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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: Mike Gould
Type:

Interest group

Postal address:

IMA, 65 Kingsway,
London
WC2B 6TD

Telephone:

020 7269 4674

Email:

mgould@investmentuk.org

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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We would like comments and responses on the following questions.
Show font properties

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:

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)
Yes:

No:

Other:

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.
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Question 3 Do consultees think that the law is sufficiently certain? (14.15)
Yes:

No:

Other:

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)
Yes:

No:

Other:

Please see answer to Q3.
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Question 5 Are there any specific areas where the law would benefit from
statutory clarification? (14.15)
Yes:

No:

Other:

Please see answer to Q3.

Question 6 Do consultees agree that the law permits a sufficient diversity of
strategies? (14.21)
Yes:

No:

Other:

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.
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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:

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 to8 focus
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(14.28)i.e. lack of trust. But in any
case, this is related to market perceptions and has little to do with the law.
Yes:

No:

Other:

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

No:

Other:

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)
Yes:

No:

Other:

Please see answer to Q9.
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Question 11 Are there any systemic areas of trustees’ investment strategies
which pose undue risks? (14.32)
Yes:

No:

Other:

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)
Yes:

No:

Other:

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.
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Question 13 If not, what specifically needs to be changed? (14.33)

Please see answer to Q12.

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:

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.
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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:

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)
Yes:

No:

Other:

Please see answer to Q14.

10

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:

Please see answer to Q14.

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:

We agree.
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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:

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)
Yes:

No:

Other:

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.
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Question 21 Is there a need to review the law of intermediated shareholdings?
(14.74)
Yes:

No:

Other:

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)
Yes:

No:

Other:

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.
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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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