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ACTIVE SHARE OWNERSHIP IN EUROPE

Foreword

The idea for this handbook first came to light during a conversation 1 held with a few institutional
investors in 2004 at a conference. Participants unanimously agreed that they would like to more actively
manage the Social, Environmental, Ethical (SEE) and Corporate Governance (CG) risks in their investment
portfolios across Europe but noted that national rules and regulations still made such management an
exceedingly difficult task.

Subsequently, the European Commission awarded funding to Eurosif to assess how the combined
environmental, social and governance risks (ESG) could be taken into account in the context of European
cross-border active share ownership. Eurosif has learned through many detailed discussions and much
research that this space is challenging because the role of active international share ownership as opposed
to active domestic share ownership is still new for many investors. At the same time, it is of high interest
to leading institutional investors across Europe as evidenced from a Paris meeting held in June 2005.
Leading investors from 10 different countries attended the session in order to learn from their colleagues
how to become better active share owners across all their European holdings.

This handbook is Eurosif’s first official publication to help all institutional investors, especially pension
funds, better manage their ESG risks across Europe in the years ahead. We have made a concerted effort
to simplify complex issues, but readers will still find that becoming an effective active share owner is not
as easy as reading a handbook. Nevertheless, Eurosif remains steadfast that the trends point to a future
where institutional investors will have to become more adept at understanding and managing the ESG
risks in their increasingly international portfolios. This will mean managing ESG risks across different
countries.

The present handbook has thus been created to answer many of the questions raised by institutional
investors, while also giving the general reader an overview of the issue with respect to the current situa-
tion in Europe. At a minimum, we expect this handbook will help readers better understand the prevailing
landscape. More optimistically, we hope it will assist institutional investors in better executing their active
share ownership agendas. Eurosif looks forward to your comments and feedback as we continue our
efforts to integrate ESG issues into the European financial markets.

Matt Christensen
Executive Director, Eurosif
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INTRODUCTION

© In June 2005, Eurosif brought together a
group of ten leading European pension funds to
discuss the state of active share ownership in
Europe. All participants insisted on the value of
active share ownership towards their bottom line.
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A few major points of discussion emerged from the meeting:

4P nstitutional investors, such as pension funds, are undergoing changes: a renewed look at fidu-
ciary duty is giving them more tools for improving investment returns. This includes a growing
practice of, or interest in, active share ownership.

4P 7 number of different views came up in trying to define active share ownership and its scope.
There was, however, consensus that fiduciary duties required investors to improve their asset-
holding practice, especially through the use of shareholders’ rights (e.g. the right to vote and the
right to ask questions).

4P While pension fund managers previously tended to focus on corporate governance, their agenda is
now growing to also include social and environmental issues as relevant extra-financial factors.

4P Active share ownership has been a fundamentally domestic practice until recently. With increased
stakes in international stocks, however, shareholders have begun to consider it their duty to per-
form active share ownership beyond their country of residence.

4P Active share ownership in Europe is quickly evolving: its legal framework changes frequently,
thanks in great part to efforts by the European Union (EU). Nevertheless, shareholders note with
concern that, at present, governance frameworks and practices still differ from country to
country — divergences that, at best, make active share ownership across borders somewhat com-
plicated and, at worst, bar foreign shareholders from exercising their rights at all.

4P Collaboration amongst investors can be useful because it creates clout and allows them to find
allies in countries where they have smaller holdings or have less familiarity with domestic
companies.

1t should be noted that, as much as we would like, this handbook cannot attempt to map out each Eu-
ropean country’s individual situation - the picture is constantly in flux and contains too many variables.
While some issues are defined and driven at a national level, many matters remain the responsibility of
individual companies - a level of specificity that is beyond the scope of this document.

However, we hope to provide guidance to institutional investors navigating in this international arena,
bearing in mind that the playing field changes rapidly.




ACTIVE SHARE OWNERSHIP - AN OVERVIEW

First things first. Before we explore the state of active share ownership
practices in Europe, let’s briefly review the concept’s fundamentals.

2.1 WHAT IS ACTIVE SHARE OWNERSHIP?

Active share ownership involves steps that shareholders take when they own or hold stock in a company,
as opposed to when they buy or sell it.

The concept relies on three fundamental components:

4 The search for long-term profitability.

4 The long-term influence of extra-financial factors, such as environmental, social, and corporate
governance (ESG) issues.

4 The use of shareholders’ rights, such as the right to vote and the right to ask questions.

While definitions and policies of active share ownership vary greatly, one could generally say that, from a
long-term perspective, shareholders make use of their rights in order to monitor, and sometimes influence,
how the companies they invest in manage ESG issues.

