings and has discouraged 
fiduciaries from leaving the safety of the “investor herd”. 

 
14.18 An investment manager or trustee may not be rewarded for acting contrary to the 

herd. ShareAction gave the example of investment managers who lost contracts in 
the 1990s because they foresaw the dot com bubble and refused to invest in 
technology equities. Herding may lead to an unhealthy focus on bench-mark relative 
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performance, which encourages short-term investment. It may also increase 
systemic risk. 

 
14.19 We think that where herding does occur it is mainly caused by the nature of human 

behaviour. This is exacerbated by an industry structure in which pension schemes 
rely on the advice of a small number of investment consultants and where 
investment managers are judged in relation to other investment managers. We do 
not think that herding is caused by trustees’ legal duties, or that a change in the law 
would make a practical difference. 

 
14.20 It is true that duties of care measure behaviour against that of others performing 

similar services. For example, professional trustees are judged against what “it is 
reasonable to expect of a person acting in the course of that kind of business or 
profession”. In this sense trustees may be wise to look at general market practice. 
However, this should be tempered with a healthy dose of common sense; the 
standard does not measure behaviour simply against what others are doing but what 
a reasonable trustee would do. 

 
14.21 Our provisional conclusion is that the law gives trustees considerable discretion to 

make their own decisions. So long as they keep the purpose of the power of 
investment in mind, consider relevant factors and follow the procedural requirements 
we have outlined, the courts will not second guess their decisions. 

 
Q6: Do consultees agree that the law permits a sufficient diversity of strategies? 
 
Comment: The Forum concurs with this conclusion. The challenge will be how far 
trustees receive independent advice to move outside the box imposed by the culture 
of their traditional advisers. The Forum believes that one of the crucial mechanisms 
required to generate new thinking by trustees is a different kind of trustee training: 
finding a more pluralist approach outside of the traditional voices of the industry is 
required.  
 
 
Encouraging long-term investment strategies? 
14.22 The Occupational Pension Scheme (Investment) Regulations 2005 set out the 

general legal principle: assets should be invested in a manner “appropriate to the 
nature and duration of the expected future retirement benefits payable under the 
scheme”. Trustees are entitled to consider any factor which might impact on 
investment performance over this time frame. 

 
14.23 As we noted in Chapter 2 there are many pressures on trustees which discourage 

long-term investment strategies. For DB schemes, these include the statutory 
funding objective and the need to show any deficit in the employer’s company 
accounts based on accounting standards FRS17 or IAS19. 

 
14.24 Furthermore, both DB and DC pension trusts are often small. They lack internal 

resources and are highly dependent on their investment consultants and investment 
managers. As Professor Kay put it, investment consultants are a source of short-
termist behaviour “because they are typically making recommendations to trustees 
based on recent performance histories, rather than the future approach and strategy 
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of the manager”. They may also recommend complex arrangements which require 
further professional advice but make it difficult for trustees to oversee the strategy. 
Our provisional conclusion is that these sorts of pressures are the cause of short-
term investment strategies – not the law of fiduciary duties. 

 
Q7: Do consultees agree that the main pressures towards short-termism are not 
caused by the duty to invest in beneficiaries’ best interests? 
 
Comment: The Forum accepts this conclusion, but notes that in the face of the 
cultural pressures from investment consultants and external asset managers, 
trustees are up against a significant barrier when wishing to challenge such short-
termist thinking. There would seem to be the need for making the challenge on a 
regular basis might fit comfortably within an extension of the duty of case, outlined 
above.  
 
 
 
Allow investments in line with generally prevailing ethical standards? 
14.25 As we have seen, trustees should consider ethical issues in only very limited 

circumstances. Trustees should not invest in activities which are illegal. Nor do we 
think that trustees should invest in activities which contravene international 
conventions. For example, trustees should not invest in firms manufacturing cluster 
bombs, banned by the Convention on Cluster Munitions. 

 
14.26 Outside these narrow areas, however, ethical issues are highly contested. To take a 

recently debated example, some people think that payday lending at high interest 
rates is wrong, while others think that the ability to borrow money quickly for short 
periods provides a useful service. Moral condemnation of payday lending is not 
necessarily “generally prevailing”. 

 
14.27 As explained in Chapter 10, the current law permits trustees to disinvest from payday 

lending if they think that public condemnation of the practice will lead to a risk that 
the business model is unsustainable. But trustees should only disinvest for purely 
ethical reasons if two conditions are satisfied. Firstly, the trustees must have good 
reason to think that scheme members would share their outlook. Secondly, they 
should anticipate that the decision will not result in financial detriment to the scheme. 
In practice it is unlikely that trustees will be aware of members’ views or that 
members will have common views unless the scheme is small and has members 
from a common source, such as a religious group.  

 
14.28 The law requires trustees to focus on providing pensions to their members, setting 

aside their own political, moral or religious views. As Lord Murray observed in Martin 
v City of Edinburgh District Council, it is not reasonable or practicable for fiduciaries 
to divest themselves “of all personal preferences, of all political beliefs, of all moral, 
religious or other conscientiously held principles”. Nevertheless, they must do their 
“best to exercise fair and impartial judgment” on the merits of the issue before 
them.14 We see advantages to legal rules which remind trustees that their duty is to 
provide pensions and not to improve the world in some general sense, possibly at 
the expense of their beneficiaries. We ask consultees whether they agree. 
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Q8: Do consultees agree that the law is right to allow trustees to consider ethical 
issues only in limited circumstances? 
 
Comment: The Forum concurs with the Commission in its review of the options on 
these matters.   
 
 
A balance of risk and benefit? 
14.29 Trustees are required to balance risk and returns. The Occupational Pension 

Scheme (Investment) Regulations 2005 set out the general principle: the power of 
investment should be exercised in a manner “calculated to ensure the security, 
quality, liquidity and profitability of the portfolio as a whole”. The assets should be 
properly diversified to “avoid excessive reliance on any particular asset, issuer or 
group of undertakings and so as to avoid accumulations of risk in the portfolio as a 
whole”. 

 
14.30 Some stakeholders argued that the Regulations require too much diversification. The 

Kay Review identified fragmented shareholding as a major factor in discouraging the 
effective engagement between shareholders and companies. As UNISON stated in 
their response to our short paper, “fiduciaries are legally bound to diversify assets, 
so that even the largest collective funds in the world must collaborate to exercise 
influence over corporate practice in any one company or sector”. Similarly, 
ShareAction told us that “prevailing interpretations of fiduciary duty may encourage 
excessive diversification”. 

 
14.31 Diversification duties may also have pushed funds to diversify across managers and 

mandates. For example, at the turn of the century, the average externally managed 
pension fund had around three mandates whilst by 2010 they had nine. Inevitably, 
this creates greater potential for conflicts of interest throughout the chain and the 
need for greater oversight of those fulfilling delegated duties.  

 
14.32 We welcome views on whether the current rules encourage excessive diversification. 

We also ask if the law provides the right balance of risk and return. We would be 
interested to know whether pension funds may be incurring hidden risks, for example 
in the recent move towards investments in swaps and derivatives, as part of liability 
driven investment strategies. 

 
Q9: Does the law encourage excessive diversification? 
 
Q10: Does the law encourage trustees to achieve the right balance of risk and 
return? 
 
Q11: Are there any systemic areas of trustees’ investment strategies which pose 
undue risks? 
 
Comment: There is considerable evidence from the research and analysis on the 
LGPS fund sector that greater complexity amongst investment management 
arrangements can be a significant factor in poor performance. This is particularly so 
with regard to an increasing number of mandates held by individual funds. We refer 
the Commission to the publication of State Street Global Analytics at: [to be sourced]  

© Local Authority Pension Fund Forum, 2014 8 



LAPFF Response to Fiduciary Duty Consultation, January 2014 
 

Is the law satisfactory? 
14.33 Finally we ask whether the law works in the best interests of beneficiaries or whether 

it requires reform. We welcome views on this overarching question.  
 
Q12: Overall, do consultees think that the legal obligations on trustees are conducive 
to investment strategies in the best interests of the ultimate beneficiaries? 
 
Q13: If not, what specifically needs to be changed? 
 
No Comment 
 
 
Consolidation of pension funds 
14.34 Finally, many stakeholders told us that the best means of encouraging long-term 

investment strategies would be to move towards greater consolidation within trust-
based pension funds, both DB and DC funds. Consolidation was supported by, 
among others, the National Association of Pension Funds (NAPF), UNISON and the 
Fabian Society. We also note the major consolidation of the Australian pension 
market. 

 
14.35 It was suggested that larger funds would provide economies of scale. Stakeholders 

drew our attention to the study by APG, the Dutch investment manager, into the 
investment performance of the Local Government Pension Scheme (LGPS) which 
suggested that “substantial improvement in investment performance could be 
realised by increasing the size of funds”. Furthermore, larger funds would lead to 
more expert, better resourced trustees with the capacity to act as engaged 
shareholders. 

 
14.36 We note that DWP consulted on this issue in July 2013.22 If consultees have further 

views on this issue we will pass those views to the relevant government 
departments. 

 
Comment: Please see the study from State Street Analytics Research quoted above. 
 
 
FIDUCIARY-TYPE DUTIES IN CONTRACT-BASED PENSION SCHEMES 
Duties to review suitability 
 
14.37 Pension trustees are under clear duties to consider and review their statement of 

investment principles. In Chapter 12 we highlighted that the duties on contract based 
pension providers are much less certain. 

 
14.38 As we saw in Chapter 13, stakeholder pensions and pensions used for the purposes 

of auto-enrolment must offer a default investment option. In stakeholder pensions 
this must be “lifestyled”. In other words, the investment strategy must be adjusted 
over time to reduce the risk of market volatility as the member nears retirement. For 
non-stakeholder pensions used for auto-enrolment, lifestyling is not a legal 
obligation, though it is good practice. Although trustees should review their statement 
of investment principles at least every three years, there is no equivalent 
requirement on contract-based providers to review the investment strategy applying 
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to default funds. In July 2013, DWP consulted on whether reviews should take place 
regularly, at least every three years. 

 
14.39 When a member makes an initial choice of investment strategy, the regulations 

appear to place the onus on the individual to review and update that choice, even 
though most people find decisions about pensions to be “complex, hard, unpleasant 
and time-consuming”.24 There is no clear responsibility on either the employer or the 
pension provider to tell the member that they have chosen an overly expensive or 
under-performing fund, which is no longer operating in their interest. The FCA rules 
impose some duties on providers to consider the suitability of decisions to trade for 
the end investor, but it is not clear how often investment strategies must be 
reassessed or when providers should seek new information about their scheme 
members. 

 
14.40 Our provisional view is that the rules requiring contract-based pension providers to 

reassess the suitability of investment strategies over time should be clarified and 
strengthened, both for default schemes and for chosen schemes. This is to meet the 
principle in the Government’s response to the Kay Review that pension providers 
should act in the best long-term interests of their clients. We ask consultees for 
views. 

 
Independent Governance Committees 
14.41 In Chapter 13 we noted that following discussions with OFT and DWP, the 

Association of British Insurers (ABI) has agreed to introduce Independent 
Governance Committees embedded within insurance pension providers.  

 
14.42 There are many difficult questions about how these committees will work, including 

how they will be appointed, resourced and supported in their work. Unlike trustees, 
the committees will not have the power to change investment strategies or fund 
managers. Instead they will make proposals to the pension provider’s board, who 
may act on the proposal or may explain why they do not propose to act. It remains to 
be seen how far the threat that committees will make their proposals public will 
influence pension providers. 

 
14.43 Furthermore, it is not clear from the published material whether members of the 

committees will be under explicit legal duties to act in the interests of members – and 
if so, whether they can exclude liability for breaches of these duties. 

 
14.44 Our tentative view is that members of the committees should be subject to clear legal 

duties to act in the interests of members. We appreciate, however, that if members 
carry unlimited personal liability for breaches of those duties it may be difficult to find 
individuals willing to carry out the task. We think that pension providers should 
provide a full indemnity to the members of their committees for any liabilities they 
incur. Pension providers are best placed to control the quality of the committees’ 
work. After all, they will appoint and resource the committees. An indemnity will give 
pension providers a clear interest in ensuring that the committees carry out their 
tasks correctly. 

 
Q14: Do consultees agree that the duties on contract-based pension providers to act 
in the interests of scheme members should be clarified and strengthened? 
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Q15: Should specific duties be placed on pension providers to review the suitability 
of investment strategies over time? If so, how often should these reviews take place? 
 
Q16: Should members of Independent Governance Committees be subject to explicit 
legal duties to act in the interests of scheme members? 
 
Q17: Should pension providers be obliged to indemnify members of Independent 
Governance Committees for liabilities incurred in the course of their duties? 
 
No Comment 
 
 
FIDUCIARY DUTIES IN THE REST OF THE INVESTMENT CHAIN 
 
The debate 
14.56 One of the key recommendations underpinning Professor Kay’s ideas for reform was 

that non-excludable fiduciary standards should apply to all relationships in the 
investment chain which involve discretion over the investments of others or advice 
on investment decisions. This view was shared by Lord Myners who conducted a 
similarly comprehensive review of investment problems. In his evidence to the BIS 
Select Committee, Lord Myners felt that intermediaries should have fiduciary 
responsibilities to the end client:  

 
 “We need to place great clarity around the concept of the intermediary – the adviser 

– acting wholly and unquestionably in the best interest of the client. At the moment, 
we know that is not the case. The test is one of fairness and disclosure, and Kay 
himself makes the  point that in, for instance, the area of what he calls “stock 
lending”, disclosure is inadequate… There needs to be clarity about fiduciary 
responsibility, backed up by a tough regulatory regime that says: if you misbehave, 
you are out – and out for good.” 

 
14.57 Other stakeholders shared this view. In their response to our short paper, EIRIS 

commented that “there is a mutual dependence along the chain of mediation and 
prudence and loyalty apply to most, if not all stages of the chain”. In her evidence to 
the BIS Select Committee, Anita Skipper of Aviva Investors stated that “the whole 
chain has to have the same sort of basis of duty, right through from the ultimate 
owner to the company”. Equally, Chris Hitchen, Chief Executive of the Railways 
Pension Trustee Company, felt that Government intervention was needed to apply 
fiduciary duty throughout the investment chain, noting: At the moment it applies at 
my end of the chain but it does not apply at the transactional end, and Government 
intervention may be required to prevent it being stopped from going down the chain 
by contractual arrangements. 

 
14.58 Others accepted that fiduciary duties should apply but thought that the duties should 

be subject to contractual modification. The IMA, in their written evidence to the BIS 
Select Committee, was clear that: As an agent, an asset manager has a fiduciary 
responsibility to its clients, as well as responsibilities derived both from contractual 
agreement and regulation. Combined with fee structures, these elements help to 
ensure that the manager acts in the client’s best interest. 
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14.59 However, they felt that parties should be free to limit the scope of their obligations in 
contract. They stated: 

 
 We do not consider it would be sensible from the viewpoint of the UK’s 

competitiveness to prohibit contractual modification of a range of, sometimes 
disputed, statements of fiduciary responsibility, developed through case law in many 
areas of business. It is essential that services can be tailored to the needs of global 
investors services from the UK, especially where the investor concerned has no 
interest in UK equity investment. 

 
14.60 Others also felt that there were difficulties in requiring other intermediaries in the 

investment chain to fulfil fiduciary obligations. In their response to our short paper, 
the Chartered Financial Analyst Society of the United Kingdom (CFA UK) felt that 
agents providing investment services were not subject to the same level of duty to 
the end investor as fiduciaries. They commented that “it would not be possible” for 
agents providing investment services to meet fiduciary duties because: 
 Investment firms face conflicts on a daily basis. They are paid by their clients 
so profit from their position and act on behalf of more than one client so cannot meet 
an undivided loyalty rule.… It is only those that represent a single beneficiary that 
can and should meet the fiduciary standard. 

 
The current law 
14.61 As we discuss in Chapter 11, the current law is very different from the position 

advocated by Professor Kay and Lord Myners. We reached four conclusions:  
 

(1) The law is far from clear: the law of fiduciary duties is extremely flexible but also 
inherently uncertain.  
(2) The courts look at the contract first, and interpret the parties’ duties to each other 
in line with the contract. For example, if a contract between two apparently 
sophisticated parties states that a sale is made on an “execution only” basis, the 
courts will not go behind the contract to imply duties that the seller should act in the 
interests of the buyer.  
(3) The courts are highly influenced by the regulatory regime. They are reluctant to 
go beyond the rules set out by Parliament and regulators.  
(4) The courts are cautious in finding that those in the investment chain owe duties to 
others outside the immediate contractual or trust-based relationship. The classic 
case is Caparo Industries v Dickman, where the House of Lords held that auditors 
owe duties only to the shareholders of the company which employs them as a body, 
and only for certain purposes: they have no duty of care to future investors. 

 
 
Should the law of fiduciary duties be reformed generally? 
14.62 We have considered whether there should be a general reform of the law of fiduciary 

duties to introduce more certain duties which cannot be excluded by contract. Our 
provisional view is that the law of fiduciary duties as such should not be reformed by 
statute. As we have seen, fiduciary duties are difficult to define and inherently 
flexible. We think that this is one of their essential characteristics: they form the 
background to other more definite duties, allowing the courts to intervene where the 
interests of justice require it.  
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14.63 As we saw in Chapter 1, the uncertainty surrounding the definition of fiduciary duties 
led the Government to avoid using the word “fiduciary” to provide clarity to the 
debate. The difficulties of using the word fiduciary would multiply if one were to 
attempt statutory reform. Any attempt to change fiduciary duties through legislation 
would result in new uncertainties and could have unintended consequences, 
especially for trusts. 

 
14.64 If there is a need for greater clarity in some areas, we think it would be better to enact 

specific duties rather than attempt to codify an area of law which has always 
depended on the facts of the case. We ask if consultees agree.  

 
Q18: Do consultees agree that the general law of fiduciary duties should not be 
reformed by statute? 
 
Comment: It would be helpful if in its final report the Commission set out in more 
detail several of its ideas for reform in relation to codify specific duties, for example 
in relation to other intermediaries where a different provenance might apply, perhaps 
by FCA rulebook. 
 
An alternative right to sue? 
14.65 There is an argument that where investors suffer loss as a result of the wrongful 

actions of others, they should be compensated for their loss. This, it is said, would 
introduce a new ethos into financial markets and deter poor behaviour.  

 
14.66 We have considered whether there are any ways in which such a reform might be 

introduced, other than through the reform of fiduciary duties. We think that the 
simplest way would be to extend rights to sue for breach of statutory duty under 
section 138D of the Financial Markets and Services Act 2000. At present, rights are 
limited: only a private person can bring an action, and only for breach of certain 
rules. The right could be extended to enable businesses to sue. It could also be 
extended to enable actions on the basis of the FCA Principles for Business. For 
example, Principle 6 states that: A firm must pay due regard to the interests of its 
customers and treat them fairly. Market participants could be given the right to sue 
any firm which had caused them loss by breaching this principle. 

 
14.67 On the other hand, there are strong arguments against such a change. In practice 

trustees are allowed considerable discretion and are rarely liable unless they have 
acted unreasonably or dishonestly. It is unclear what would be achieved in practice 
by applying a similar approach along the investment chain.  

 
14.68 Nor would increased rights to sue necessarily prevent misbehaviour. Civil litigation is 

inherently uncertain, costly and slow. As we have seen, some cases may take a 
decade or more to resolve. There is a danger that litigation would introduce greater 
costs, risks and instability after the event. It may also encourage defensive rather 
than good behaviour. 

 
14.69 The courts are particularly concerned about extending duties to others outside the 

immediate contractual or trust-based relationship. In Caparo, Lord Bridge counselled 
against the creation of “liability in an indeterminate amount for an indeterminate time 
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to an indeterminate class”. Similarly, Lord Oliver was concerned about “a limitless 
vista of uninsurable risk”. 

 
14.70 Our provisional conclusion is that there should be no statutory extension of rights to 

sue within financial markets. The effect of any such change would be uncertain and 
potentially disruptive. It would add substantially to costs in the chain, including 
insurance and legal costs. However, we would welcome views on this issue. 

 
Q19: Should rights to sue for breach of statutory duty under section 138D of the 
Financial Markets and Services Act 2000 be extended? 
 
Comment: The Forum is of the view that it would be helpful for the Commission’s 
final report to suggest further consideration of legal rights to redress in its 
conclusions. 
 
Strengthening FCA rules 
14.71 We have not been asked to review the FCA Handbook. That is a mammoth 

undertaking, which lies outside our expertise and resources. Our project sits 
alongside Recommendation 7 of the Kay Review that: Regulatory authorities at EU 
and domestic level should apply fiduciary standards to all relationships in the 
investment chain which involve discretion over the investments of others, or advice 
on investment decisions. 

 
14.72 Nevertheless, our discussions with stakeholders emphasised the centrality of FCA 

regulation. Financial markets cannot function without good regulation. For example, 
the long term nature of pension funding means that it is impossible for scheme 
members or trustees to choose between products in the same way that they could 
choose between consumer durables. There were many areas in which stakeholders 
thought that current regulations were inadequate. As we discuss in Chapter 11, 
where the FCA rules impose clear duties, it is likely that the courts will interpret 
duties of care in line with these rules. 

 
14.73 There are two issues where we seek views: the regulation of investment consultants 

and custodians. It is not our responsibility to recommend changes to FCA rules, but 
we will pass the responses we receive to BIS and the FCA for their consideration. 
We have not asked about investment managers’ fees as the FCA is already 
conducting a thematic review. Nor do we ask about the Stewardship Code, as the 
Financial Reporting Council is currently reviewing the implementation of the Code. 

 
Investment consultants 
14.74 As we discuss in Chapter 12, stakeholders expressed concern about the apparent 

lack of regulation of investment consultants. Investment consultants appear not to 
fall within the FCA regulatory regime so long as they only give “generic advice”. 
Questions were raised about potential conflicts of interest, so that an investment 
consultant’s advice may not be independent. Instead, there is the possibility that the 
advice might be coloured by a particularly close relationship with an investment 
manager or the presence of an in-house offering. We conclude that the law on this 
issue is unclear. 

 
Q20: Is there a need to review the regulation of investment consultants? 
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Comment: The Forum is of the view that the role and responsibilities of investment 
consultant would benefit from further detailed consideration by the Commission and 
the FCA. There is as yet no industry standard classification of consultants’ 
performance or independent assessment of performance track record over time. 
Trustees’ oversight and risk management responsibilities would be considerably 
enhanced if the consultants were subject to independent investigation.     
 
 
Custodians 
14.75 Today securities are often held electronically and indirectly. Shares are held through 

a chain of intermediaries. Instead of “owning” a share certificate, the investor is 
registered on the computer system of an intermediary, who in turn is registered on 
the computer system of a higher level custodian. The job of a custodian is simple: to 
hold the asset safely and to account for its ownership correctly. The world’s financial 
markets depend on custodians carrying out this function honestly and efficiently. Two 
questions were raised about the role of custodians. 

 
THE LEGAL FRAMEWORK 
14.76 The first question concerns the legal framework under which intermediated shares 

are held. In the past there has been some debate over the legal relationship that 
governs this ownership structure. It can be viewed as either a back-to-back chain of 
creditor debtor relationships, or as a series of trusts, where each tier holds an 
interest for the benefit of those in the tier below. It now seems settled that the 
arrangement is trust-based, which protects the investor’s interest if one party in the 
chain becomes insolvent. However, some areas of uncertainty remain. 

 
14.77 In October 2009, UNIDROIT produced a convention on the underlying law of 

intermediated securities. From 2006 to 2008, the Law Commission analysed 
successive drafts of the convention. We advised the UK Government to sign and 
ratify the convention to bring legal clarity at an international level. However, the 
UNIDROIT Convention has not been ratified by any country. Similarly, whilst the 
European Commission has also been looking at the issue, no legislative proposals 
have yet been published. We are interested to know whether the law in this area 
needs to be reviewed to ensure that it is fit for purpose.  

 
 
Q21: Is there a need to review the law of intermediated shareholdings? 
 
Comment: The Forum is of the view that trustees would benefit from an independent 
review of the role and responsibilities of custodians. There are concerns that 
regulation and oversight of the custody businesses would benefit from such a 
review.   
 
 
 
STOCK LENDING 
14.78 The main controversy affecting custodians relates to stock lending. This is where 

custodians lend the client’s investment to a third party, typically to enable the 
borrower to sell short. This introduces a risk that the borrower may default, though 
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the custodian may obtain collateral to guard against this. Where there is an 
appropriate term in the contract, the custodian is entitled to retain the fee rather than 
rebating it to the client. Professor Kay recommended that “all income from stock 
lending should be disclosed and rebated to investors”. 

 
Q22: Should the FCA review the regulation of stock lending by custodians? 
 
Comment: The Forum has concerns that stock lending is a virtually unregulated 
capital market transaction that has been particularly opaque. Problems and conflicts 
of interest in the proxy voting process have been particularly affected by the lack of 
transparency and lack of economic interest exhibited by prime brokerage operations 
that may have unwarranted and disproportionate impacts on proxy voting outcomes. 
An independent review with trustee input may be helpful here.   



  

 

 

Attn:  Folarin Akinbami 
Law Commission 
1st Floor, Tower 
52 Queen Anne’s Gate 
London SW1H 9AG 
 
By Email: fiduciary.duties@lawcommission.gsi.gov.uk 

          27 January 2014  

 
Dear Commissioners, 
 
Re: Consultation Paper 125 on Fiduciary Duties 

The International Corporate Governance Network (ICGN) was founded nearly 20 years ago and 
is a membership organisation of more than 600 individuals from around the world.  Our 
members represent institutional investors with global assets under management in excess of 
US$18 trillion.  For more information on the ICGN, please visit www.icgn.org.   
  
We welcome the opportunity to comment on the Law Commission's Consultation regarding 
application and understanding of fiduciary duties.  ICGN's members offer a source of practical 
knowledge and experience in regard to corporate governance and investment issues that can 
help inform your fiduciary duty deliberations. In addition, ICGN has adopted statements of 
principles and best practice guidance that bear on a number of the questions raised in the 
Consultation Paper.  (Copies of the ICGN documents cited in this comment are attached for 
your reference.)  We hope that the Law Commission's final report will take these views into 
consideration. 

Q - 1: Has the Consultation Paper Correctly Stated the Current Law? 
 
We see the Consultation Paper's confirmation that long-term performance, ESG factors and 
macroeconomic (systemic) factors may be taken into account by fiduciaries as appropriate and 
important.  Verification that, as fiduciaries, trustees should not invest in illegal activities or those 
which contravene international conventions, regardless of how profitable, also provides 
welcome guidance for fiduciaries. However, we have concerns about the Consultation Paper's 
analysis in a number of areas. 

 
The Question Mischaracterises the Issue 
 

We respectfully submit that the question stated by the Commission presents the issue in a way 
that is unlikely to be helpful for addressing issues that were identified by the Kay Review. We 
believe that it would be more useful to focus this consultation on how the law is understood and 
applied by fiduciaries. In fact, the Commission's terms of reference included a request to 
investigate understanding of the content and application of fiduciary duties, as well as to 
consider how fiduciary duties are applied in practice. The law is of little practical benefit if it is 
not implemented appropriately. 
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"The culture, activities and role of all institutional investors should focus on delivering 
value to the benefit of beneficiaries or clients over an appropriate time horizon." [ICGN 
Statement of Principles for Institutional Investor Responsibilities] 

Some Assumptions Appear to be Outdated  

We are concerned that the Consultation Paper does not consistently and accurately capture 
present-day institutional fiduciary practices in several important regards.  The result is a 
statement of the law that sometimes appears to address facts which are outdated.  Accuracy of 
assumptions is especially important because risk management and investment practices 
relating to consideration of systemic (macroeconomic) and environmental, social and 
governance (ESG) factors have been evolving over the past decade.  Given the trajectory of this 
change, it would be unfortunate if the Commission's final report opined on ethical screening 
practices of the 1990s without recognising contemporary strategies that integrate systemic and 
ESG factors into investment and risk analyses.    

The following examples of outdated or inconsistent Consultation Paper assumptions illustrate 
why we are concerned: 

 When discussing ESG stewardship, the Commission assumes that only large 
investors have the capacity to undertake stewardship activities in a cost-effective 
manner.  However, smaller investors have the ability to exercise stewardship by 
developing proxy voting guidelines for owned shares, engaging external managers 
that practice stewardship, collaborating with other investors or outsourcing 
engagement activities to a third party (we note that there are several providers of 
such services). 

"When an investment institution is not of sufficient scale to have governance structures 
or internal resources such that it is capable of such effective oversight on behalf of 
beneficiaries or clients, it should consider ways to consolidate, collaborate or build scale 
such that it is capable of this necessary oversight." [ICGN Statement of Principles for 
Institutional Investor Responsibilities] 

 The Consultation Paper seems to acknowledge, but does little to consider, the 
impact that climate change, pollution, system financial risks and other externalities 
generated by practices of portfolio companies have on the analytical and risk 
management practices of fiduciaries. In particular, resource constraints have become 
a fundamental reality of the twenty-first century, with major economic consequences 
for sustainability of company business models and for future retirees.   

"Key areas of focus for asset owners which are seeking to align the activities of their 
fund managers more closely with the long-term interests of their beneficiaries are . . . 
effectively integrating relevant environmental, social and governance factors into 
investment decision-making and ongoing management." [ICGN Model Mandate 
Initiative] 

Consistent Application of Time Frames and Risk Horizons 
 

We believe that the Commission's analysis would benefit from greater consistency in application 
of relevant time horizons. For fiduciaries with inter-generational obligations, achieving balance 
between short- and long-term perspectives is a critical requirement that should apply across all 
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aspects of fiduciary duty.  The Commission need not resolve exactly how that balance should 
be struck.  However, it should consistently frame the duty of impartiality between interests of 
different generations as requiring analysis. 

 
"In considering what time horizons are appropriate, institutional investors will need to 
consider the best interests of their clients and beneficiaries, and any issues of 
intergenerational fairness between them as well as where the ultimate risk-bearing lies 
within the institutional investor." [ICGN Statement of Principles for Institutional Investor 
Responsibilities] 
 

For example, when discussing quality of life factors, we believe the Consultation Paper does not 
acknowledge sufficiently the importance of time frames.  Most fiduciaries have both current and 
long-term obligations.  Trade-offs between considerations such as maximising current returns 
and contributing to the risk of decreases in future air quality or availability of potable water are a 
constant challenge for fiduciaries, whether or not they recognise it. The Consultation Paper 
approaches what it calls quality of life issues in a way that stresses evaluation of only near-term 
financial returns for two competing investments. It is silent on the cost-of-living effects that can 
result from pushing pollution costs onto scheme participants who will retire in 30 or 40 years into 
the future.  It also fails to examine implications of trade-offs or generation of (positive and 
negative) externalities on a portfolio-wide or macroeconomic level. 

 
"The time horizon of most asset owners is considerably longer than that of fund 
managers.  Thus for long-term portfolios, the factors and risks which matter to the asset 
owner are somewhat different from those typically considered within fund management 
processes." [ICGN Model Mandate Initiative] 
 

Q - 2: Does the Law Reflect an Appropriate Understanding of Beneficiaries’ Best 
Interests? 
 
Again, we do not see this as a helpful framing of the question in a way that is responsive to the 
Commission's mandate.  The operative question for delivery of investment services which 
actually serve beneficiaries’ best interests should be whether fiduciaries appropriately 
understand and impartially apply all of their fiduciary duties in the context of current knowledge 
and circumstances.   

 
In this regard, we think the consultation would benefit from discussion of efforts to engage in 
two-way communication with beneficiaries regarding their needs, risk tolerances and best 
interests for a secure retirement.  Adequate reporting and disclosure of both investment results 
and the effects that externalities (i.e., side effects of investment and portfolio company 
practices) will have on beneficiaries should also be recognised as an aspect of fiduciary duty.  
This is an area where practices are evolving, and it would be unfortunate if the Commission did 
not expressly recognise that fiduciaries cannot function effectively without a nuanced 
understanding of their diverse beneficiaries.   
 
Q - 6: Does the Law Permit a Sufficient Divergence of Strategies? 

 
The Consultation Paper also phrases this inquiry in a way that limits its practical relevance.  We 
agree that the law permits diversity in strategies.  The Consultation Paper's observations that 
trustees are not limited to applying the metrics of Modern Portfolio Theory and that legal 
advisors often tend toward conservative advice, rather than best practices advice based on 
impartially serving beneficiaries' best interests, are important findings.  However, the final report 
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should operationalise these findings by providing guidance to fiduciaries for moving beyond 
such roadblocks.  In our view, that was the intent of the mandate which the Commission was 
given. 

 
Q - 7: Are the Main Pressures towards Short-termism Caused by Fiduciary Duty? 

 
The phrasing of this question appears to confuse the causes of investor short-term herding with 
the purpose of fiduciary duty.  The Consultation Paper appropriately recognises that fiduciary 
duties are “designed to protect the vulnerable when others have discretionary power to act on 
their behalf.”  This makes fiduciary duty part of the solution rather than part of the problem. 

 
The Consultation Paper also cites the 1985 decision of Sir Robert Megarry in Cowan v Scargill, 
which highlights the obligation of fiduciaries to impartially balance the interests of current and 
future beneficiaries. This duty of impartiality deserves greater consideration in the Commission's 
treatment of the tendency of fiduciary investors to herd around similar short-term investment 
strategies. Divergent intergenerational interests of beneficiaries must be fairly balanced.  Part of 
the remedy for the damage from excessive short-termism which was cited in the Kay Review 
(and numerous prior studies) is to encourage application of the duty of impartiality, so that 
processes used by fiduciaries for investment, risk management, monitoring and reporting reflect 
both short- and long-term considerations.  

 
The law may not create short-termism, but understanding – and application of that 
understanding – of the law by fiduciaries has certainly been a roadblock to addressing it.  
Fiduciaries must develop a clearer understanding of the duty of impartiality and be incentivised 
to apply it. The Commission is in a unique position to help fiduciaries overcome inertia and 
change long-established patterns of behavior that magnify the risks associated with short-
termism. 

 
"Following the financial crisis, there is also an increasing focus on the risk to asset 
owners of investment approaches which generate systemic risk and the opportunities 
from those generating systemic benefits. Asset owners are exposed to financial markets 
generally and so are unlikely to benefit over the long run from investment strategies 
which produce returns by generating systemic risks that jeopardise the efficient 
functioning of a particular market or markets more generally. Asset owners thus have an 
interest in ensuring that their fund managers help to foster well-functioning markets and 
do not risk undermining them through their investment approach or actions." [ICGN 
Model Mandate Initiative.] 
 

Q - 20: Is there a Need to Review the Regulation of Investment Consultants? 
 
The ICGN does not have a specific policy on this question.  However, we offer advice for asset 
owners and intermediaries which we think is consistent with their fiduciaries duties.  The 
Commission could, even without regulatory changes, facilitate better management of service 
provider conflicts of interest by highlighting the obligation of asset owners to identify, minimise 
and manage conflicts of interest.   
 

"Ultimate owners cannot delegate their underlying fiduciary duties; even when they 
employ agents to act on their behalf, beneficial owners need to ensure through contracts 
or by other means that the responsibilities of ownership are appropriately and fully 
delivered in their interest and on their behalf by those agents, who are to be held to 



 

 

account for doing so." [ICGN Statement of Principles for Institutional Investor 
Responsibilities] 

 
Conclusion 

We encourage the Commission to produce a plain English report that is useable by fiduciaries 
and that breaks through the silo presentation of issues in the Consultation Paper, to provide a 
comprehensive vision of how fiduciary duty should be understood and applied to meet the 
challenges of the twenty-first century.  The complex view of fiduciary duty that was taken by the 
Consultation Paper will only serve to further confuse fiduciaries, their service providers and their 
legal advisors.  Knitting together an analysis that accords appropriate weight to impartiality, 
addressing both short- and long-term issues, integration of ESG factors into investment and risk 
analyses (on a company, portfolio and systemic basis), consideration of externalities generated 
by portfolio investments and attention to management of conflicts in the service provider chain 
would go a long way toward updating practical understanding of fiduciary duty so as to be fit for 
purpose in today's global economy. 

We are grateful for the opportunity to comment on the Law Commission's Consultation Paper on 
Fiduciary Duties.  Should you wish to discuss any of the points that we have raised, please feel 
free to contact Kerrie Waring, ICGN’s Managing Director, by email at kerrie.waring@icgn.org or 
by telephone on +44 (0) 207 612 7079. 

Yours faithfully, 
 

  
Michelle Edkins    Keith Johnson 
Chairman, ICGN Board Member, ICGN Shareholder Responsibilities 

Committee 
 
 
 
Cc:  ICGN Board Members 
ICGN Shareholder Responsibilities Committee 
 
 
 
 
  
To view the ICGN ‘Statement of Principles for Institutional Investor Responsibilities’ and ‘Model Mandate Initiative’ 
please go to:  https://www.icgn.org/best-practice 
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Bar Council response to the Fiduciary Duties of  

Investment Intermediaries consultation paper 
 

1. This is the response of the General Council of the Bar of England and Wales (the Bar 

Council)  and  The  Commercial  Bar  Association  (COMBAR)  to  the  Law  Commission 

consultation paper entitled Fiduciary Duties of Investment Intermediaries.1 

 

2. The Bar Council represents over 15,000 barristers in England and Wales. It promotes the 

Bar’s high quality specialist advocacy and advisory services; fair access to justice for all; the 

highest standards of ethics, equality and diversity across the profession; and the development 

of business opportunities for barristers at home and abroad.  

 

3. A  strong  and  independent  Bar  exists  to  serve  the  public  and  is  crucial  to  the 

administration of  justice. As  specialist,  independent advocates, barristers enable people  to 

uphold their legal rights and duties, often acting on behalf of the most vulnerable members of 

society. The Bar makes a vital  contribution  to  the efficient operation of  criminal and  civil 

courts. It provides a pool of talented men and women from increasingly diverse backgrounds 

from which a significant proportion of  the  judiciary  is drawn, on whose  independence  the 

Rule  of  Law  and  our  democratic way  of  life  depend.  The  Bar  Council  is  the Approved 

Regulator for the Bar of England and Wales. It discharges its regulatory functions through the 

independent Bar Standards Board (BSB). 

 

Question  1: Do  consultees  agree  that Chapter  10  represents  a  correct  statement  of  the 

current law? (14.6)  

 
4. Yes. 

 

Question  2: Do  consultees  agree  that  the  law  reflects  an  appropriate understanding  of 

beneficiaries’ best interests? (14.11)  

 
5. Yes. 

 

Question 3: Do consultees think that the law is sufficiently certain? (14.15)  

 
6. Yes. On  the one hand  leaving  the  law as  it  is promotes  flexibility  to respond  to new 

forms of unacceptable behaviour and prevents a situation arising where trustees conclude that 

the only duties applying to them are those which are explicitly specified in an Act or Statutory 

Instrument. In order to be comprehensive/exhaustive, legislation would have to be complex. 