ESG issues include certain dimensions of a company’s activity that do not appear on its balance sheet,
yet may have a significant impact on the company’s operations and bottom line. These extra-financial
factors can be found in a company’s relationship to shareholders and stakeholders. The explainer on the
next page may fill in some of the readers on why and how ESG issues matter for business and investors.
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IMPORTANCE OF ESG IN THE CONTEXT OF ACTIVE SHARE OWNERSHIP

While many investors concern themselves with Corporate Governance issues, a small

but growing percentage of investors also take Social, Environmental and Ethical issues into
consideration when managing their portfolio. As both of these groups of shareholders become
increasingly active (and thus important), their individual interests begin to merge under one
umbrella: the Environmental, Social and Governance (ESG) agenda.

From a business perspective, this agenda’s focus is on risk minimisation and/or returns improvement,
taking into account the following factors:

1) Recent high-profile scandals have highlighted the need for appropriate corporate governance
and risk management systems.

2) A growing body of ESG laws, such as site clean ups and carbon trading, create a new form of
liability or risk for companies.

3) Both consumer awareness and reputational risk is increasing for companies and investors that
fail to meet some consensual standards (such as not using slave labour, for example).

Environmental and Social innovation have proven to be excellent drivers of business growth.
This is partly linked to new demands by consumers.

2.2 HOW DOES ACTIVE SHARE OWNERSHIP WORK?

Generally speaking, four components come into play on the operational side of active share ownership:

4 Policies and processes define the investor’s purpose as an active share owner and the scope of
activities.

4 Research and analysis enables further understanding around the impact of ESG issues on companies.'

4 Activities include the use of shareholders’ rights in interactions between a company and its investors,
essentially via meetings, letters, participation in Annual General Meetings, and voting.

4 Impacts of active share ownership can include shifts in company behaviour with respect to ESG
issues and pivotal investment decisions (such as hold or sell).

Active share ownership can be performed both as an integral part of a broader fund management
mandate, and as a distinct practice. The reason for this, as suggested above, is that active ownership
concerns itself specifically with the active holding of stocks, and thus does not necessarily have to be
coupled with buying or selling decisions.?

1. Information is a tricky area because it clearly cannot be delineated from other components of active share ownership, let alone other
investment processes and purposes.
2. In which case the actual service is often described as an “overlay”
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Policies and Processes
Policy and Process are the investors’ own governance tools:

4 Policy clarifies the rationale for choosing to be active share owners.

4 Process defines the way the policy is implemented in practice.

Policies are established by a mix of resources which include international bodies (such as the OECD or
1CGN?), institutional investors such as pension funds, and fund managers or other service providers. No
matter who creates them, all policy references will have to be (re)considered in light of the different types
of companies and national situations they encounter.

Policies may:

4 highlight key drivers such as shareholder value or the desire to reflect other responsibilities or values,
4 list specific issues that active ownership will address, such as climate change and executive remuneration,
4 determine the scope of activities (use of shareholders rights, use of service providers, geographic scope).
Processes are another step forward. Processes specify how policies are practically implemented internally. This

could include setting priorities, dedicating resources, etc.

Research and Analysis
Research is the seeking out of key raw material to better understand the diverse facets of a company, from
general information to ESG issues.

Granted, research does initially come into play before one becomes an active share owner. Indeed, one of
its primary purposes is to facilitate initial investment decisions. Nevertheless, once stock in a company is
purchased, research continues to play an important role in investors’ interactions with companies. Even
the interactions themselves can prove to be key sources of information.*

Outside of investor-company interaction, investors can also garner information through internal and external
research. Common channels of information transmittal include in-house analysts, rating agencies, and brokers.

Activities — The Expression of Shareholders’ Rights
Once process and policy are set, and research is made available, the activities most applicable to the
investor become apparent. Activities are in great part the expression of shareholders’ rights.

VARYING PERCEPTIONS ON THE PURPOSE FOR ACTION

Note that active shareowners have different ways of framing the scope of their behaviour with

regard to ESG issues: some investors focus on the role of active share ownership in analysis, while
others seek to more actively influence companies. Further, the nuance between activity for the
benefit of analysis and for the influence of companies can also be tenuous. Most investors agree that
making use of voting rights, a central aspect of active ownership, is a good place to start.

10

3. Organisation for Economic Co-operation and Development www.oecd.org and International Corporate Governance Network www.icgn.org.
4. As mentioned earlier, investors may interact with companies for the sole purpose of receiving information on ESG issues.
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Common Activities in Active Share Ownership

Voting

The right to vote is an important part of active share ownership. In every company,® shareholders are
granted certain voting rights, then use these rights to receive information or pass on messages with re-
gards to ESG issues. Shareholders may control a number of key decisions,® such as electing board members
or approving accounts. These decisions are communicated through voting at AGMs. Interestingly, share-
holders sometimes also use abstention as a means to deliver messages to management, which is a ‘polite’
way to express disagreement.’