                                                            
1 Law Commission (2014) Fiduciary Duties of Investment Intermediaries 

 



On the other hand, in the context of occupational pension schemes (to which their application 

is restricted), the Investment Regulations 2005 themselves already make explicit, in a probably 

helpful way, some duties that may be regarded as implicit under the trusteesʹ duty under the 

general  law. On balance, and given  that we already have  the  Investment Regulations, we 

would  not  favour  any  further  attempts  to  make  matters  explicit  through  statutory 

intervention  in  the  context  of  occupational  pension  schemes. Nor would we  favour  any 

modification of the law applicable to fiduciaries as it is applied to trustees of such schemes. It 

is worth reiterating, however, that the Investment Regulations 2005 do not apply to all pension 

schemes and that there may be a valid question as to whether their ambit should be extended 

to cover some non‐occupational pension schemes. That  is a complex question  that has not 

been addressed in and could not be answered on the basis of the material presented in the 

Consultation Paper. It would require a careful consideration of the effectiveness of existing 

obligations applying to the trustees of non‐occupational pension schemes assessed against the 

background and having  regard  to  the scope and effectiveness of  the applicable  regulatory 

regimes.  

 

Question 4: Should  the Occupational Pension Scheme  (Investment) Regulations 2005 be 

extended to all trust‐based pension schemes? (14.15)  

 
7. Possibly, though it requires more work. There are good reasons why smaller schemes 

are not subject  to  the  regulations.  But  it  is also  is a matter of  fact  that  there  is a current 

epidemic of pension  schemes set up with  the purpose of promoting  ʺpensions  liberationʺ, 

where  attempts  are  made  to  release  to  pension  scheme  members  part  of  their  benefit 

entitlement prior to the age at which such payments would be permitted if the scheme is to 

retain  its  tax beneficial status.  In many such scheme’s,  the  trustees  invest such part of  the 

scheme’s assets as have not been released to members in ways that may be regarded, at best, 

as unorthodox and, at worst, as in flagrant breach of fiduciary duty. It is common to see such 

schemes being deliberately set up with less than 100 members in order to bring the schemes 

outside the majority (although not all) of the duties imposed by the Investment Regulations 

2005. Recognition by the Pensions Regulator and the Courts that this type of activity is going 

on and  that  in many cases  trustees of  such  schemes may  feel  that  they are  largely  free of 

obligations that would apply to them were the schemes to have more members, has helped to 

raise the legitimate question whether the current 100‐member limit should be removed. What 

the answer  to  that question  should be  is not  straightforward, because  there may be good 

reason to want to exempt the trustees of some small occupational pension schemes from such 

specific obligations.  It  is an answer  that can probably only be arrived at  following a more 

comprehensive  review  of  the  behaviour  of  trustees  of  such  schemes,  the  effectiveness  of 

existing fiduciary obligations in such cases, and the interaction of such obligations with the 

regulatory regime (which is currently much occupied with the pensions liberation problem). 

 

Question  5: Are  there  any  specific  areas where  the  law would  benefit  from  statutory 

clarification? (14.15)  

 
8. Yes. It may be sensible to consider applying to all pension schemes the Occupational 

Pension Scheme requirement that investment powers should be exercised with regard to the 

security, quality, liquidity and profitability of the portfolio as a whole, SI2005/3378 Reg 4(3). 

 



Question 6: Do consultees agree that the law permits a sufficient diversity of strategies? 

(14.21)  

 
9. Yes. 

 

Question 7: Do consultees agree  that  the main pressures  towards short‐termism are not 

caused by the duty to invest in beneficiaries’ best interests? (14.24)  

 
10. Yes. 

 

Question 8: Do consultees agree that the law is right to allow trustees to consider ethical 

issues only in limited circumstances? (14.28)  

 
11. Yes. 

 

Question 9: Does the law encourage excessive diversification? (14.32)  

 
12. No. The law requires diversification, as it should, but does not state what diversification 

is. It is well‐established but seemingly not well enough recognised throughout the industry 

that the main advantages of diversification can be achieved with what most would consider a 

relatively  low  level  of  diversity  and  that  increased  diversification  above  that  level  gives 

proportionately less and less added protection. 

 

Question  10: Does  the  law  encourage  trustees  to  achieve  the  right balance  of  risk  and 

return? (14.32)  

 
13. Other. The law neither encourages nor discourages the trusteesʹ attempt to achieve the 

right balance of risk and return. It requires trustees to consider what that balance is and to 

attempt to pursue it but leaves it to the trustees to decide how to do so. 

 

Question 11: Are  there any systemic areas of  trustees’  investment strategies which pose 

undue risks? (14.32)  

 
14. Other.  We  do  not  have  the  expertise  to  respond  to  this  issue,  which  addresses 

derivatives. It is not, however, our experience that trustees in general use/invest in derivatives 

to any great degree, possibly influenced by a conservative impression of their duties. Some 

large occupational pension schemes have invested heavily in derivatives in recent years, with 

mixed results. Such an investment strategy is always (or should always be) pursued following 

the taking of expert advice and so should not be regarded as posing undue risks: as with all 

investments, there are risks, but it should be left to trustees and their advisers (who are in the 

best place to assess those risks and balance them against the needs of the particular scheme) 

to decide whether, and if so in what manner, to invest in derivatives. 

 

Question  12:  Overall,  do  consultees  think  that  the  legal  obligations  on  trustees  are 

conducive to investment strategies in the best interests of the ultimate beneficiaries? (14.33)  

 
15. Yes. 



 

Question 13: If not, what specifically needs to be changed? (14.33)  

 
Question 14: Do consultees agree that the duties on contract‐based pension providers to act 

in the interests of scheme members should be clarified and strengthened? (14.42)  

 
16. Other. We tend to agree, but are not convinced that there is any real evidence that has 

been produced  to support  the conclusion  that contract‐based pension providers do not act 

sufficiently in the interests of scheme members. All that is said is that 3‐yearly reviews are not 

currently required, but if they were, that would surely be a good thing. We tend to agree with 

that,  as  a  theory,  but  are  surprised  that  there  is  no  research which  supports  the  theory. 

Professor Kay is of the view that occupational schemes are monitored too often, so reviews 

are not necessarily a good  thing  in everyoneʹs eyes. Contract‐based providersʹ  investment 

successes are driven mainly by competition for work, which may be more salutary than some 

imposed system. 

 

Question  15:  Should  specific  duties  be  placed  on  pension  providers  to  review  the 

suitability of investment strategies over time? If so, how often should these reviews take 

place? (14.42)  

 
17. Yes. The Bar Council thinks this is probably sensible and have no strong view between 

3 and 5 years as the appropriate period. 

 

Question  16:  Should members  of  Independent Governance  Committees  be  subject  to 

explicit legal duties to act in the interests of scheme members? (14.42)  

 
18. No. The Bar Council is not sure at this stage how successful such committees will be and 

do not want to try to fit them  into any strait  jacket before they are up and running. It also 

seems to us that the imposition of the legal duty would have, as the Report recognises, to be 

tied in with the provision of indemnities. But we regard that as likely to result in practice in a 

far too tight control over the committees by the pension provider and potentially jeopardise 

the Committeesʹ independence. 

 

Question 17: Should pension providers be obliged to indemnify members of Independent 

Governance  Committees  for  liabilities  incurred  in  the  course  of  their  duties?  (14.42)  

 

19.   No. Please see answer to Question 16. 

 
Question 18: Do consultees agree  that  the general  law of fiduciary duties should not be 

reformed by statute? (14.61)  

 

20.   Yes. 

 

Question 19: Should rights to sue for breach of statutory duty under section 138D of the 

Financial Markets and Services Act 2000 be extended? (14.67)  

 
21.  Possibly. We are not convinced that the arguments against some sort of extension of 



the ambit of s138D set out in paragraphs 14.67 to 14.69 of the Consultation Paper have any 

real relevance or validity in the context of what is a complex policy argument about whether 

an existing statutory dividing line should be moved. This is an inadequate analysis of the issue 

upon which to base the conclusion drawn. Significant further research and debate would need 

to be undertaken before reaching a conclusion on this important point. An example of an issue 

which is not addressed in the Paper relates to the consequences of the interpretation placed 

by  the  Courts  on  the meaning  of  ʺprivate  personʺ  in  the  predecessor  to  s138D  (read  in 

conjunction with the relevant provision in the Financial Services and Markets Act 2000 (Rights 

of Action) Regulations 2001 (ʺthe Regulationsʺ)). The Courts in Titan Steel Wheels Ltd v Royal 

Bank of Scotland and subsequent cases have placed a very broad interpretation on the concept 

of loss suffered ʺin the course of carrying on business of any kindʺ, such that it does not matter 

if the business enters  into the financial transaction  in question as a wholly unsophisticated 

client investing, for example not as part of its principal business function but for reasons that 

are wholly ancillary to that function (in Titan Steel the company invested in derivatives in an 

attempt to hedge foreign exchange fluctuations that would otherwise affect its earnings from, 

and  ability  to,  finance  its  alloy wheels  import  and  export  business).  If  this  is  the  correct 

interpretation of  s138D  (and  it  appears  to have been  the  consistent  line  taken  since Titan 

Steels) there is concern amongst many experienced financial services lawyers that this is too 

restrictive an approach and that it gives rise to an anomaly between the approach applicable 

under FSMA  to  the protection of clients and  the approach  taken under MIFID, where  the 

distinction drawn  is between  the sophisticated and  the unsophisticated  investor. Although 

there are plainly many sophisticated businesses undertaking financial investment business as 

their  principal  business,  there  are  many  businesses  who  only  enter  into  investment 

transactions as a means of financing their principal business and who should not be regarded 

as so sophisticated as to merit different treatment from an individual ʺnon‐businessʺ client. 

 

Question 20: Is there a need  to review  the regulation of  investment consultants?   (14.71)  

 

22.  Yes.  It  seems  to  us  anomalous  that  they  should  fall  outside  regulation,  despite 

performing such an important function. 

 

Question 21: Is there a need to review the law of intermediated shareholdings? (14.74)  

 
23.  Yes. The Bar Council is unhappy that there should be any prospect of doubt at all in this 

important area of the law, such as the basis on which intermediated shareholdings are held. 

We also support the Law Commissionʹs proposal that the UNIDROIT Convention should be 

reconsidered and a principled decision taken on whether to ratify it. 

 

Question 22 Should the FCA review the regulation of stock lending by custodians? (14.75)  

 

24.  Yes. To an industry‐outsider, and lawyer, stock‐lending by custodians seems little short 

of  scandalous.  The  idea  that  a  custodian  should  be  gambling  the  very  assets which  are 

entrusted  to  its safekeeping,  for  its own private profit, must be outlawed unless  there are 

compelling reasons justifying its continuance, in which case the profit should be, at the very 

least, shared. 

 

 



Do you have any other comments about fiduciary duties in the investment chain, or how 

those duties are applied in practice? 

 

25.  The matter of real importance for the pension investor is performance. But investment 

is  not  a  fiduciary  duty.  Improvement  of  investment  performance  cannot  be  achieved  by 

altering or imposing fiduciary duties. 

 

26.  Facilitating, including reducing the cost of changing pension providers, might make a 

significant improvement since it might enable the market to drive up performance.   

 

The  debate  between  performance  and  ethics  in  pension  fund  investment will  no  doubt 

continue but  it  is unrealistic to  impose a single standard. The courts have struck a balance 

which seems both workable and sensible. Public opinion is likely to drive up the use of ethical 

investment, where there is a demand for it. 

 

27.  Short‐termism has its dangers but it is unclear that the beneficiaries of pension funds 

suffer from it. They may even benefit. It is therefore difficult to see where short‐termism fits 

into any review of fiduciary duties. 
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For further information please contact 

Jan Bye, Head of Professional Affairs 

The General Council of the Bar of England and Wales 

289‐293 High Holborn, London WC1V 7HZ 
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22 January 2014 
 
 
Dear Folarin, 
 
We welcome the opportunity to comment on the Law Commission’s consultation on 
the Fiduciary Duties of Investment Intermediaries.  
 
By way of background, Hermes is a leading fund manager in the City of London. As 
part of our Equity Ownership Service (EOS), we also respond to consultations on 
behalf of many clients from around Europe and the world, including PNO Media 
(Netherlands), Canada’s Public Sector Pension Investment Board, VicSuper of 
Australia, and the UK’s The BBC Pension Trust and Environment Agency (only those 
clients which have expressly given their support to this response are listed here). In 
all, EOS advises clients with regard to assets worth a total of £129 billion (as at 30 
September 2013). 
 
Hermes Fund Managers is an active asset manager and provider of stewardship 
services (through EOS). Hermes is committed to delivering excellent, long-term, 
performance  in a responsible manner. In addition to acting as a responsible investor, 
i.e. a good steward of the assets we invest in and aware of environmental, social and 
governance (ESG) considerations in making investment decisions, we are also 
focused on being a responsible manager, taking seriously our fiduciary 
responsibilities to our clients. 
 
EOS represents 35 funds who have mandated us to engage on their behalf with 
policy makers and companies on strategic, financial, environmental, social and 
governance (ESG) issues. The objective of these funds is to act as responsible long 
term owners of their investments through focusing on sustainable risk management 
and value creation as well as protecting and enhancing their fund’s reputation in line 
with beneficiaries’ beliefs. 
 
It has been a long standing view of Hermes, shared by its clients, that on behalf of 
their beneficiaries, strategic, financial and ESG issues which are material risks or 
opportunities over the short, medium or long term should be considered as part of the 
fiduciary duty of asset owners and their agents. Hermes also strongly advocates that, 
as part of such fiduciary duty, there is an obligation on asset owners and their agents 
to act as active owners and stewards of investments. 
 



We strongly believe that the fiduciary duty of a fund trustee should be interpreted 
substantially more widely than the narrow duty to maximise returns for their funds at 
the lowest cost over a limited timeframe. This is particularly important in the context 
of so called “non-financial” issues. For the record, we do not believe that 
environmental, social or governance factors are in fact “non-financial”. While these 
factors may not be estimated precisely in a quantitative fashion and over a specific 
time frame, they can be material either as a risk to financial value or as an 
opportunity.  
 
Only where there is a direct requirement from beneficiaries to take certain investment 
considerations into account do trustees have an obligation to do so. However in the 
majority of cases, where there is no such obligation, trustees should only take 
account of ESG issues where these affect the value or risk profile of the portfolio.  
 
While we are not qualified to precisely interpret the law as regards the breadth of 
fiduciary duty as it is currently defined in the current context, we observe that, in 
practice, asset owners diverge considerably in the level of stewardship activities they 
carry out, directly or through agents, and the consideration given to ESG factors in 
investment decision-making over different timeframes. Because of this uncertainly, 
trustees may err on the side of acting conservatively and focus on maximising short 
term, quantifiable returns while avoiding contemplation of longer term more uncertain 
and not easily quantifiable risks relating to ESG and other factors. We believe this is 
due to a lack of clarity as to the issues they are properly entitled to consider as part 
of their fiduciary duty to their beneficiaries. At the same time, the fact that a growing 
number of asset owners are now taking steps to ensure they are properly fulfilling 
their ownership responsibilities suggests that nothing in current law forms an 
impediment to their doing so.   
 
We therefore encourage the Law Commission to consider whether it could provide 
additional guidance to ensure that the law is correctly interpreted by all trustee 
boards. It appears, on the basis of our experiential evidence,  that it is insufficiently 
clear that fiduciary duty encompasses a requirement to act as a good steward of 
assets under management and integrate long term factors into investment decision-
making. 
 
We answer the specific questions in the consultation where we believe we can add 
value briefly below. 
 
Yours sincerely 
 
 

Jennifer Walmsley 
  



 
Question 1 Do consultees agree that Chapter 10 of the Consultation Paper 
represents a correct statement of the current law? (14.6) 
 
Question 2 Do consultees agree that the law reflects an appropriate 
understanding of beneficiaries’ best interests? (14.11) 
 
Question 3 Do consultees think that the law is sufficiently certain? (14.15) 
 
We believe that the crux of the legal questions around fiduciary duties can be found 
in the Law Commission’s statement in S82:  
 
“Given the evidence that ESG factors can lead to better returns in the long run, the 
answer is clearly that pension trustees may use wider factors. We hope that we can 
finally remove this misconception.” [The misconception concerning the extent to 
which pension trustees can take ESG considerations into account] 
 
We welcome the fact that the Law Commission wishes to remove this misconception. 
While trustees might find it difficult to assess ESG factors and then make the right 
decisions taking these factors into account, there is an increasing body of evidence 
to demonstrate not only that they have a bearing on financial performance but that 
stewardship programmes can influence positively long-term value. The Law 
Commission should therefore make sure that there is no misconception: if ESG 
factors can influence long-term value and if engagement with companies can help to 
reduce long-term risk and increase value, then trustees have a fiduciary obligation to 
take ESG factors into account and to expedite engagement with their portfolio 
companies.  
 
Question 4 Should the Occupational Pension Scheme (Investment) Regulations 
2005 be extended to all trust-based pension schemes? (14.15) 
 
Those schemes not caught by these regulations are so small that the cost-benefit 
analysis of whether to extend them to these entities must at least be questionable.  
 
While this is not directly a question for the Law Commission to address, how to 
encourage the merger of small pension schemes where it is clear that this will create 
value and enhance their ability to act as responsible owners should be considered by 
the Department of Work and Pensions and the Department of Business, Innovation 
and Skills. There are also clear benefits to the success of the stewardship agenda in 
aggregating long-term assets to represent a larger, unified voice over a company’s 
share register whether this is through mergers or through schemes deciding to 
collaborate and pool resources to undertake engagement activities.  
 
Question 5 Are there any specific areas where the law would benefit from 
statutory clarification? (14.15) 
 
We believe that trustees need to be empowered to pursue a broad definition of return 
as part of a holistic approach and to think of performance beyond the short term 
share price. There is a tendency for current law to be interpreted to mean that 
trustees have a narrow duty to maximise returns for their funds. On the contrary there 
is nothing within the law which prevents trustees taking account of a much broader 
range of issues than short term, purely easy to quantify financial factors.  
 
It would be helpful if trustees could be given the necessary level of comfort to enable 
them to feel confident about interpreting their duty in a way they see fit and not be 



overly hampered by concerns about legal repercussions to the extent that they 
consequently interpret what it means to be a fiduciary in a very narrow and 
incomplete way.  
 
It is worth noting in this context that the 2006 Companies Act codified directors duties 
into an “enlightened shareholder value” form under which directors are obliged to 
consider the impacts of environmental, social and other factors on the future success 
of their company. It is therefore important that  institutional investors do not feel 
limited in their ability to act as “enlightened shareholders”.  
 
Question 6 Do consultees agree that the law permits a sufficient diversity of 
strategies? (14.21) 
 
As discussed above, we have observed that some trustees are nervous about their 
liabilities if they fail to do the same as everyone else. This may lead to the apparent 
herd mentality which The Law Commission refers to in its consultation document. We 
do not believe that this is necessarily an issue with the law. 
 
Question 7 Do consultees agree that the main pressures toward short-termism 
are not caused by the duty to invest in beneficiaries’ best interests? (14.24) 
 
We are concerned by the way that this question is framed. We believe that the 
wording of the question encourages respondents to answer that the main pressures 
towards short-termism are not caused by the fiduciary duties of pension trustees. The 
Kay Review commendably explained that there are a number of complex, 
interlocking factors that lead towards increased short-termism. It would be a crass 
simplification of a complex reality to pick one factor over another and posit that one 
particular factor is the main cause.  
 
These factors include: the relative lack of bargaining power of UK pension funds, 
even amongst the biggest, compared to the giants of the fund management industry, 
affecting the wording of mandates and contracts, the way in which the fund 
management industry and senior individuals in it are remunerated, the need to mark 
to market and the risk this could lead to short term decisions and the safety-in-
crowds mentality of trustees, advisers and many fund managers as well as the 
unintended consequences of legislation and regulation.  
 
Question 8 Do consultees agree that the law is right to allow trustees to 
consider ethical issues only in limited circumstances? (14.28) 
 
We believe that the Law Commission’s explanations are appropriate. We would, 
however, underline that the clarity over ESG and stewardship that we seek should be 
extended to explain the example cited in S.89 and to go beyond what the 
Commission has stated there and in S.90. Not only do trustees have the ability under 
the current law to disinvest from payday lending if they believe that the business 
model is unsustainable, for example, but they have the ability to engage with payday 
loan companies to understand the business model, to debate how the company is 
managing reputational and regulatory risk and to encourage the company to have a 
more appropriate business model. We would note that payday lenders have different 
business models and we could conceive of a company that lends responsibly in this 
sector and as a result gains market share and provides sustainable returns, while 
minimising its regulatory and reputational risk. The world in which trustees have to 
act is more nuanced than is sometimes articulated in this paper and the Commission 
should be careful to ensure that any clarification of the law encompasses not just 
disinvestment as a response to longer term risk but positive engagement with 



companies. It is important to acknowledge that some issues that might on the surface 
be concerned with “ethics” may well have value dimensions associated with them, 
not least from reputational, licence to operate and regulatory risk perspectives.  
 
Question 9 Does the law encourage excessive diversification? (14.32) 
 
Question 10 Does the law encourage trustees to achieve the right balance of 
risk and return? (14.32) 
 
Question 11 Are there any systemic areas of trustees’ investment strategies 
which pose undue risks? (14.32) 
 
We do not believe that the law encourages either excessive diversification or the right 
balance of risk and return. What has happened, however, is that the law has led 
trustees, rightly, to take advice on portfolio construction and investment strategy. Our 
experience suggests that such advice tends to be quite similar in nature and may 
encourage “playing safe” and taking a limited view of fiduciary duty. We would 
suggest that it should properly be considered part of a trustee’s duty to ensure that 
they are well advised on all material risks, including ESG risks, to the value of their 
fund.  For example this could be achieved through an appropriately diverse skill set 
on the trustee board or through seeking external advice.  
 
Question 12 Overall, do consultees think that the legal obligations on trustees 
are conducive to investment strategies in the best interests of the ultimate 
beneficiaries? (14.33) 
 
Question 13 If not, what specifically needs to be changed? (14.33) 
 
It is clear from our answers to the questions above that we believe that the 
interpretation of the law concerning the fiduciary duty of trustees may need 
clarification so that longer term factors that can have an effect on value can be taken 
into account by trustees without concerns about their acting outside of their remit. We 
are of the view that trustees should take these issues into account where material 
rather than, as the consultation suggests, being able to decide whether to take them 
into account or not. The intention of the current law should be clarified if necessary to 
make this clear to trustees.  
 
Question 14 Do consultees agree that the duties on contract-based pension 
providers to act in the interests of scheme members should be clarified and 
strengthened? (14.42) 
 
We do not believe that we are best placed to answer this question 
 
 
Question 15 Should specific duties be placed on pension providers to review 
the suitability of investment strategies over time? If so, how often should these 
reviews take place? (14.42) 
 
We do not believe that we are best placed to answer this question 
 
 
Question 16 Should members of Independent Governance Committees be 
subject to explicit legal duties to act in the interests of scheme members? 
(14.42) 
 



We do not believe that we are best placed to answer this question 
 
 
Question 17 Should pension providers be obliged to indemnify members of 
Independent Governance Committees for liabilities incurred in the course of 
their duties? (14.42) 
 
We do not believe that we are best placed to answer this question 
 
 
Question 18: Do consultees agree that the general law of fiduciary duties 
should not be reformed by statute? 
 
As stated above we believe that guidance should be provided on the interpretation of 
the general law of fiduciary duties such that these are consistent with the aim of 
promoting long term behaviours. The current perceived uncertainty in the flexibility 
allowed within the scope of fiduciary duties may contribute to enabling the 
persistence of short-term market behaviour. 
 
We do think there is a case for clarifying and in some cases strengthening the duty of 
investment intermediaries to their clients, but sympathise with the position of the Law 
Commission that “any attempt to change fiduciary duty through legislation would 
result in new uncertainties and could have unintended consequences”.  
 
Question 19: Should rights to sue for breach of statutory duty under section 
138D of the Financial Services and Markets Act 2000 be extended? 
 
No. We agree with the Commission that the likely effect of such a change would be 
to add substantially to the costs within the investment chain. 
  
 
Question 20: Is there a need to review the regulation of investment 
consultants? 
 
Yes. The regulation of advice to pension funds on pooled funds, separate accounts 
and investment strategy is inconsistent. We are also concerned that there may be 
conflicts of interest in the supply of investment advice alongside the provision of 
investment services and we believe a review of the relevant regulation would be 
helpful. 
 
Question 21: Is there a need to review the law of intermediated shareholdings? 
 
We do not believe that we are best placed to answer this question 
 
 
Question 22: Should the FCA review the regulation of stock lending by 
custodians? 
 
Yes - we think that the FCA should review the regulation of stock lending by 
custodians. When used properly stock lending can play a useful role in market price 
discovery. However when abused it can be used as a highly predatory and short-
term tool for influence which can be detrimental to the long-termism and stewardship 
agendas. For example, short term borrowers of stock from custodians may exercise 
their voting rights and exert influence in a way that is inconsistent with the interests of 
long term shareholders.  



 

   
  

   
    

 
  

    
  

   

           
  

                 
                 

             
                

                
 

                 
             

              
              

        

                 
               

  

               
                

 

  
     

  

                 
               
                 

             
     

    
  

  
   



     

               
 

                 
                

                
    

                
                
                  

             
   

                
                  
                   

               
                    

    

           

                  
    

            
     

                
                   

               
                  

     

                 
                

             
                  
                  

               
           

    

                    
                  

                      
 

 



                
               
  

                
  

                 
  

             

                 
                 

           

                   
               

                 
                 

   

  

  
    
   

 
 

 
  

   
    

 
  

 



 
Dear David,
 

 
As requested please find attached the paper on the compliance auditor. This paper has also been published in a
different form in the Company Lawyer and was awarded a prize at the 7th International Conference on Corporate
Governance which was presented by Sir Adrian Cadbury. So the paper and proposal is known of. The Compliance
Auditor model suggested in the paper is of general application but given the scope of your work and that of the Law
Commission it would be advisable to limit the Compliance Auditor's scope to the pensions industry for present
purposes. 
 
The proposal suggested for reform in this area would, in broad terms, be to
 
1. Create a Code of Investment Practices which would guide behaviour. A Code would avoid the difficulties with
conflict with MiFID and gold-plating obligations etc and would allow the necessary flexibility for complex investment
decisions and guide investment behaviour towards long term investment strategy and provide criteria for reporting and
disclosure of information on a range of matters including charging both explicit and hidden. This code could follow a
similar model of development as the Cadbury Code on Corporate Governance.
 
2. Clearly state at the regulatory law level that compliance with the Code will be taken into account in the assessment
of the fitness and properness of authorised persons. This will then allow this behaviour to be taken into account at the
regulatory level and could also become an employment law issue. It is in my view a matter that could already be
regarded as being covered under the present regime under PRIN 2.1.1R and the high level principles of integrity, skill
care and diligence, COBS 2.1R and FCA/PRA. 2.1.1-3G FIT
 
3. Require a compliance audit by a Compliance auditor to vet the practice of the pension provision which is then made
publicly available for analysis and comparison in a report. 
 
To implement the compliance auditor model there may need to be some amendment to the pensions legislative
framework but for present purposes I have not considered the full implications of this. This proposal would require
governmental approval at the policy level. The scope of implementation of the compliance auditor model can be
adjusted as necessary.
 
This proposal would have the merit of not requiring reform of the very uncertain instrument of fiduciary duties. If
fiduciary duties were further developed in this area it would also raise the issue of client assets, client money and the
need to comply with CASS. At the moment many practitioners seek to opt out of CASS so compliance could be
problematic. Integration within the insolvency regime would also be difficult as is demonstrated by the Bloxham
Report published on 14 January 2014 (see below) as it would create another group of assets that would then need to be
integrated into the regime and clients from whom to obtain consent in the event that positions needed to be transferred
in an administration.
 
If you have any further questions or require any further assistance please do not hesitate to contact me. I will be
continuing research in this area at the University of Edinburgh exploring the regulatory and substantive law boundary
in the context of financial regulation. 
 
Please also find attached the pro forma questionnaire duly completed.
 
 
This proposal is not confidential and I agree in advance to my feedback being made public
 



Dear David,

file:///G|/...ion%20Paper/CP%20responses/Responses%20to%20go%20online/88%20Margarita%20Sweeney-Baird%2028-01-14%20Email.htm[20/06/2014 13:07:28]

 
Very Best wishes and Kind Regards
 
Margarita Sweeney-Baird
 
 
 
 
 
 
 
 



Law Commission 
Consultation Paper No 215 

 
 
 

FIDUCIARY DUTIES OF INVESTMENT INTERMEDIARIES 

 

RESPONSE TO QUESTIONS 

This optional response form is provided for consultees’ convenience in 
responding to our Consultation Paper on Fiduciary Duties of Investment 
Intermediaries. 

The Consultation Paper is available free of charge on our website at: 
http://lawcommission.justice.gov.uk/consultations/fiduciary duties.htm 

The response form includes the text of the questions in Chapter 15 of the 
Consultation Paper, with checkboxes for answers and space for comments. You 
do not have to respond to every question. Comments are not limited in length 
(the box will expand, if necessary, as you type). 

Each question gives a reference in brackets to the paragraph of the Consultation 
Paper at which the question is asked. Please consider the surrounding 
discussion before responding. 

We invite responses from 22 October 2013 to 22 January 2014. 

Please return this form: 

by email to: fiduciary.duties@lawcommission.gsi.gov.uk or 

by post to (before 4 November 2013):   

Folarin Akinbami, Law Commission, Steel House, 11 
Tothill Street, London SW1H 9LJ. 

Tel: 0203 334 0200 

by post to (after 4 November 2013): 

Folarin Akinbami, Law Commission, 1st Floor, Tower, 
52 Queen Anne’s Gate, London SW1H 9AG. 

Tel: 0203 334 0200 

We are happy to accept responses in any form – but we would prefer, if 
possible, to receive emails attaching this pre-prepared response form. 
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http://lawcommission.justice.gov.uk/consultations/fiduciary_duties.htm


 

Information provided to the Law Commission 
 
We may publish or disclose information you provide us in response to this consultation, 
including personal information. For example, we may publish an extract of your 
response in Law Commission publications, or publish the response in its entirety. We 
may also be required to disclose the information, such as in accordance with the 
Freedom of Information Act 2000. 
 
If you want information that you provide to be treated as confidential please contact us 
first, but we cannot give an assurance that confidentiality can be maintained in all 
circumstances. An automatic disclaimer generated by your IT system will not be 
regarded as binding on the Law Commission. 
  
The Law Commission will process your personal data in accordance with the Data 
Protection Act 1998. 
 

 

YOUR DETAILS 

 

Name of respondent:  

Type:  

Postal address: 

Telephone:  

Email: 

Confidentiality: 
 
Please read the Freedom of Information statement above 
before checking this box. 
I wish to keep this response confidential. 
 
Please explain why you regard the information as confidential: 
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Margarita Sweeney-Baird

Academic

University of Edinburgh Law School 
 



We would like comments and responses on the following questions. 

PENSION TRUSTEES’ DUTIES TO ACT IN THE BEST INTERESTS OF 
BENEFICIARIES 

Question 1 Do consultees agree that Chapter 10 of the Consultation Paper 
represents a correct statement of the current law? (14.6) 

 Yes:   No:   Other: 

 

Question 2 Do consultees agree that the law reflects an appropriate 
understanding of beneficiaries’ best interests? (14.11) 

 Yes:   No:   Other: 

 3

Show font properties

The duty to act in the best interests of the beneficiaries as interpreted in Cowan  v Scargill 
and developed in subsequent cases as being in the beneficiaries financial interests 
correctly states the law but pension practice is often far removed from legal niceties. 
Many of those trading in the investment chain with the pension funds, such as custodians 
who lend stock that is the pension assets do not rebate profits to the fund even though 
that is clearly in the best interests of the beneficiaries from a financial perspective.

The law does not take sufficient account of the long term interests of beneficiaries. 
  
Trust law principles approach the best interests of the beneficiary in a generic sense. 
However, in the pension context the need to take account of the long term interests of the 
beneficiaries is often greater than the norm expressed in general trust cases. 
  
This does not mean however that the law on fiduciaries should be changed however. 
Fiduciary duties are sufficiently flexible and the trustees have the necessary discretion to 
make the necessary adjustments providing there are the economies of scale and 
resources available to them. 
  
 



 

Question 3 Do consultees think that the law is sufficiently certain? (14.15) 

 Yes:   No:   Other: 

 

Question 4 Should the Occupational Pension Scheme (Investment) Regulations 
2005 be extended to all trust-based pension schemes? (14.15) 

 Yes:   No:   Other: 

 

 4

There is a tendency in the case law where financial institutions and financial regulation is 
concerned to focus on the facts of the case rather than on principles established in older 
cases (and which should therefore be followed under the doctrine of precedent). See 
Alistair Hudson, The Law on Financial Derivatives, 5th Edition at p.380 et seq and his 
discussion in relation to liability for mis-selling against a financial institution. This suggests 
that "it is a difficult thing to establish liability for mis-selling against financial institutions in 
practice." How the law will be applied in practice is therefore uncertain in the context of 
financial regulation. 
  
  
  
  
  
  
 

If the smaller pension funds have trouble complying with the sensible obligations 
contained within the 2005 Regulations then this may encourage the consolidation in the 
market place that is necessary if pension schemes are to operate more efficiently. At the 
moment the regulations do not apply to schemes with fewer than 100 members. All 
schemes should be able to comply with the minimum standards specified in the 
regulations.



Question 5 Are there any specific areas where the law would benefit from 
statutory clarification? (14.15) 

 Yes:   No:   Other: 

 

Question 6 Do consultees agree that the law permits a sufficient diversity of 
strategies? (14.21) 

 Yes:   No:   Other: 
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Yes, see below.

Fiduciary duties are sufficiently flexible and the trustees have the necessary discretion to 
make the necessary adjustments providing there are the economies of scale and 
resources available to them.



Question 7 Do consultees agree that the main pressures toward short-termism 
are not caused by the duty to invest in beneficiaries’ best interests? (14.24) 

 Yes:   No:   Other: 

 

Question 8 Do consultees agree that the law is right to allow trustees to consider 
ethical issues only in limited circumstances? (14.28) 

 Yes:   No:   Other:  

 

 6

Wider market forces are pressuring schemes to invest for the short term through the 
application of inappropriate performance indicators. This misguided practice should be the 
subject of the Code on Investment Principles and information through the compliance 
auditors report on matters covered in the Code such as charges, commissions and stock 
lending should become the key performance indicators.

Fiduciary duties are sufficiently flexible and the trustees have the necessary discretion to 
make the necessary adjustments providing there are the economies of scale and 
resources available to them. At the moment the use of investment consultants and others 
in the investment chain would suggest that trustees are unlikely to have the necessary 
skills for this task. Consideration of ethical issues is moreover too vague and uncertain to 
be legislated for.



Question 9 Does the law encourage excessive diversification? (14.32) 

 Yes:   No:   Other: 

 

Question 10 Does the law encourage trustees to achieve the right balance of risk 
and return? (14.32) 

 Yes:   No:   Other: 

 7

Guidance in a Code of Investment principles supported by a compliance audit report on 
practice should be sufficient to ensure that the appropriate balance is struck between 
diversification and risk management strategies. The statutory duty contained within The 
Occupational Pension Scheme (Investment) Regulations 2005 provides a clear statement 
of the legal requirement and does not require amendment but would be more effective in 
practical application if supported by guidance. 
  
 

See below.



 

Question 11 Are there any systemic areas of trustees’ investment strategies 
which pose undue risks? (14.32) 

 Yes:   No:   Other: 

 

Question 12 Overall, do consultees think that the legal obligations on trustees 
are conducive to investment strategies in the best interests of the ultimate 
beneficiaries? (14.33) 

 Yes:   No:   Other: 
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The herding tendencies are a problem but this is endemic in all markets. Requiring 
diversification as currently operates does address some of the problems associated with 
herding. Information to the market for analysis of investment behaviour through the report 
prepared by the compliance auditor may also help to address some of these concerns as 
it may identify where herding is occurring and pockets of risk are occurring.

Furthering the Best interests of beneficiaries more effectively in the long term can be 
achieved through structural changes to the market place, such as increasing 
concentration and consolidation of the market to provide more aggregration of pension 
resources. This consolidation could result in action taken to fund long term projects where 
the long term project is found to be in the best interests of the beneficiaries.  
  
A report on the operation of the trust by the pension trustees and those in the investment 
chain is necessary to ascertain if the beneficiaries interests are being furthered. There is 
insufficient information provided to the beneficiaries on the selection of investment 
strategies. 
  
 



Question 13 If not, what specifically needs to be changed? (14.33) 

  

 

FIDUCIARY-TYPE DUTIES IN CONTRACT-BASED PENSION SCHEMES 

Question 14 Do consultees agree that the duties on contract-based pension 
providers to act in the interests of scheme members should be clarified and 
strengthened? (14.42) 

 Yes:   No:   Other: 

 

 9

A Code of Investment Principles applicable to the pension trustees and authorised person 
within the pension investment chain is necessary. The regulator could take compliance 
with the Code into account in the assessment of the competence and skill and care of the 
authorised persons. Further, the compliance auditor model referred to in the attached 
paper would provide the necessary information and would provide improved information 
to the market and the beneficiaries on investment strategies adopted. These mechanisms 
could provide sufficient enforcement at fairly low cost and without the risk of reputational 
loss to the financial institutions concerned. 

For the reasons given in the Law Commission Consultation Paper and see summary 
paper at s.68 and p.14 
  
The independent governance committees will facilitate this providing the market 
consolidates sufficiently to provide the necessary resources and expertise to fulfil the 
duties imposed.



Question 15 Should specific duties be placed on pension providers to review the 
suitability of investment strategies over time? If so, how often should these 
reviews take place? (14.42) 

 Yes:   No:   Other: 

Question 16 Should members of Independent Governance Committees be 
subject to explicit legal duties to act in the interests of scheme members? (14.42) 

 Yes:   No:   Other: 

 

 10

At least every 3 years but care should be taken to ensure that this does not become an 
excuse for churning and unnecessary changes in investments. Trustees and those in the 
investment chain could be concerned that they need to be seen to be "doing something" 
and may make changes even where they are not necessary.



Question 17 Should pension providers be obliged to indemnify members of 
Independent Governance Committees for liabilities incurred in the course of their 
duties? (14.42) 

 Yes:   No:   Other: 

 

FIDUCIARY DUTIES IN THE REST OF THE INVESTMENT CHAIN 

Question 18 Do consultees agree that the general law of fiduciary duties should 
not be reformed by statute? (14.61) 

 Yes:   No:   Other: 

 

 11

There should be clarification of the rights of the ultimate beneficiaries and it should be made 
clear that those in the investment chain owe duties to the ultimate client because the law is 
reluctant to impose liability and duties of care to the rest of the investment chain. See 11.25 
of CP215. 
 



Question 19 Should rights to sue for breach of statutory duty under section 138D 
of the Financial Services and Markets Act 2000 be extended? (14.67) 

 Yes:   No:   Other: 

 

Question 20 Is there a need to review the regulation of investment consultants? 
(14.71) 

 Yes:   No:   Other: 
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The reason why there is a need to extend the statutory rights is that the courts are not 
extending or applying the private law rights of action to areas where financial regulation 
exists. The case law in the area of financial regulation demonstrates an over-emphasis on 
the individual facts of the case, an inadequate application of precedent and lack of 
reference to the conduct of business regulations which apply to financial institutions. See for 
example, Bankers Trust v Dharmala [1996] C.L.C 518 and Titan Steel v Royal Bank of 
Scotland [2010] EWHC 211 (comm) where the entire case was decided on the basis of the 
common law and without reference to the conduct of business regulations that the financial 
institution was subject to. In the absence the case law referencing financial regulation in the 
framing of the duty of care then the statutory duty of care should be extended. A similar 
view has been expressed by Alastair Hudson in The Law on Financial Derivatives , 5th 
Edition, chapter 7 Liability in selling derivatives. 
  