Dialogue with management

Interaction between investors and companies can also take place through dialogue. Indeed, investors can
take further steps by justifying or announcing their voting behaviour prior to the AGM, through meetings
or letters. This often helps companies understand what their shareholders think (positively or negatively)
of them before the actual meeting. Investors may also move away from the context of the AGM and
exchange letters or meet with management. Depending on their individual policies, they may want to
routinely share thoughts and views, voice concerns, ask for specific information, respond to requests for
advice or intervene to request change in corporate behaviour.

External communications

In extraordinary circumstances, when companies deviate substantially from the investors' views, the latter
may even go public. This may be done through press announcements, for example. It must be emphasised
that this is only a last-resort solution which bears a potentially significant negative impact on both
companies and investors.

Shareholder resolutions

When all else fails, investors may even submit their own resolutions or call for Extraordinary General
Meetings (EGMs). At present, this is a rather uncommon and very confrontational practice in Europe.
Nevertheless, the growth of active share ownership — reinforced by examples of the practice in the United
States — is beginning to make this concept less alien to investors.

Communications with regulators

Note that, on a broader level, some investors consider that interaction with authorities can also be part
of active share ownership. A good example of this is when national laws, stock market regulations or
corporate practices (by sector or country) put the implementation of their active share ownership policy
at risk. Contact with regulators most often happens through letter-writing.

11

5. With a few exceptions, such as Porsche AG, a famous case where it is estimated that the founding family controls all voting rights and yet only
holds 50% of share capital (this is due to the existence of both voting shares and non-voting shares).

6. To varying degrees by country, according to national definition of shareholders’ rights.

7. Abstention is different from not participating in a vote at all. The latter is equivalent to giving management a free reign. Additionally, abstention
means different things in different countries: for example in France, abstention votes are not counted, while in Sweden, abstention is forbidden.
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Collaboration, Coalitions and outreach to other investors

Shareholders now routinely seek the assistance of like-minded peers in order to strengthen their message
or discuss concerns. Collaboration enables investors to combine power, to be more efficient, and to sharpen
their views and messages. Companies in turn may appreciate collaboration because it is easier for them
to digest and react to grouped messages coming from investors. Collaboration is a key dimension of cross-
border activity for investors because it creates international clout and enables improved access to companies
in foreign countries.®

IMPACTS

Ultimately, active share ownership will be judged by its impacts. From the perspective of profitability,
research and activities inform the investor about a company’s ESG performance. 1f ESG performance
is unsatisfying, the investor may seek to influence the company through other activities. At that point,
impacts can include:

4» Changes in company behaviour which reflect the investor’s view of ESG performance.

4 Consideration whether to hold the company’s stock, or to sell it.

1t is useful to remember that none of this happens in complete isolation from other investment decision-
making factors, such as company financial performance, strategic choices, or investor liabilities requiring
divestments.

The chart on the next page summarises the dynamic view of active share ownership. Each component
helps shape the next step.

12

8. Collaboration between investors is still a grey area in legal terms. Questions arise as to the impact of concert party rules, which normally
limit investor interaction by aiming at keeping investors from manipulating share prices or negotiating control of companies. Investors have
been demanding more clarity on this issue at the EU level.
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Figure 1: The Dynamic View of Share Ownership
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As the figure illustrates, active share ownership requires a number of specific steps in order to be effective.
A successful active investor should have policies and processes that shape a desired impact, which usually
results in a combination of improved financial and ESG performances. As noted earlier, investors may
choose from a large range of activities in order to achieve their objectives. We have tried to highlight the
options available while always suggesting that it is up to the investor to decide on the path most appro-
priate for their desired outcomes.

In the next chapter, we discuss the relevance of active share ownership which should help readers un-
derstand why investors find it increasingly worthwhile to go through the process of developing robust
active share ownership strategies in the first place.

13




GROWING RELEVANCE OF
ACTIVE SHARE OWNERSHIP FOR INVESTORS

In an era of financial scandals, growing certitude about climate change, and worries
about the future of pension liabilities, active share ownership is being recognised
as a means to minimise risk while potentially improving overall returns. This is par-
ticularly true for pension funds.

Multiple economic and societal trends are creating a favourable context for active
share ownership. Beyond the influence of ESG issues on long-term profitability,
history shows a growing willingness of investors to think about new forms of value
creation. Partially as a result, we also find that the relationship between investors
and companies is changing, thus further enabling active share ownership.