See also, Hudson, p.385 "a potential failure to comply with regulatory standards as to 
conduct of business with customers which might in themselves be proof that the seller acted 
unreasonably or unconscionably as those claims require", e.g. equitable wrongs such as 
dishonest assistance in or unconscionable receipt of property resulting from a breach of 
fiduciary duty. But many of the cases do not refer to the regulatory obligations. 
  

     

As there are so few investment consultants and they have such an important role to play 
they should be authorised to conduct such investment business and then regulated as 
appropriate. The definition of regulated activities for the purposes of investment business 
activities could be amended to include: 
"generic advice provided by way of business and for the purpose of the selection of an 
investment strategy by pension trustees regulated under the relevant pensions legislation". 
  
Such an amendment would therefore be unlikely to catch the provision of generic advice by 
others.



Question 21 Is there a need to review the law of intermediated shareholdings? 
(14.74) 

 Yes:   No:   Other: 

  

Question 22 Should the FCA review the regulation of stock lending by 
custodians? (14.75) 

 Yes:   No:   Other: 
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In the absence of ratification of the UNIDROIT Convention there is an urgent need for 
review both in the UK and within the European context. Due to the national nature of 
property law and rights there is a need to review the law in the UK even if a review is taking 
place within Europe. The European Commission are currently looking into this matter but 
this is an area which is more likely to be the subject of a Directive than a Regulation so 
legislative change by Europe is still likely to require implementation in the UK. This is a 
particular concern in Scotland due to the differences in the operation of trust and property 
rights under Scots Law and could compromise expansion of markets in Scotland and under 
Scots Law as a result of this uncertainty as to scope and nature of the legal rights.

There should be recognition that the pension beneficiaries who bear the risk of loss should 
expressly authorise this practice and should where permitted obtain the benefit of any 
profits so made. Further, stock lending if allowed should be clearly regulated and be a 
matter for the compliance auditor to investigate and report upon.
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Do you have any other comments about fiduciary duties in the investment chain, 
or how those duties are applied in practice? 

 

 

Furthering the Best interests of beneficiaries more effectively in the long term can be 
achieved through structural changes to the market place, such as increasing concentration 
and consolidation of the market to provide more aggregration of pension resources to fund 
long term projects where the long term project is found to be in the best interests of the 
beneficiaries.  
  
A Code of Investment Principles applicable to the pension trustees and authorised person 
within the pension investment chain which is enforceable through the regulator taking 
compliance into account in the assessment of the competence and skill and care of the 
authorised persons will achieve compliance. Further, the compliance auditor model referred 
to in the attached paper would provide the necessary information to ensure compliance. 
  
The need for guidance in the form of a Code of Investment Principles is more necessary in 
the context of financial regulation because of the lack of case law. Financial Institutions do 
not wish to take legal action because of the adverse reputational risk that may occur and 
therefore there is generally a lack of legal guidance from the judiciary on the appropriate 
interpretations of important regulations. 
  
A report on what is being done by the pension trustees and those in the investment chain is 
necessary to ascertain if the beneficiaries interests are being furthered.  
  
This approach therefore advocates regulating the matters referred to in the Law Commission 
paper primarily through financial regulation instruments. This does not mean to say that 
there is no place to extend the scope of private law but rather extending the uncertain scope 
of fiduciary duties is unlikely to address the concerns raised in the Law Commission Paper.



   

   
  

    
    

    

   

      

 
 

   

                   
               

              
             

             
                

             
                 

              
      

                
                

                
               

              
           

                
                 

                 
               

                 
                
                      

               
               

              
         

 
 

 
 

  
          

 

            
              

          

 
 

 



                 
               

           
            

               
        

               
                 

                  
               

                

                  
              

              
               

               
               
                 

                 

               
      

 

                

   

                 
              

                
                   

              
              

             
            

              
         

   

                 
                 

                  
        

               
              
                  



                    
                

                
     

                    
                 

                 
 

               
                  

               
                   
                 

                   
                   

                 
    

                 
                   
                 

                   
           
 

                  
                 

         

  

  
    



1. Introduction
As the Trustee of what will become a large and complex DC scheme with a diverse membership, we’ve always 
interpreted our fiduciary duties as requiring a broad understanding of the financial interests of our beneficiaries over the 
long term. We’re aware of much narrower interpretations of these duties. We welcome both the aim of this consultation 
in seeking to draw out these debates and the clarification in the consultation document of the Law Commission’s 
interpretation of the duties. 

We believe this is consistent with our own and maintains the exercise of trustee judgement as the basis of the law. 
While this openness to interpretation can also represent a challenge, we believe that it’s preferable to prescriptiveness 
and for this reason we’re not in favour of statutory codification. 

In the light of these views, the bulk of our response seeks to engage with the specific questions and issues raised by the 
consultation. In some areas we argue that the view of the law in the consultation paper could be seen as too 
prescriptive, and suggest some trustees might rightly take a different view within the overall framework of beneficiaries’ 
financial interests. This shouldn’t be misread as disagreement with the broad thrust of the commission’s interim 
conclusions. The application of fiduciary duties in relation to pensions will evolve over time, so more debate is valuable 
and we believe this consultation is an important contribution to that. 

In this spirit, we note two ongoing areas where this debate might focus over the coming months and years and which are 
perhaps at the frontier of where trustees might wish to continue to evolve the interpretation of the duties. These are: 

1. We think there’s a need for a debate about the application of fiduciary duties to master trusts that runs wider than 
the use of the investment power. As a ‘master trust’, we have a set of responsibilities and obligations as a business 
that are ultimately funded through charges on members. All of our activities are overseen by a single governing 
body whose principal obligations are those derived from trust law. There’s a much more established debate about 
what this means in practice in relation to investment compared to other activities that we undertake. With the 
emergence of a growing ‘sector’ of master trusts within the UK corporate pensions sector we think the time is right 
for a conversation about how these trust-based businesses should be governed. How to apply a fiduciary 
framework in this kind of business is relatively uncharted territory. While out of the scope of this discussion, we flag 
it as a future area of enquiry for those in the field of trust-based pension provision. 

2. The second issue we feel is due for further debate is how trustees should account for the interests of future 
members of a scheme. For new master-trusts the acquisition of new members will have a cost attached to it but 
the acquisition of those new members may contribute to the schemes’ ongoing viability. Similarly, later arriving 
members may benefit from others having covered start-up costs associated with the set-up of a master trust. 
There is little, if any, precedent available to trustees to help them trade off the issues raised here. 

Fiduciary duties are our primary legal responsibility to our beneficiaries. We take a broad view of the best interests of 
the scheme membership and aspire to be a responsible investor. That broad view is aligned through evidence with the 
interests of the membership. In that spirit we welcome and support the Law Commission’s summary of the law. We feel 
that this provides welcome clarification in an area in which the case law is sparse, difficult and not always well 
understood. We hope that the Law Commission’s clear and welcome emphasis on the breadth and scope for trustee 
judgement in the law in this area sets a clear precedent for the diversity of acceptable considerations in the setting of a 
fiduciary’s investment strategy. 

Fiduciary duty response
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2. Context
Automatic enrolment has the potential to reshape pension provision in the UK. We think that master trusts: multi-
employer trust based schemes will become an increasingly important part of the UK’s workplace pensions ecology. It is 
possible that the market will evolve to contain a small number of large providers. Indeed, the progress some master 
trust providers have made in enrolling new members in the last year suggests that is likely. 

How these new, growing schemes manage the money they’re responsible for will have a major impact on the 
retirements of their beneficiaries. It will also have a significant impact on the companies they choose to invest in both at 
home and abroad. We believe that how the trustees of schemes exercise their judgement is likely to be a matter of 
public interest as much as it is for those concerned with outcomes for pension savers.

The impact of large institutional investors managing money with a long-term objective will be profoundly conditioned by 
the law. Given that reviews of this sort are extremely infrequent the settlement achieved by this consultation is likely to 
cover the emergence of whatever trust-based schemes automatic enrolment produces. Much of the case law relating to 
stewardship assumes that asset owners are only likely to have a marginal impact on the companies in which they invest. 
That may well end up not being the case as pension reform runs its course. What’s possible, desirable and effective for 
much larger trust-based organisation is likely to be very different to what’s sensible for smaller trust-based schemes.

3. Consultation response questions
3.1. Question 1. Do consultees agree that Chapter 10 represents a correct statement of the current law?

Yes, we believe that chapter 10 is a correct statement of the law as it stands. We don’t believe, though, that it’s a 
statement of the law as it’s always interpreted. However, there are many interpretations of the law. We’ve seen 
conservative interpretations of the law that emphasise the need to focus on quantifiable financial returns as the only 
real permissible criteria for decision making. We’ve also seen opinions, which we share, that stress the importance of 
taking the broadest range of factors into account when making investment decisions and the consistency of this with 
the duties.

We think it’s important that those considering what to take into account when making investment decisions within the 
framework of acting as a fiduciary, approach the matter from that perspective. We think this is important as good 
decision making here requires lawyers to understand investment matters and investment professionals to understand 
the law. Misunderstanding the nature of other professionals’ fields seems to us to be at the root of some of the 
difficulties we all face. 

For example the concept of a ‘tie break’ as mentioned in the consultation, where two investments have identical risk 
and return credentials, but one may have a greater social value, is unhelpful both in theory and practice. Investment 
decisions don’t normally consist of a choice between two different securities with broadly similar risk return profiles and 
where a marginal factor tips the balance. We see this as a legal creation with no basis in good practice. 

We don’t support codification of fiduciary duties in statute and note that the Law Commission doesn’t see this as 
required. We see the attraction in retaining the scope for trustee judgement that the law currently offers. However, the 
summary in chapter 10 is one of the most complete and useful summaries of the law we’ve seen. For this reason, we 
wonder whether it could function as the basis for a guidance document to be used as a reference for fiduciaries.

3.2. Question 2. Do consultees agree that the law reflects an appropriate understanding of beneficiaries’ best 
interests?

In responding to this question we’ve chosen to run through the issues outlined in chapter 10 of the consultation paper 
and comment on each in turn. 
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Financial outcomes as the primary focus for the scheme

We believe that risk must be taken into account in the search for return. Future outcomes are often inherently uncertain. 
Emphasis should be placed upon the drivers of outcomes such as savings levels, persistency of savings and the efficiency 
of transforming a capital value into an income. 

Setting dynamic risk budgets

It’s sensible practice to control the level of risk present in any investment fund and to ensure that it’s suitable for the 
beneficiary - chiefly that it’s within their risk tolerance. As such, we at NEST are interested in risk adjusted return rather 
than the achievement of a speculative return regardless of risk. The 2005 investment regulations imply this through the 
emphasis on the ‘security’ of the portfolio.  

NEST varies the risk budget of its target date funds for a variety of different reasons:

 to target cash/annuity prices at decumulation

 to control levels of risk within the funds in order to reduce the risk of a wide dispersion of outcomes for different 
cohorts of beneficiaries. The default funds forego potential upside in order to minimise the risk of catastrophic loss 
– in accordance with portfolio theory

 in a world where individuals can and do stop contributing due to interim loss we look to control volatility within the 
funds in order to prevent inexperienced investors panicking and stopping saving inappropriately. 

The first two of these points is implicitly allowed for in the 2005 investment regulations, while the third is less clear cut. 
But in each of these cases the ultimate rationale for the risk budget is the financial interests of the beneficiary. In this 
instance their interests may well be in saving persistently, as with the third point above, as much as they are in achieving 
a decent return proportionate to the degree of risk taken. 

We think that this illustrates the importance of a focus on the ultimate goal of the scheme, which is to provide a 
pension. It shows the importance of allowing trustee discretion in the achievement of that goal. Were it just to 
maximise returns then we might choose to set our objectives and risk budgets differently. 

Stewardship

NEST Corporation’s current stewardship activities are modest but we intend to expand our activities over time in this 
area in proportion to our assets under management. This is because we see stewardship as being an important 
component of our long-term investment approach. In view of that, we’ve published a voting policy setting out principles 
for our future voting activity. These principles are tied back to evidence supporting the principle in question. For 
example we have a preference for diversity at board level as empirical evidence suggests that companies with diverse 
boards are more likely to succeed financially. 

A simple cost/benefit analysis of this sort of activity is impossible. All that’s possible is to ensure that stewardship 
activity is tightly aligned to factors that should improve the value of the portfolio and to ensure that spending on 
stewardship activity is proportionate. The Law Commission is right to point out that this is easier for larger schemes, 
which may have greater resources. But there remain a number of options for smaller schemes and ShareAction point 
towards the services of third parties. These may be viable options for the trustees of smaller schemes that see 
stewardship as an important adjunct to investing. 

There are points in the consultation paper where it’s implied that fiduciary duties aren’t the right way into some matters of 
public policy. We’d suggest that the effective functioning of companies, and the effective managing of properties and 
infrastructure projects aren’t solely a public policy issue, but are also a financial risk and return issue, and as such, a fiduciary 
issue. As alluded to earlier, ‘financial return’ isn’t a commodity but the product of complex human interaction and 
endeavour. Returns are generated on the basis of innovation, labour and the efficient allocation of capital. Pension funds 
and their trustees can and should take an interest in how and why returns are generated, and not just be passive recipients 
of what the market ‘delivers’. As such, we have considerable sympathy with some of the governance arguments outlined in 
the Kay review and don’t see how long-term value generation can be divorced from governance matters. 
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Wider factors aimed at securing financial returns 

We aim to integrate environmental, social and governance risk factors into our investment decision making because 
they’re an intrinsic part of what constitutes the price and long-term value of most securities. This is in our view 
noncontroversial - in the same way we factor things like credit and liquidity risk into decision making. We think it’s 
important not to create some sort of false hierarchy of financial factors and non-financial factors. Indeed the term 
‘non-financial’ is unhelpful referring as it does to things that have financial impacts just not ones that conventional 
metrics capture. 

We suspect that a lot of the confusion comes from the lack of understanding or clarity as to what ESG means and a 
conflation between ESG and ethical factors. This is not helped in our view by the requirement currently contained in the 
2005 investment regulations, made under the Pensions Act 1995, encouraging trustees to determine what (if any) 
consideration trustees have given to social, environmental or ethical considerations. This SEE configuration is unhelpful 
in our view. 

The policy intent of this piece of statute was, according to our understanding, to encourage trustees that considering 
broader aspects than short-term financial return is perfectly acceptable and indeed potentially beholden on trustees. 
Instead it appears to have had the opposite effect, and led to box ticking formality when preparing SIPs. We’d suggest 
that this could be an area of statute that would benefit from change. For example, elsewhere in the SIP requirements 
there’s a section that encourages trustees to set out the different types of risk they factor in when making investment 
decisions. We’d suggest that ESG risks would be better placed here rather than the hiding in the current ‘socially 
responsible / ethical’ section of the SIP that the 2001 regulations carved out for them. 

An additional practical and potentially statutory solution could be to require trustees to set out what their ‘investment 
beliefs’ are within their SIP. This is an approach that NEST Corporation and other larger trust-based schemes already 
use. The purpose of this would be twofold. Firstly the term ‘belief’ is particularly useful in putting to rest the myth that 
investment is a purely quantitative science, and that instead the exercise of judgement based on reasonable theory and 
empirical evidence is the best any investor can reasonably expect to do. And secondly that it allows trustees to have 
genuine strategic discussions about how they collectively believe financial markets operate and what sorts of strategies 
are most likely to achieve reasonable and repeatable results. This could be another area where debates around ESG can 
be held, and shown to be held, for the benefit of beneficiaries and other interested parties as to why certain decisions or 
paths are taken to the exclusion of others. 

Wider economic issues

We welcome the Law Commission’s clarification that schemes are able to take macroeconomic issues into account. 
While schemes may have limited capacity to affect economic issues at the moment we shouldn’t assume that will 
always be the case. As we noted in the introduction, there’s a scenario in which automatic enrolment produces large, 
trust-based asset owners that have considerable influence. How those asset owners use that influence will be of 
considerable importance and will be shaped largely by trust law. 

Quality of life factors

We welcome the Law Commission’s view that quality of life considerations may be taken into account by trustees. 

Ethical where unrelated to financial interests

We agree with the consultation paper that trustees should only consider ethical considerations in limited circumstances. 
We discuss this later in our response. 



Fiduciary duty response 5

Beneficiaries’ views

We feel that the views of beneficiaries are important and have taken them into account when deciding whether and 
how we should offer ethical and Sharia funds. This was an important part of the process in setting up those aspects of 
the product. We feel that the approach set out in the consultation paper, which permits consultation but puts all 
decision making power and responsibility with the trustee is optimal. We see a democratic analogy as the difference 
between delegates and representatives. We favour the latter approach in this instance.

Fiduciary duty and the law

The consultation paper mentions, briefly, that trustees shouldn’t invest in activities that are unlawful and should abide 
by international conventions. We feel that the issues this raises are worth exploring further. At first sight, the 
recommendation that trustees refrain from investing in illegal activities is obvious. At second glance, it becomes clear 
that it’s difficult to put into practice without much more detailed clarification of terms. As this issue is dealt with only 
briefly towards the end of the paper, we feel that more debate and clarification could be helpful here. 

3.3. Question 3. Do consultees think that the law is sufficiently certain? (14.15)

It seems to us that the consultation paper prizes the scope for trustee judgement over prescription. It makes a strong 
case for treating the law as a backstop to prevent flawed trustee decision making. In so doing, it avoids being 
prescriptive and avoids greater certainty about what trustees should be doing. We would welcome greater emphasis 
however on trustees being encouraged and indeed expected to take a broader view rather than affirming the legality of 
a narrow view, with the ability to go further.

The Kay review argued for something rather more than that, seeing fiduciary duties as a policy tool for the promotion of 
a more long-term, investor mind-set that focused more on stewardship and corporate governance. Plainly, more 
certainty in the law would be required to achieve that, along with further changes to the substance of the duties to 
make them more prescriptive. 

We see lack of certainty as being a necessary part of the Law Commission’s interim conclusions. However, this implies a 
lack of acceptance of the conclusions of the Kay review – something that’s fundamentally a policy judgement. If that’s 
the case then the reasons for rejecting the Kay view should be worked through publicly – if not by the Law Commission 
then certainly by the Department for Business. 

3.4. Question 4. Should the Occupational Pension Scheme (Investment) Regulations 2005 be extended to all 
trust-based pension schemes? (14.15)

We have no opinion on this issue.

3.5. Question 5. Are there any specific areas where the law would benefit from statutory clarification? (14.15)

We commented earlier in this document about the consideration of SEE factors in SIPs and also the potential inclusion 
of investment beliefs in SIPs. We believe that this area of the law would benefit from statutory revision. 

3.6. Question 6. Do consultees agree that the law permits a sufficient diversity of strategies? (14.21)

We agree that the law as outlined in chapter 10 permits a sufficient diversity of strategies.

3.7. Question 7. Do consultees agree that the main pressures towards short-termism are not caused by the duty 
to invest in beneficiaries’ best interests? (14.24)

We have little first-hand evidence regarding the pressures towards short termism. Most beneficiaries are simply not 
engaged enough with fund performance to exert pressure on the scheme to change its approach. However, we’re 
frequently subject to requests from intermediaries for short-term performance data. As the NEST target date funds 
have only been operational for a short period of time this information, while interesting, has no evidential weight as far 
as investment decision making goes. 
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3.8. Question 8. Do consultees agree that the law is right to allow trustees to consider ethical issues only in 
limited circumstances? (14.28)

We noted earlier that we don’t see a conceptual distinction between ESG factors that may affect returns and other 
sorts of investment risk factors. In this response we’re purely discussing ethical factors that may involve something 
some people may find morally objectionable but might otherwise be a reasonable investment opportunity.

In this instance we feel that the consultation paper strikes the right balance. Where consideration of ethical issues would 
be expected to cause detriment to the portfolio, we believe there are only a limited set of circumstances under which it 
would be appropriate for trustees to take those issues into account. Trust-based pension schemes shouldn’t be a means 
through which trustees are able to advance personal ethical points of view. The sorts of scenarios where consideration 
of these issues may be appropriate should probably therefore be limited to when: 

 the ethical issues in question raise consistency issues with the purpose of the trust 

 the specific consent of the beneficiary has been given. 

For example, the NEST scheme offers an ethical fund and a Sharia fund, both of which operate wide ranging ethical 
screens. But both are fund choices, rather than defaults, and as such require the member to actively select them. 

Where there’s unlikely to be financial detriment to the portfolio we agree that trustees should have a freer hand – 
although still within the context of substantial constraint. The exclusion of limited numbers of stocks would have no 
material impact from a well-diversified portfolio, which means that clearing the first bar to taking ethical considerations 
into account should be possible in a limited number of cases. The second bar set out in paragraph 14.27 – confidence 
that members will share trustees’ outlook is more difficult to clear. 

This is especially the case in a large multi-employer scheme such as NEST, which has a diverse membership. One 
obvious answer is to use the law as an expression of generally prevailing ethics, indeed this is implied in paragraph 14.25, 
which states that trustees shouldn’t invest in illegal activities. Similarly they shouldn’t invest in activities prohibited by 
international convention. If this means, as we believe it does, that UK law can be used as a filter for certain investment 
opportunities, then we think this issue should be discussed further. We note that it’s raised towards the end of the 
document and not in Chapter 10, which summarises the case law. 

Otherwise, we think it’s worth discussing further how fiduciaries might understand beneficiaries’ ethical views better 
and how it might be appropriate to use beneficiaries’ views as a reference point. Even within particular interest groups 
there’s rarely unanimity of view, indeed Harries vs. Church Commissioners arose from a difference of opinion within a 
section of the Church of England. The salient question for multi-employer schemes is how far unanimity of view is 
required in a diverse population in order to take an ethical stance? If 95 per cent of beneficiaries are opposed to an 
investment with the remainder neutral is that sufficient? Given that schemes may find themselves subject to pressure 
on these sorts of issues, now and in the future, we feel that further discussion here is merited. 

3.9. Question 9. Does the law encourage excessive diversification? (14.32)

We sympathise with the Kay review’s conception of investment. At the risk of caricature, the review’s ideal investor is 
something approaching Berkshire Hathaway, which is in turn closer to a private equity fund in conception and execution 
than it is to a typical actively managed approach. Berkshire Hathaway invests in quite a small number (fewer than 50) 
predominantly blue chip companies. Buffet and his colleague Charlie Munger argue that it’s better to invest in a small 
number of firms with which they’re intimately familiar than spread their capital more widely. 

For us, though, Berkshire Hathaway is the exception that proves the rule. Clearly there are only a handful of individuals 
and organisations with that sort of track record. It doesn’t make sense for a Scheme such as NEST to attempt to 
emulate such an unusual and sophisticated investor. Schemes such as NEST have to take advantage of the strategies 
that are realistically open to us, which are still potentially very high quality. In our view, attempting to capture economic 
growth across a wide range of geographies and asset classes is not only a legitimate strategy but also one of the most 
sensible possible approaches to the problem. We believe that this is consistent with the law but is not actually 
encouraged by it. In other words, we didn’t do what we did because of the law, we did it because we thought it the best 
way to match resources to the desired objective. 
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In that spirit, we don’t really recognise the term ‘excessive diversification’. Diversification poses challenges – specifically 
the greater the degree of diversification the harder it is to act as an engaged investor. But these are issues to be worked 
around to the greatest extent possible, not fundamental impediments to the kernel of a sensible strategy. 

3.10. Question 10. Does the law encourage trustees to achieve the right balance of risk and return? (14.32)

We believe that it’s possible to encourage the right balance of risk and return within the law but that the role of the law 
in encouraging this balance is, in practice, limited. We note that ‘best interests’ or ‘best financial interests’ could be 
construed as implying a good balance between risk and return but that a trustee needs to go through several steps of 
reasoning before arriving at that conclusion. In other words, the law can be construed as pointing in the right direction 
but it offers a somewhat general signpost. 

3.11. Question 11. Are there any systemic areas of trustees’ investment strategies which pose undue risks? (14.32)

We don’t believe that any area of our investment strategy poses undue risks and can’t comment about the strategies of 
others. We don’t believe that fiduciary duties encourage investment approaches that are, in some way, systematically 
deficient. Our concerns here relate less to the legal framework and more towards other pressures on trustees. 

3.12. Question 12. Overall, do consultees think that the legal obligations on trustees are conducive to 
investment strategies in the best interests of the ultimate beneficiaries? (14.33)

Subject to the qualifying comments we make in preceding sections we believe that the legal obligations on trustees are 
conducive to investment strategies in the best interests of beneficiaries. 

3.13. Question 13. If not, what specifically needs to be changed? (14.33)

We think that fiduciary duties, as interpreted by the Law Commission in chapter 10 of the paper are conducive to good 
investment strategies. 

We feel that the tie-break principle isn’t a useful decision-making principle. However, we don’t think it’s worth 
attempting statutory codification to resolve this particular issue. 

3.14. Question 14. Do consultees agree that the duties on contract-based pension providers to act in the 
interests of scheme members should be clarified and strengthened? (14.42)

We think that clarifying and strengthening the governance of contract-based schemes will have a positive impact on the 
market as a whole. It seems clear though, that contract-based providers or new governance committees can’t be held to 
a fiduciary standard. The duty of loyalty is inappropriate where there are other potentially competing and entirely 
legitimate duties – such as those to shareholders. 

As such, we feel that a new, lower bar will need to be created and a new mechanism devised for trading off the different 
legitimate interests present within contract-based providers. 

3.15. Question 15. Should specific duties be placed on pension providers to review the suitability of investment 
strategies over time? If so, how often should these reviews take place? (14.42)

We think that the periodic review of the suitability of an investment strategy is critical to the delivery of a good financial 
outcome for beneficiaries. In some cases in the NEST scheme we anticipate investing over quite long term horizons, 
likely in excess of 45 years for a minority of members. It’s inconceivable that we wouldn’t want to alter the strategy over 
that period of time. It’s also unlikely that our beneficiaries, if it were exclusively up to them, would make expert 
investment choices over that time period. 

This gets us quickly to the heart of the issue, which is that contract and trust-based occupational products will be 
perceived by the end customer as fundamentally similar, if not the same. It makes no sense from the point of view of 
creating a functioning market if one product set requires a whole different level of knowledge and engagement in order 
to deliver a good outcome. Specifically we expect customers to arrive at retirement with both trust and contract-based 
products in their retirement portfolio as a result of having no real choice over their employer’s choice of pension 
scheme. The likelihood is that the contract-based elements of their portfolio won’t have been updated at all since 
enrolment, as things stand and based on what we know about levels of engagement with fund choice.
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As most customers will see these as identical products we believe that default funds should function in similar ways 
whether in the contract or trust-based sector. At the minimum this means ensuring that they ‘keep themselves current’. 

Clearly there are issues with the application of this line of reasoning to legacy business in terms of the barriers created 
by contract law. The barriers for business written in the future, though, look much lower. 

3.16. Question 16. Should members of Independent Governance Committees be subject to explicit legal duties 
to act in the interests of scheme members? (14.42)

We don’t feel that we should go further than our answer to question 14 in responding on this issue. 

3.17. Question 17. Should pension providers be obliged to indemnify members of Independent Governance 
Committees for liabilities incurred in the course of their duties? (14.42)

We don’t see how the proposed governance committees could function without providers indemnifying the members. 

3.18. Question 18. Do consultees agree that the general law of fiduciary duties should not be reformed by 
statute? (14.61)

We agree that statutory codification isn’t required and accept that to do so would reduce the scope for the exercise of 
judgement currently offered by the law. We feel that as successive reviews have found uncertainty in the way that the 
law is applied – if only second hand – and that much of the audience applying the law in practice are not lawyers that 
there are alternatives short of statutory clarification that might be beneficial. We feel that the relevant department 
could issue a policy document clarifying the law and including worked examples –such as the Law Commission has 
produced for this consultation. We feel also that TPR could issue a similar document to trust-based pension providers. 

Question 19 Should rights to sue for breach of statutory duty under section 138D of the Financial Markets and 
Services Act 2000 be extended? (14.67)

We have no response to make. 

Question 20 Is there a need to review the regulation of investment consultants? (14.71)

We have no response to make. 

Question 21 Is there a need to review the law of intermediated shareholdings? (14.74)

We have no response to make. 

Question 22 Should the FCA review the regulation of stock lending by custodians? (14.75)

We have no response to make. 
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Submission to Law Commission consultation on fiduciary duties for investment intermediaries 

1. Introductory Comment 

This submission is made by Gregg McClymont MP, shadow Minister for Pensions. My specific 

comments are focused on issues relating to my brief which may be of use to the Law 

Commission. Three years of investigation into the practices of the contract‐based pension 

system have led myself and the Labour Part collectively to the conclusion that there is a  

requirement for all pension schemes to have a fiduciary duty in order to ensure that all pension 

schemes deliver value for money for all savers (Question 14).  

2. Pension trustees’ duties to act in the best interests of beneficiaries 

I agree with  the  Law Commission’s assessment of  the  current  characteristics of  the  law with 

respect  to  fiduciary duty  (Question 1 and 2). However,  I note  that  in many discussions  that  I 

have had with trustees and those advising trustees that many understand the  law to be more 

restrictive than the Law Commission has put forward (Question 3, 5). The consequence  is that 

while the law itself may not require short‐termism or prevent investigation of environmental or 

social  risks,  it  appears  that  it  is  often  believed  that  it  does  (Question  7).  I  note  the  Law 

Commission’s terms of reference asked it to consider whether fiduciary duties, “as established 

in  law  or  as  applied  in  practice”  are  conducive  to  investment  strategies  which  serve 

beneficiaries’ best  interests. There  is a  strong  case  for  legislative  clarification as  to what has 

been established in order to assist practitioners.  

 

My view is that the duties of trustees should be consistent regardless of scheme size.  The OFT 

were right to identify that there is a tail of small trust‐based schemes which are not capable of 

delivering value‐for‐money (an  issue to which stewardship  is also  linked) and which should be 

consolidated. The  impetus  for  this  should be a  specific duty on  trustees  to consider whether 

their scheme has sufficient scale to deliver relative value‐for‐money and if it has not, to pursue 

measures, including consolidation, to improve the situation. (Questions 12 and 13). 

 

3. Fiduciary‐type duties in contract‐based pension schemes 

 

3.1. Context 

The contract‐based pension industry had prior to auto‐enrolment achieved a situation where the 

vast majority of private sector workers were unwilling to engage with their pension products. 

This might be considered an extraordinary market failure, given that the product being sold is 

effectively essential for people’s long‐term well‐being. However, the insights of economics tell 

us that this is the likely outcome of a market in which trust has been eroded (cf Akerloff’s 

“Market for Lemons”). Indeed, surveys by Which?, NAPF and IPPR confirm that lack of trust is a 

key driver behind people’s unwillingness to engage with pension products. Through auto‐

enrolment the state requires everyone in the UK to re‐engage with pension saving, it does not 

force them to remain engaged. The ambition is that auto‐enrolment delivers a permanent 

solution for retirement saving in the UK. This ambition is likely to fail unless the issue of trust is 

remedied. A fiduciary duty policed by trustees is essential to recreating trust in the pension 

saving system (Question 14). 



3.2 A fiduciary duty is key to achieving value for savers 

Other regulatory measures such as a price cap, full transparency of costs and charges and 

measures promoting scale are all important supporting measures, but governance is key for 

ensuring that all schemes work towards value‐for‐money for savers. Working towards best‐value 

is a permanent process not a one‐off process. A cap is a ceiling on a costs and charges but all 

schemes should be working towards best value for savers and this would include a charge level 

which would be a considerably lower figure than that which can be set in a price‐cap. A cap can 

only be a ceiling because many schemes would achieve such a lower figure only through a 

process of merger and this would take varying periods of time, depending on the starting 

position of each scheme. Pursuing scale is not necessarily in the short‐term interest of some 

private pension providers, who maximise profit by discriminating in the charges set for different 

groups of savers. The absence of consumer power in this market as identified by the OFT makes 

such discrimination entirely feasible. For the savers’ interest to be the prime objective in the 

pursuit of scale and best value, in a market where there is no consumer power, their interest has 

to be given a legal priority over all others (Question 14).    

3.3. Fiduciary duty not a weaker standard 

Some contract‐based providers like to refer to “fiduciary‐like” duties which they are required to 

observe under FCA regulation. This description of their duties is misleading, they do not have 

“fiduciary –like duties”: their ultimate duty is to prioritise shareholders not savers. See p.25 of 

my paper for the Fabian Society which describes the difference between the two sets of duties 

http://www.fabians.org.uk/publications/pensions‐at‐work‐that‐work/). The legal advice I have 

received is that there is no legal impediment to parliament requiring  contract‐based pension 

schemes to observe a  fiduciary duty (Question 14). 

3.4. Independent Governance Committees (Question 14) 

The Commission asks about the effectiveness of the envisaged Independent Governance 

Committees. The flaw in the current design of the proposed governance committees is that the 

Board of contract‐based schemes appoint the “independent” members of the governance 

committee  and the duty on the Board  to “comply or explain” will be to a committee which it 

has appointed and whose future re‐appointment by the same pension company or others will be 

dependent on their reputation as being compliant with the wishes of the Board. 

 The solution to this problem is that at least a majority of the members of the independent 

committees should not be appointed by the people whose activities they are meant to be 

monitoring and, where necessary, correcting. Members of the governance committee should 

include those directly elected by employers and employees. (On a similar basis to the election of 

directors by an AGM of shareholders).  It would be of benefit to savers if in addition the 

independent governance committees included a consumer representative appointed by the 

regulator or the FCA Consumer Panel and with a duty to report to the regulator.  

The savers’ interest would not be remotely met by a different system (but vaguely similar‐

sounding) in which the Board of an insurance company appointed people drawn from a pool 

pre‐approved by the regulator and who had the right to publish to the regulator. Behaviour is 

http://www.fabians.org.uk/publications/pensions-at-work-that-work/


determined by appointment, appointment under current industry proposals would be made by 

Boards: nothing substantive would have changed.  Such a governance design would fall into the 

category of schemes described by principal‐agent theorists as “designed to fail”.  

There is also a need to for there to be clear rules around the allocation of resources and access 

to information given to the governance committee by the provider. Otherwise, even a 

representative committee will be unable to act in the interests of those it is meant to represent. 

Such rules would also have to set out the timeframes within which governance committees must 

assess value for money. Our view is that such a review should take place annually (Question 15). 

It should not be restricted to investment strategy. Reviews should include quality of 

administration and value for money (comprising cost effectiveness as well as matching 

liabilities). 

For “independent governance committees” to function, the rules regarding the settling of any 

conflict between the savers’ interest and shareholders’ interests must be clear. Unless the 

savers’ interest is prioritised, as is legally required for trust‐based pension schemes, then the 

board of a contract‐based scheme will be able to legitimately respond to a recommendation 

from the governance committee that their recommendation cannot be followed because it will 

reduce shareholder returns.  In other words, without a fiduciary duty applying to a pension 

scheme as a whole, independent governance committees cannot work effectively. Applying the 

fiduciary duty to the members of the governance committee alone, would in itself give them no 

ability to require the pension scheme to carry out measures meeting the savers’ interest . Note 

that saying the scheme must have a fiduciary duty is not the same as saying the insurance 

company currently providing service to the scheme must have a fiduciary duty.  It does however 

mean that the scheme would have the ability not to contract with the insurance provider for any 

element of service where it would be in the beneficairies’ interests for the scheme to obtain 

those services elsewhere (Question 16). 

3.5. Content of fiduciary duty for pension fund trustees: proving pursuit of value for money 

The OFT’s initial report recommended that trustees’ duties include an explicit requirement to 

prove value for money and that regulators assess whether trust‐based schemes are achieving 

this objective.  I wholeheartedly endorse this (Question 14). However, it would be perverse if the 

regulatory regime were only made stricter where there are already trustees and there is a more 

active regulator.  

Clearly, reporting obligations on the part of the independent governance committee as to the 

pursuit of value for money should not be optional and should not be made to the pension 

scheme board alone but also to the regulator (Question 14). 

4. Fiduciary duty must apply to legacy schemes 

Savers need to be transferred out of high cost and underperforming  legacy schemes . If they are 

contract based the consumer needs to give consent – inertia will kick in and many will not 

provide the necessary consent. The Independent Governance Committees would need to have a 

fiduciary duty to move the assets of those at risk into value for money schemes and to be able to 

act on this fiduciary basis unless the saver opts out from such a re‐direction.  Trustees in trust‐



based schemes can already act in such a way on behalf of members in order to secure their 

interests. The same powers would need to be made available to the Independent Governance 

Committees if the latter are to remain distinguished from trust based schemes (Question 14). 

5. Questions 18‐22 on the application of fiduciary duty to financial intermediaries 

It is Labour Party policy that all financial intermediaries should have a fiduciary duty.  The latter 

policy is the responsibility of Labour’s Treasury team.  

However, pursuing value for money in pensions has required me to engage with the investment 

industry. Experience of discussing transparency of costs and charges with the insurance and 

asset management industry since 2011 makes it clear to me that they approach they have 

adopted is to collectively avoid any binding commitment  to full disclosure.  This, however, is 

manifestly in the savers’ interest and the failure of the industry to meet this therefore 

underlines the need for fiduciary duty to extend along the investment chain. 

Despite rhetoric to the contrary, the IMA’s draft Statement of Recommended Practice (“SORP”) 

currently fails to important categories of transaction costs (including transaction costs in 

underlying funds, profits from stick‐lending and profits from client cash balances) and does not 

oblige all asset managers to declare portfolio turnover rates.  This was pointed out in 

submissions to the IMA and the Financial Reporting Council from a number of parties. I am not 

aware that the IMA currently has any plans to improve the draft SORP. 

I would also add that I do not agree that information on transaction costs should be reserved 

only for the Independent Governance Committees. If members of the latter are to be held to 

account by those they are supposed to represent (albeit only by an interested but very small 

minority), then this information must also be published to those saving into the schemes and to 

their employers. Arguments from the industry that this would lead to flight from savings are 

deeply implausible. 

6. Final Comment 

I see no good reason for two forms of governance in the provision of pension schemes where 

one provides savers with inferior protection. As the OFT market investigation found, the buyer‐

side is too weak for there to be an effective market. Governance therefore has to ensure that 

the saver’s interest is met. If it is not, the great advance of mass engagement in saving 

occasioned by auto‐enrolment, will revert to low engagement. All pension schemes should have 

a fiduciary duty and it should be policed by genuinely independent trustees who are not 

appointed by the pension schemes themselves. 

 

 



Law Commission Consultation Paper no 215: ‘Fiduciary duties of investment 
intermediaries’ 

Response on behalf of the Church Commissioners for England, the Church of England 
Pensions Board and the CBF Church of England Funds  

Background information 

1. The Church Commissioners for England and the Church of England Pensions Board are 
both charitable statutory corporations. The Church Commissioners are a charity 
established with a number of purposes, one of which is to pay clergy pensions accrued in 
respect of service up to the end of 1997. They are not regulated as a pension fund. The 
Church of England Pensions Board is a regulated pension fund which exists primarily to 
pay clergy pensions accrued in respect of service after 1997, but also holds some 
charitable funds for other purposes. The CBF Church of England Funds are collective 
investment schemes managed by CCLA Investment Management Ltd in which nearly 
13,000 Church of England parishes, dioceses, schools and church charitable trusts invest. 
The three bodies are collectively known as the Church of England National Investing 
Bodies (‘NIBs’). 

 
2. The NIBs receive recommendations on ethical investment policy from the Church of 

England Ethical Investment Advisory Group (‘EIAG’). The EIAG frames its advice to be 
consistent with the NIBs’ fiduciary duties. However, the fiduciary duties rest entirely with 
the NIBs and policies are only implemented once they have been adopted by the NIBs. 

 
Overarching comments 

3. The Church Commissioners, Church of England Pensions Board and CBF Church of 
England Funds are ethical investors. The way we invest is an integral part of the Church 
of England’s witness and mission. In practice this means that we seek to: 

 

 Avoid profiting from, or providing capital to, activities that are materially inconsistent 
with Christian values 

 Select investment managers who are able to analyse the environmental, social and 
governance (‘ESG’) issues relevant to their strategies 

 Act as good stewards of our investments including through voting at company general 
meetings and engaging actively with companies in which we invest 

 Promote ethical behaviour, corporate responsibility and sustainability in our 
interactions with investment managers, companies and public policy makers. 

 
4. The law on fiduciary duty is sufficiently certain for us. The law gives us clarity of 

purpose - our duty is to further the best financial interests of our beneficiaries. At the 
same time the law gives us sufficient flexibility to be faithful, in the way in which we 
invest, to the aims of the Church and to the values of our supporters and beneficiaries.   
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5. We recognise, however, that we are rather large and sophisticated investors, with highly 
qualified trustees, legal advisers and ethical investment advisers. Our wider experience of 
asset owners indicates that although the law is certain and flexible, its flexibility is not 
widely understood, or used, by asset owners (who generally do not have the resources and 
experience to which we have access).   
 

6. Our experience is that the greatest understanding of the flexibility of the law is found in 
the charity sector, largely thanks to the clarity of the Charity Commission’s guidance on 
investment powers, CC14. Even in the Church of England, however, we come across 
small investing bodies (e.g. parishes) who have been advised by investment 
intermediaries and others against following ethical investment policies because ‘the law 
of fiduciary duty does not permit it’. 
 

7. In the pensions sector, it is more common to encounter a reductionist caricature of the law 
that ‘fiduciary duty permits only maximisation of financial returns’. This may well be 
down in large part to the fact that the Occupational Pension Scheme (Investment) 
Regulations do not give pension fund trustees the clear but nuanced guidance found in 
CC14.   
 

8. We therefore believe that clearer guidance on the fiduciary duty of asset-owning 
investment intermediaries, who vary greatly in character and expertise, should be an 
outcome of the Law Commission’s review, particularly for the pension fund sector. 

 
Question 1: Do consultees agree that Chapter 10 represents a correct statement of the 
current law? 
 
We agree in broad terms with the analysis of the law set out in Chapter 10 of the consultation 
paper. 
 
However, a point that we think could have been made more clearly is that “best financial 
interests” does not necessarily mean “best short-term financial interests”, and that it is wholly 
proper for pension trustees to consider not only the present interests of their beneficiaries, but 
their future interests over the lifetime of the pension scheme. Therefore environmental, social 
and governance (‘ESG’) factors have perhaps a closer link with financial performance than 
may at first appear. This point is implied at paragraph 10.50 but not brought out as clearly as 
perhaps it might be. It is not a point which is considered in any detail in the case law, but it 
must implicitly be the case that for an intermediary which will be around for decades (or, as 
in the case of the Commissioners, even centuries) that “financial interests” are to be 
considered over the long term.  
 
We also take the view that Chapter 10 could bring out more clearly the circumstances in 
which Nicholls VC (in Harries) said that it was permissible for a charity to take investment 
decisions based on factors other than the financial interests of the beneficiaries, and that it 
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would have been helpful to include some consideration of how far those circumstances might 
also apply to a non-charitable pension fund. They are:  
 

(a) Refusal to invest in companies that directly contradict the charity’s objects (e.g. a 
cancer charity with a policy of not investing in tobacco companies); 

(b) Refusal to invest where an investment would be against the principles of a 
significant number of the charity’s beneficiaries (this requires a balancing act 
between the loss from failure to invest and the loss resulting from alienating the 
charity’s beneficiaries);  

(c) A policy of not investing in certain types of asset where such a policy does not 
result in any significant financial detriment to the charity.  

 
It may be that this has not been considered because it is felt to have no relevance to pension 
schemes, or because the thinking is that Cowan v Scargill prohibits pension funds from 
taking these matters into consideration. However, it would be useful to see some further work 
on this, especially given the references to the difficulties that commentators have seen with 
Cowan v Scargill at paragraphs 10.10 and 10.11.  
 
There was also a handful of points of detail where we considered that the emphasis was not 
quite right, as follows:  
 

 The discussion of Buttle v Saunders  at paragraph 10.20 could perhaps spell out that 
there is no duty on trustees to act dishonourably. There are generally sound business 
reasons for this: potential counterparties are not likely to want to deal again with 
untrustworthy organisations, even if their behaviour is technically lawful. It would be 
unhelpful to give the impression that high standards of behaviour in business and 
investment are irrelevant.  
 

 Paragraph 10.100 can be read as implying that the Church Commissioners are 
deliberately opting to remain in unethical companies in the name of greater 
diversification (although our reading is that the point being made is that, on a purist 
view, it is possible to see any kind of investment as ethically problematic). It would 
be desirable to say expressly that the Church Commissioners exclude certain types of 
investment from their portfolio on ethical grounds, but have a strategy of engagement 
in relation to other types of investment (where the underlying nature of the business 
may not be a cause for concern, but perhaps the way a particular company is operating 
gives rise to ethical difficulties). 

 
Question 2: Do consultees consider that the law reflects an appropriate understanding of 
beneficiaries’ best interests? 
 
We are content that the law generally reflects an appropriate understanding of beneficiaries’ 
best interests. However, the law could be clearer that pension trustees should adopt an 
investment approach that takes account of the extent to which beneficiaries’ best financial 
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interests are long-term. Guidance should indicate that established ways of investing for the 
long term include integrating environmental, social and governance factors into investment 
decision-making and practice, and implementing a stewardship policy. Engagement is 
particularly important for long-term investors - dialogue with company management, 
collaboration with other investors and engagement in public policy and regulatory 
developments.  It is quite wrong to suggest that good stewardship practice and engagement 
are beyond the resources of most trustees: stewardship and engagement can be required of 
and delegated to asset managers.  Indeed stewardship and engagement can have particularly 
beneficial effects when they are embraced by significant asset managers on behalf of 
committed asset owners.  
 
Question 3: Do consultees think that the law is sufficiently certain? 
 
See paragraphs 4-7 of our overarching comments.  The law is sufficiently certain for us, but 
our experience is that it is not widely understood. 
 
Question 4: Should the Occupational Pension Scheme (Investment) Regulations 2005 be 
extended to all trust-based pension schemes? 
 
Neither the Commissioners nor the Pensions Board is a trust-based pension scheme.  
 
Question 5: Are there any specific areas where the law would benefit from statutory 
clarification?  
 
We do not a favour statutory codification of fiduciary responsibilities that would come at the 
cost of loss of flexibility. The present law combines a clear duty – to act in the best interests 
of the beneficiaries – with a high degree of flexibility, and scope for the exercise of skill and 
judgment by the trustees, in fulfilling that duty. If more detailed and specific legal obligations 
were placed on trustees, there would be a danger of making investment decisions into a “tick-
box” exercise. 
 
However, clearer guidance on the fiduciary duty of asset-owning investment intermediaries 
should be an outcome of the Law Commission’s review in order to improve understanding of 
the law, particularly in the pension fund sector 
 
Question 6: Do consultees think that the law permits a sufficient diversity of strategies? 
 
Yes, but the lack of guidance on the flexibility afforded in law to asset-owning investment 
intermediaries may exacerbate the natural human tendency to “herd” around similar 
investment strategies.  
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Question 7: Do consultees agree that the main pressures towards short-termism are not 
caused by the duty to invest in beneficiaries’ best interests?  
 
This is probably right, but we think that it is self-evident that government should address all 
issues that have been identified as making a material contribution to damaging short-termism. 
 
Question 8: Do consultees agree that the law is right to allow trustees to consider ethical 
issues only in limited circumstances? 
 
We are content that the law should give trustees clarity of purpose - a duty to further the best 
financial interests of their beneficiaries. However, the law should - as it does - give trustees 
sufficient ability to be faithful, in the way in which they invest, to the aims of the 
organisation whose investments they are responsible for and to the ethical values of the 
beneficiaries of the investment funds.   
 
Question 9: Does the law encourage excessive diversification? 
 
We have no substantive concerns in this regard. 
 
Question 10: Does the law encourage trustees to achieve the right balance of risk and 
return? 
 
We have no substantive concerns in this regard. 
 
Question 11: Are there any systemic areas of trustees’ investment strategies which pose 
undue risks?  
 
We have no substantive concerns in this regard. 
 
Question 12: Overall, do consultees think that the legal obligations on trustees are conducive 
to investment strategies in the best interests of the ultimate beneficiaries? 
 
Generally yes, but there is insufficient obligation and encouragement, where beneficiaries’ 
financial interests are long-term, to have regard to this.  
 
Question 13: If not, what specifically needs to be changed?  
 
See answer to Question 2. 
 
Questions 14-22  
 
We have no comments on these questions. 
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Introduction 

The TUC welcomes this opportunity to respond to the Law 
Commission’s consultation on Fiduciary Duties of Investment 
Intermediaries. The TUC represents nearly six million 
workers in 54 unions. We have been strong advocates of 
pensions reform for many years, and have supported 
automatic enrolment, contingent employer contributions and 
the creation of the National Employment Savings Trust to 
serve the interests of low and median earners.  

The TUC runs a network of trade union member nominated 
pension fund trustees, and the experiences of these 
trustees has fed into the arguments put forward in this 
submission. We also take a strong interest in corporate 
governance, recognising the impact that the UK’s corporate 
governance system has on the priorities and decision-making 
within companies and thus on the interests of our members 
employed in the private sector. 

The Consultation covers a wide range of issues that have 
significant implications for pension fund and other 
investment beneficiaries. However, the areas covered by the 
Consultation also have important effects on the UK’s 
corporate governance system and therefore on UK companies. 
The TUC believes that the Law Commission should address the 
full implications, including those for corporate 
governance, of the issues surrounding investment 
intermediation in its final report. 

Q1: Do consultees agree that this is a correct statement of 
the current law? 

The TUC has no reason to doubt the Law Commission’s 
interpretation of the current law. However, we would make 
some comments on the issues that the Commission has 
considered in its interpretation, which we believe largely 
excludes an important area that merits further 
consideration. 

The Commission appears to assume throughout the 
Consultation paper that trustees’ consideration of ESG 
factors in their investment strategies is restricted to the 
issue of stock selection. Stock selection can be used to 
implement ESG considerations but it is far from the only 
way of taking ESG factors into account in investment 
decisions. A more common and arguably more important 
approach is consideration of ESG factors in relation to 
voting and engagement activity.  
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It is not clear to the TUC why the Law Commission has not 
looked specifically at the issues relating to consideration 
of ESG issues in voting and engagement activity in this 
paper. It is possible that the Commission believes that 
consideration of ESG factors in relation to voting and 
engagement is not affected by issues relating to fiduciary 
duty. However, the understanding that in practice some 
trustees do feel constrained in undertaking voting and 
engagement activity in support of ESG principles by their 
understanding of fiduciary duty was an important factor 
behind the establishment of the current consultation and we 
believe it merits further investigation and discussion. 

Voting and engagement rights can be considered as an asset 
of a fund. One consideration for trustees in deciding how 
to use these assets is the allocation of resources that 
should be deployed towards that end. Investors’ voting and 
engagement rights play a significant role in our corporate 
governance system, and important areas of public policy are 
effectively delegated to investor control – for example, 
directors’ remuneration. Yet there is a lack of clarity 
about where within the investment chain decisions on such 
issues should be made and critically the role of the end 
beneficiary or saver in these areas. Linked to this is the 
crucial issue of the extent of resources that should 
devoted to this issue and where they should be situated. 
The issues stemming from this cannot be reduced simply to 
issues relating to fiduciary duty but ideas, sometimes 
mistaken, about what fiduciary duty does or does not allow, 
have played a role in creating the lack of clarity in this 
area. 

On one level, these issues are as critical to our corporate 
governance system as they are to the effectiveness (or 
otherwise) of our current system of pension provision, and 
we will return to this below. However, the issue is closely 
linked to the questions relating to beneficiaries’ best 
interests discussed in chapter 10. We believe that the Law 
Commission should extend its analysis to address this 
important area. 

Q2: Do consultees agree that the law reflects an 
appropriate understanding of beneficiaries’ best interests? 

We agree that the law as set out in the consultation 
document probably reflects an appropriate understanding of 
beneficiaries’ best interests in relation to asset 
allocation and stock selection. We agree that the primary 
consideration for decisions on allocating fund assets 
should be the provision of pensions to the fund members and 
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that in general other considerations should not override 
this central aim without consent from beneficiaries. 

However, we do not believe that the law as set out in the 
consultation document in relation to decision making in 
relation to mergers and takeovers is compatible with the 
long-term public good. This is explored in more detail 
below. If in this area fiduciary duty is working against 
long-term overall public good then we would argue that this 
presents a problem that requires a resolution. This does 
not necessarily mean that reform of fiduciary duty is 
required; the TUC has argued for reform of the regulation 
of mergers and takeovers to ensure that they operate in the 
long-term interests of the company. However, one way or 
another, some reform is necessary to address the conflict.  

We are also not convinced that the Commission’s conclusions 
in terms of the extent to which trustees can take account 
of macroeconomic factors are compatible with long-term 
public good. While we do not believe that pension fund 
trustees should be the governors of macroeconomic stability 
and have argued elsewhere that more thorough regulation of 
financial products should be undertaken by financial 
regulatory authorities, we also cannot accept that it is 
satisfactory that fiduciary duty should allow short-term 
financial gain to trump macroeconomic considerations. We 
would suggest that responsibility for the impact on 
macroeconomic stability of investment decisions would best 
rest on the shoulders of investment managers, if necessary 
delegated by trustees. Reform of fiduciary duty is not 
necessarily the best way to address this issue, but 
whatever approach is taken, we believe that some sort of 
reform or clarification is necessary. 

We also believe that there are relevant issues that the 
Consultation has not sufficiently considered, namely the 
use of the voting and engagement rights pertaining to a 
fund. There are good reasons for encouraging funds to take 
ESG considerations into account in their use of their 
voting and engagement rights. These include the evidence 
included in sources referenced in the Consultation that 
there is a positive correlation between ESG considerations 
and investment returns. However, there are other issues 
that are also relevant, namely a legitimate desire of 
beneficiaries that their financial resources should be used 
to support responsible corporate behaviour and the direct 
interests of beneficiaries in encouraging corporate 
behaviour that contributes to a more sustainable economy 
and society, for example by encouraging companies to be 
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less polluting or to improve their stakeholder 
relationships. 

Q3: Do consultees think that the law is sufficiently 
certain? 

We believe that the Consultation paper has demonstrated 
clearly that the law in this area is not sufficiently 
certain. There would seem to be merit in the approach taken 
in Australia of clarifying areas which may be implied in 
the law as it stands but where explicit clarification would 
serve to promote wider understanding of the need to have 
regard to such factors. This would leave the broad and 
flexible concept of fiduciary duty in place while promoting 
awareness of particular areas that may at times be 
overlooked within the current framework. 

Q4: Should the Occupational Pension Scheme (Investment) 
Regulations 2005 be extended to all trust-based pension 
schemes? 

We would support the extension of the Occupational Pension 
Scheme (Investment) Regulations 2005 to all trust-based 
pension schemes. 

Q5: Are there any specific areas which would benefit from 
statutory clarification? 

Please see our answer to questions 1 and 2 above and 
questions 7 and 8 below. 

In addition, we believe that issues surrounding charges, 
including what charges can legally be levied and how 
charges should be disclosed, would benefit from statutory 
clarification. We strongly support mandatory full 
transparency of all charges including transaction costs and 
believe that these should be presented in a format that 
allows comparability between different investment managers 
and over time. 

Q6: Do consultees agree that the law permits a sufficient 
diversity of strategies? 

We agree that the law permits a sufficient diversity of 
strategies. However, we believe that the law and the way it 
has been interpreted does in practice act to discourage 
diversity of strategies. This is an area where we believe 
legal clarification would be beneficial. 

A particular area of concern to the TUC is the lack of 
long-term investment strategies followed by pension funds, 
despite the very long-term nature of their liabilities. We 
do not believe the law on investment duties is the only or 
necessarily the most important factor contributing to this 
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situation but nonetheless the way these duties are 
interpreted is in our view a contributory factor. 

Q7: Do consultees agree that the main pressures towards 
short-termism are not caused by the duty to invest in 
beneficiaries’ best interests? 

We would agree with the conclusion that the main pressures 
towards short-termism are not caused by a duty to invest in 
beneficiaries’ best interests, although as set out above we 
do believe that the way the law has been interpreted has 
been a contributory factor. 

In our view, other important factors contributing to short-
termism in pension investment decisions are: 

 three-yearly funding valuations, the results of which 
have significant consequences for the continuation of the 
scheme and the level of payments required to be made to 
the PPF (for DB schemes); 

 the requirement to show any deficits in the employer’s 
profit and loss account (if the employer is a company) 
based on accounting standards that use a mark-to-market 
valuation method (for DB schemes); 

 the nature of the contracts between pension funds and 
investment managers; 

 the timescales over which pension funds monitor 
investment managers’ performance; 

 the focus on relative performance in pension funds’ 
monitoring of investment managers (arguably encouraged by 
the requirement to act with prudence); and 

 the nature of the contracts on which individuals are 
employed by firms carrying out investment management 
functions for pension funds. 

It is important to be clear that there are important 
reasons for some of these requirements and practices, so 
reform in this area will be complex. We are not advocating 
that all these requirements and practices should simply be 
swept away. For example, the funding requirements for DB 
funds are designed to ensure the adequacy of beneficiaries’ 
pensions, the importance of which can hardly be overstated. 
To pick another example, given that trustees cannot see 
into the future to see with certainty how a particular 
investment strategy will turn out, they will always need to 
monitor performance on an ongoing basis and have some 
regard to comparative performance.  

Nonetheless, the TUC does believe that reform to facilitate 
pension funds following investment strategies that are 
better suited to the long-term liabilities that they face 
is important and urgent and we urge the Law Commission to 
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recommend that the Government commissions an in-depth 
review of this area.  

Q8: Do consultees agree that the law is right to allow 
trustees to consider ethical issues only in limited 
circumstances? 

In addressing this question, it is essential to distinguish 
between stock selection, asset class selection voting and 
engagement practices. 

On the issue of stock selection, the TUC believes that the 
law permits trustees to select or de-select stock on the 
basis of purely ethical considerations so long as they 
consider that the action will not result in financial 
detriment to the scheme. While we would agree that it would 
certainly be good practice to engage in communication about 
the issues concerned with scheme members, we are not 
convinced that trustees need to have concrete evidence that 
scheme members would share their outlook before they are 
permitted legally to take action, so long as they have 
reason to expect that their decision will not be 
detrimental to the financial health of the scheme. We do, 
however, believe that in such a situation trustees should 
inform beneficiaries of the decision that has been taken on 
their behalf. 

However, in the TUC’s experience stock de-selection outside 
designated ‘ethical funds’ is relatively rare and where it 
is undertaken often might involve the exclusion of a very 
limited number of stocks only. Excluding a few stocks from 
the portfolio is unlikely to be significant in terms of 
fund diversification and unlikely to affect the fund’s 
overall financial performance. 

It is important to note that stock de-selection will often 
remain as a potential end-game to an unsuccessful 
engagement and this can be is important to give weight to 
engagement initiatives. As this would generally only occur 
on a case by case basis, it would not generally affect the 
fund’s overall financial performance. 

Asset class selection can raise complex issues for trustees 
that are also relevant. As the financial crisis 
demonstrated, certain types of investment product can 
create significant risks of macroeconomic instability. 
Financial products that are now known to have made a 
significant contribution to the financial crash had prior 
to the crisis been offered to investors with attractive 
rates of return. Another example is asset classes which 
rely heavily of the use of leverage, which trustees may 
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have concerns about given the role of leveraged products in 
the crisis; yet some of these products may look 
superficially attractive given the rates of return offered. 
Such issues are perhaps not best described as ‘ethical’, 
but in common with ethical issues they are considerations 
of the wider impact of investments which could have an 
impact on beneficiaries in ways that are not directly 
linked to the short-term financial value of the pension 
fund. We believe that further investigation of this area 
would be beneficial to trustees, beneficiaries and the 
economy as a whole, and that ultimately the development of 
guidance for trustees and other investors on addressing 
these issues would be useful. 

A third area to address is the consideration of ethical 
factors in relation to voting and engagement policies. The 
consultation does not examine this issue in any detail, 
despite the fact that many trustees are more likely to 
consider ethical issues in relation to voting and 
engagement policies than in relation to stock selection. We 
would assume that the Law Commission would agree that 
trustees would be perfectly entitled within the law to 
reflect ethical considerations within their voting and 
engagement policies, but explicit clarification of this 
would be helpful. However, going beyond this, there are 
some significant additional issues that need to be explored 
in relation to this area which we would urge the Law 
Commission to address in its final report. 

One of the issues faced by trustees in determining their 
approach to voting and engagement policies is the resources 
that can or should be allocated to developing and 
implementing such policies and what criteria should be used 
for developing policies in this area. This raises some 
important and challenging issues. 

The UK’s corporate governance system ascribes a major role 
to shareholders as governors of UK companies. Shareholders 
elect company directors, now annually at the FTSE 350; they 
can attend and speak at company AGMs and can call EGMs; the 
can vote on resolutions and file shareholder resolutions; 
and significant areas of company policy, notably executive 
remuneration, are left to shareholders to determine, 
through engagement with companies and voting on company 
remuneration reports. 

Thus informed voting and engagement by shareholders is an 
essential part of the UK’s corporate governance system. 
Effective corporate governance will have a significant 
impact on the success of UK companies which will affect 
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their ability to provide returns to their investors, 
including UK pension funds. As argued above, voting and 
engagement rights should be seen as an asset of a fund. 

Yet there is a lack of clarity about where responsibility 
for making decisions on voting and engagement lies; the 
criteria that should be used for determining policies for 
voting and engagement; and how to determine the appropriate 
level of resource that should be deployed for developing 
and implementing policies for voting and engagement. 

It is not straightforward to reduce these decision purely 
and simply to the interests of beneficiaries. It is easy to 
argue, as above, that there is a general interest for 
pension fund beneficiaries in high standards of corporate 
governance. However, the gains of generally high standards 
of corporate governance will accrue to all investors in a 
company, and not just those who devote resources to voting 
and engagement with that company, thus creating what is 
sometimes termed as a ‘free rider’ problem. Thus 
considering beneficiary interests to guide the amount of 
resources that should be allocated to voting and engagement 
may not provide much clarity. 

In many instances, pension funds delegate decisions on 
voting and engagement to fund managers. It is not always 
clear what criteria fund managers use for determining their 
approach to voting and engagement. While fund managers 
would presumably say that their starting point is the 
interests of beneficiaries, most do not engage with 
beneficiaries over the development of voting and engagement 
policies, which can sometimes be out of step with the views 
of beneficiaries. For example, it is very clear that the 
general public regards executive pay as much too high in 
relation to average salaries; yet most fund managers 
continue to approve very high levels of executive 
remuneration. While there is an important distinction to be 
made between views and interests, in a scenario where fund 
managers’ voting policies are consistently out of step with 
the views of the general public and therefore, almost 
certainly, their beneficiaries, we believe that this 
creates a responsibility on fund managers to engage with 
their beneficiaries over the issues. We believe that there 
should be a requirement for fund managers to consult with 
their clients on their voting and engagement policies. This 
would not tie fund managers to reflecting client view at 
all times (and clearly some client view could conflict with 
others) but would help to ensure that fund managers were 
considering, if not at all times reflecting, beneficiary 
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views in formulating their policies and to highlight the 
areas of difference. 

At times there is a clash between what could be termed the 
interests of an investee company on the one hand and the 
interests, or perceived interests, of beneficiaries on the 
other.  

For example, if there is a potential company takeover that 
fund managers believe will not be in the best interests of 
that company in the long term but where their beneficiaries 
stand to gain a good price for their shares, this poses a 
dilemma. Should they sell and deprive their beneficiaries 
(and others) of the future investment opportunity provided 
by that company and at the same time deprive the company’s 
workforce, local community and suppliers of a secure 
future? Or should they refuse to sell, forfeiting the 
profit that would be gained by their beneficiaries from 
selling the shares?  

It is clear that in this scenario many fund managers would 
regard it as their fiduciary duty to sell the shares if 
they were offered a good price. It is also clear that in 
such decisions in many cases leave the economy as a whole 
weaker, and that the whole community – including pension 
beneficiaries – pay a price for that in the long-term. 

A convincing case can be made that in the case of mergers 
and takeovers the outcomes of decisions made on the basis 
of the current understanding of fiduciary duty result in 
outcomes that weaken the country’s overall economic 
interests. In the TUC’s view this is simply not acceptable; 
if different regulatory requirements interact in ways that 
are detrimental to overall public interest, the Government 
has a duty to address the problem. We believe that this 
important issue is worthy of proper consideration by the 
Law Commission and indeed the Government. 

Q9: Does the law encourage excessive diversification? 

Q10: Does the law encourage trustees to achieve the right 
balance of risk and return? 

Q11: Are there any systemic areas of trustees’ investment 
strategies which pose undue risks? 

The TUC believes that much pension fund diversification 
goes beyond the requirements of risk control. In our view, 
the legal requirements do not require this, but do in 
practice encourage it. 

Excessive diversification can pose risks for schemes as 
complexity increases in relation to the number of fund 
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managers and investment strategies used. While some 
diversification is necessary to avoid undue risk, too much 
diversification can make it harder for trustees to manage 
their fund’s investment strategies effectively. It can also 
increase costs, as there will be separate charges for each 
fund manager and each investment vehicle in which the fund 
invests.  

The Consultation asks specifically about the use of swaps 
and derivatives. There can indeed be risks associated with 
investing in swaps and derivatives, though these very 
considerably depending on the type used. There are also 
associated costs or charges. In addition there are 
important corporate governance or ‘voice’ considerations: 
where investors hold shares in a company through a 
derivative, investors do not have the ability to vote their 
shares and thus are unable to exert governance rights. 
Where these rights reside in this scenario and who is 
responsible for their use is far from clear. 

Q12: Overall, do consultees think that the legal 
obligations on trustees are conducive to investment 
strategies in the best interests of the ultimate 
beneficiaries? 

Q13: If not, what specifically needs to be changed? 

The TUC does not believe that overall the legal obligations 
on trustees are conducive to investment strategies in the 
best interests of the ultimate beneficiaries. 

As already set out above, the regulatory framework does not 
encourage trustees to engage in the sort of long-term 
investments that would match the long-term nature of their 
liabilities. 

Our views on what is wrong with the existing system are set 
out in our answers to questions 7, 9 and 11 and we will not 
repeat the arguments here. Not all the problems stem from 
legal requirements; there are also issues of market 
practice and contracts which can interfere with the 
development of long-term investment strategies. All of 
these issues need to be addressed, both individually but 
also in the round as some work together in ways that can be 
detrimental. 

In some cases, a misunderstanding of the law may play a 
role in encouraging a short-term approach to investment 
strategies, and we believe that a clarification of the law 
in some areas would be beneficial.  

Q14: Do consultees agree that the duties on contract-based 
pension providers to act in the interests of scheme members 
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should be clarified and strengthened? 

The TUC strongly agrees that the duties on contract-based 
provision providers to act in the interests of scheme 
members should be strengthened. Given that public policy 
through auto-enrolment now explicitly encourages all those 
in work to save for a pension, it is imperative that there 
are adequate quality standards attached to pension 
provision. 

Alongside a general duty to act in the best interests of 
scheme members, the TUC believes that specific requirements 
in terms of transparency, governance and charges should be 
established. We are attaching our to the DWP’s call for 
evidence on quality standards in workplace defined 
contribution pension schemes.  

Q15: Should specific duties be placed on pension providers 
to review the suitability of investment strategies over 
time? If so, how often should these reviews take place? 

We believe that pension providers should be required to 
undertake a thorough review of the suitability of 
investment strategies every three years, with a requirement 
to undertake a brief review to take account of significant 
market or individual factors on an annual basis.  

Q16: Should members of Independent Governance Committees be 
subject to explicit legal duties to act in the interests of 
scheme members? 

Q17: Should pension providers be obliged to indemnify 
members of Independent Governance Committees for 
liabilities incurred in the course of their duties? 

We would answer ‘yes’ to both of these questions. However, 
the TUC does not believe that the proposed Independent 
Governance Committees situated within insurance pension 
providers are the right solution to the poor governance 
standards in contract-based schemes; they are not, in our 
view, the right structure to safeguard members’ interests 
effectively. Please see our response referred to above for 
further details. Adding a legal duty to Independent 
Governance Committees to act in the interests of scheme 
members will not be sufficient to address the problems with 
the proposed Independent Governance Committees. 

Q18: Do consultees agree that the general law of fiduciary 
duties should not be reformed by statute? 

We think that there is some merit in the argument that it 
would be better to enact specific duties to address the 
areas where current regulatory standards and market 
practice are inadequate to give an appropriate level of 
protection to pension scheme savers.  
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However, we also think there is a need to address 
specifically the issue of how fiduciary duty applies along 
an investment chain. We agree with the view of ShareAction, 
Professor Kay and others that there is a problem with 
conflicts of interests within investment chains at present. 
We are not convinced, however, that simply extending 
fiduciary duty along the entire investment chain is the 
best way of addressing this, although we do not oppose it 
in principle. 

There could be some practical difficulties that would need 
to be addressed in enacting a blanket provision that each 
link in the investment chain should own a fiduciary duty to 
the end beneficiary – for example, some actors along this 
chain might have a limited or inaccurate knowledge of the 
end beneficiaries.  

It is also questionable whether a contractor owing 
fiduciary duties to a wide range of beneficiaries who are 
the end savers of all those to whom he/she sold products 
could in reality be held to be equivalent in quality to 
fiduciary duty owed by pension fund trustees to their 
beneficiaries. 

However, we believe that investigation of measures that 
could help to ensure that all those acting along an 
investment chain were acting in the interests of end 
beneficiaries merits further work. 

For example, trustees (or others commissioning services on 
behalf of others) could be required when commissioning 
products or services to explain to potential and actual 
providers how the product/service they are seeking is 
designed to boost the interests of end beneficiaries so 
that there can be no doubt about the ultimate aim; this 
could be combined with a duty on service or product 
providers to take due care that their service/product is 
compatible with beneficiary interests and a duty to inform 
trustees or others commissioning on behalf of others if 
they believe that their beneficiaries’ interests might be 
best served in another way. In other words, we believe that 
action to address this area could usefully focus on the 
specific actions and approaches that would need to be taken 
by investment chain actors in order for the end of all 
parties acting in the interests of end beneficiaries to be 
achieved. 

We also consider that there are certain roles within the 
investment chain where extension of fiduciary duty to act 
in the interests of end beneficiaries could be beneficial, 
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such as investment consultants (see below). To restate, we 
are not opposed in principle to fiduciary duty being 
extended to other groups; it is simply a matter of whether 
this measure would in practice have the desired effect in 
all cases. 

Q20: Is there a need to review the regulation of investment 
consultants?  

We agree that there is a need to review the regulation of 
investment consultants. Many trustees place considerable 
reliance on the advice of their investment consultant, 
especially in areas that are technical or complex. It is 
imperative that investment consultants have clear duties to 
act in the interests of end beneficiaries. The investment 
consultant to a pension scheme is sufficiently close to 
that scheme – or should be – for this to be a practical a 
requirement and the significant role of consultants in 
decisions that affect outcomes for beneficiaries makes it 
important and necessary. 

Q21: Is there a need to review the law of intermediated 
shareholdings? 

We would argue that there is a need to review not only the 
law but also the market structures and practices relating 
to intermediated shareholdings.  

At present, there are considerable flaws in the system. For 
example, the way that shares are held by custodians 
prevents companies from knowing who actually owns their 
shares. In addition, the market practices relating to 
intermediation can make it difficult or indeed impossible 
for beneficial owners to exert influence over the voting 
and engagement rights pertaining to their share ownership. 
These and other problems merit thorough investigation and 
proposals for reform. 

Q22: Should the FCA review the regulation of stock lending 
by custodians? 

We would agree that the FCA should review the regulation of 
stock lending by custodians. In addition to the question of 
disclosing and rebating income from stock lending, 
consideration should be given to the implications for 
corporate governance of stock being lent for trading 
purposes only.  
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Dear Sirs, 

UK Shareholders’ Association is a long established non-profit body representing the 
interests of individual shareholders.  In addition to the services we provide to our own 

members, we have a 20 year record of making representations to various public 
authorities on behalf of private investors in general, including three submissions to the 
Kay Review.  We have a collective experience derived over many years from numerous, 

mainly long-term, private investors. We also strive to play a role in the education of our 

members and investors generally. We are entirely funded by our members’ subscriptions. 

Our evidence to the Kay Review included submissions on the subject of fiduciary duty.  We 

were disappointed not to see more forthright observations in the Review on this subject, 
particularly as the concept affects private investors.  Private investors have been driven 
increasingly into pooled nominee accounts and have, in consequence, become dependent 
on their stockbrokers for many aspects of managing their investments. 
 
One reason for this is HMRC requirements for ISAs and SIPPs.  Although HMRC guidance 
to ISA providers allows them to place customer details on share registers alongside their 

own and so make customers less dependent on their ISA providers, this has, we believe, 
been universally ignored.  Similarly, although Part 9 of the Companies Act allows nominee 
account providers to grant their customers ‘information rights’ (except for companies 
listed on the Alternative Investment Market), this provision is believed to have been 
adopted by only one provider. 
 
Almost universally throughout the stockbroker community there is a desire to exercise 

control over their customers’ investments for the purpose of generating profit.  Many 
brokers either won’t provide an alternative to nominee accounts, or make the alternatives 
painfully expensive.  Cost is usually given as the reason for brokers’ pressure on their 
customers to use nominee accounts and while this may to some extent be true, because 
of increasing regulatory requirements, a significant element of cost arises only because 
the nominee account providers have become responsible for their customers’ investments. 
 

The Law Commission’s review has, understandably, been focused principally on the duties 
of pension trustees and associated professional activities.  That said, it is disappointing 
that too little appears to be understood about the vulnerability of individual investors (also 
called retail investors and end investors) who find themselves forced, willy nilly, into 
pooled nominee accounts.  This includes investors in Self Invested Pension Plans (SIPPs), 
who must place their investments in the hands of a trustee in order to benefit from the 
associated tax reliefs.    
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Investors using pooled nominee accounts must surrender legal control of their 
investments into the hands of others, upon whom they are then, to a large extent, 
dependent for the protection and promotion of their interests.  As things stand, the way in 
which their interests are protected and promoted seemingly depends not upon legal 
principles and not upon regulatory supervision, but upon contractual arrangements in 
which small print and lack of choice are invariably a major feature. 
 
The UK Shareholders’ Association is currently looking into instances where access to 
customer accounts is being blocked by the account providers, thus preventing investors 

from selling their shares, transferring them to another provider and even from receiving 
dividends.  In countless other instances, investors whose best interests would be served 
by exercising normal shareholder rights (such as the right to vote) are deprived of these 
rights too, because they are not given information, find it difficult to attend shareholder 
meetings and, if they are able to vote at all, must do so by instructing others and have no 
way of knowing whether their shares are voted as they would wish.  Somewhere in this 
complex situation, the man on the Clapham omnibus might think that a fiduciary duty was 
owed by the account provider to its investors, but, when questioned about this some 

years ago, the Financial Services Authority took refuge in its (as many would say, 
impenetrable) rule book and its successor, the Financial Conduct Authority, has not yet 
shown that it thinks differently. 
 
The most striking instance of an abdication of what might reasonably be presumed to be a 
fiduciary duty is when shares held within a pooled nominee account are the subject of a 
takeover by scheme of arrangement under Part 26 of the Companies Act.  In the opinion 

of the UK Shareholders’ Association, this is a scandalous situation which – in the absence 
of any other authoritative body showing an interest – cries out for the exercise of Law 
Commission judgement, because if ever there was a need for the onus of a fiduciary duty 
this is surely it. 
 
A takeover by scheme of arrangement under Part 26 of the Companies Act is given effect 
by a process which ends in the High Court, but begins with a directors’ recommendation 

on which shareholders are then invited to vote.  For the takeover to succeed, a simple 
majority of shareholders is required in conjunction with a 75% majority of the shares, but 
these are majorities of those voting.  Shareholders who do not vote do not affect the 
result.  If the required majorities are achieved, High Court approval is little more than a 
rubber stamp, as has been witnessed by the writer.  Moreover, due to an established 
precedent, the Court’s approval of the scheme cannot be affected by the number of shares 
which have been voted, as no minimum participation is required. 
 
With one exception, there is no legal requirement upon nominee account providers to 
inform their customers who are affected by a proposed takeover by scheme of 
arrangement that it is taking place.  Some (an unknown quantity) may undertake to do so 
in their contractual terms, but the manner in which this is done, the information provided 
to their customers (ie the true investors), how quickly that information is delivered and 
the ability of those whose investments are at stake to secure participation in the voting, 
are all open to doubt.  Other providers won’t even bother. 

 
The one exception mentioned above is those nominee account users who have been 
granted Part 9 information rights.  This is because the Takeover Panel recognises their 
interest in the Takeover Code and requires them to be treated as though they were actual 
shareholders.  However, despite its proclaimed “central objective” being “to ensure fair 
treatment for all,” the Panel ignores the identical interest of those investors whose 
nominee account providers decline to grant Part 9 information rights and those with 

shares in the Alternative Investment Market (for which the Companies Act does not allow 
information rights to be provided).   



 
 
 
 
 

 

 
When the High Court is considering whether to give its virtually automatic approval to a 
scheme of arrangement, it pays no regard to the position of investors in pooled nominee 
accounts, because Part 26 of the Companies Act requires only that a company’s members 
be given the right to vote.  The nominee is the member and how the nominee behaves is 
of no more consequence to the Court than the behaviour of any other member. 
 
Half the takeovers in 2013 reported by Investors Chronicle were by scheme of 
arrangement.  The consequence of an approved takeover by scheme of arrangement is 

that the acquirer automatically receives 100% of the equity.  Investors in pooled nominee 
accounts will receive payment for their shares, but they are very likely to have had no 
opportunity to object if they would have preferred not to sell, or not to sell at the scheme 
price.  This is inequitable.   
 
The UK Shareholders’ Association wants to see all shareholder rights made available to all 
individual investors who want them.  This is likely to require legislation, which may be a 
long time coming.  In the mean time, there are injustices which ought to be remedied, of 

which nominee account users’ exposure to the compulsory purchase of their shares is 
surely the most egregious.  If nominee account providers were found to have a fiduciary 
duty towards their clients, even if just in the matter of proposals to acquire shares 
purchased with their customers’ money, this would go some way towards removing a 
serious blight on the working of the UK’s equity markets.  We very much hope that the 
Law Commission will come to this conclusion too. 
 

Yours faithfully, 

Eric Chalker 

Policy Co-ordinator 
 