3.1 A RENEWED LOOK AT FIDUCIARY DUTY

The regulation of pension fund investment rules has been changing in Europe: while national regulations
have historically tended to impose strong quantitative restrictions on asset allocation (such as on foreign
and/or equity investments), policy reforms across Europe are moving toward a greater liberalisation of
investment rules under the general principle of the “prudent person standards” (as recently confirmed by
the 2003 EU 10RP Directive).® Regulated funds are now given greater freedom of choice in designing their
investment policies, including investment in private equity and derivative financial products. As pension
fund asset allocation becomes increasingly less risk-adverse, oversight responsibilities rest more and more
on the shoulders of the governing bodies, and on pension fund trustees in particular.

This shift has contributed to the debate about the impacts of fiduciary duty, and leading asset owners
have begun to expand the definition to include material non-financial risks. In some instances, such ideas
have received strong support from trade unions and employee-side trustees. Certain investors, such as the
FRR (see explainer), have gone so far as to consider it part of their broader mission as a public fund to
have investment policies that are consistent with sustainable development. Research published in 2005
by UNEP F1 and Freshfields suggests that taking ESG issues into consideration is consistent with fidu-
ciary duty when it impacts profitability, and is further relevant when there is a consensus to do so by
participants/members/stakeholders. '

HOW THE FRR DEFINES ITS DUTIES

The French Reserve Fund (FRR) provides the following example on SRI policy:
The role of the FRR is to invest, on behalf of the public, the sums entrusted to it by policymakers

to be used to help finance the general old age insurance plan and affiliated plans as of 2020.
Accordingly, the FRR's investment policy has a dual aim. On the one hand, it seeks to maximise
investment returns over the long term and under the best possible conditions of security. Its
investment policy must also be consistent with certain shared values that promote economically,
socially and environmentally sustainable development.

Source: Fonds de Réserve des Retraites

14

9. A ground breaking European directive on occupational pensions systems, which set many standards for European pension funds.
10. UNEP Fl, Freshfields, Bruckhaus, Deringer: a legal framework for the integration of environmental, social and governance issues into
institutional investment, October 2005.
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3.2 ENCOURAGEMENT OF SHIFTING LAW AND
INVESTMENT CODES

National regulators have begun encouraging investors to consider ESG issues, particularly with regard to
pension reforms. For example, there is an increasingly widespread requirement on pension funds to dis-
close if and how they take extra-financial risks into account within the context of both SIP-type laws"
and their own investment policies. Over the past five years alone, more than six countries have passed
regulations demanding disclosure on how funds manage their SEE risks (see Figure 2).

When looking forward, one may note the trends indicated by the Myners’ review in the UK (2001) and the

Dutch Tabaksblatt Code (2003) in the Netherlands, which have called on institutional investors to become
active shareowners.'? This strongly encourages them to look at the long-term value in their investments.

Figure 2: Laws and Codes Encouraging Active Share Ownership across Europe
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Source: Eurosif
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11. Statement of Investment Principles or SIPs have been the most common form of SEE regulation in the past five years, demanding an

iffhow answer on whether pension funds incorporate SEE criteria.

12. Some also view these rules and laws as placing a responsibility on investors towards the companies they own.
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3.3 RELATIONSHIP BETWEEN INVESTORS AND COMPANIES:
CORPORATE GOVERNANCE ON THE RISE

Corporate governance clarifies many aspects of the roles and responsibilities bridging companies, boards
and shareholders.

Governance suggests checks and balances, as well as proactive risk management. In this respect, good
corporate governance standards enable active share ownership. Yet, until recently, those standards have
not always been effective in certain countries. One could say that they were not required because the role
of stock markets was limited in driving the economy. But that situation has been changing steadily since
the 1990’s, particularly through the increased presence of foreign institutional investors in companies’
capital. One result is the emergence of clearer frameworks of governance through international standards
and best practice codes.

Historical governance models

Understandably, a number of different cultures of capitalism have emerged in Europe over time. Because
each independent evolution has included the position of shareholders in the economy, we are now
witness to a diverse spectrum of shareholders’ rights across borders. Ample academic literature points to
two capitalist models: the Insider Model, and the Qutsider Model, as described below:

Figure 3: Two Typical Models of Different Capitalist Cultures

OUTSIDER MODEL (E.G. UNITED KINGDOM) INSIDER MODE

MARKET CULTURE CONSENSUS CULTURE

MARKET-ORIENTED NETWORK-ORIENTED

RELATIVELY MORE RELIANCE ON EQUITY RELATIVELY MORE RELIANCE ON DEBT

STOCK EXCHANGE RELATIVELY LARGE STOCK EXCHANGE RELATIVELY SMALL
RELATIVELY LESS INFLUENCE OF CONTROLLING RELATIVELY MORE INFLUENCE OF CONTROLLING
SHAREHOLDERS SHAREHOLDERS

Source: Weil, Gotshal & Manges (2002), Eurosif

The varying place of employee representation is also essential to understanding the dynamics of these
models (see explainer).

In Europe, the UK is seen as a clear example of the “Outsider Model”, whereas the “Insider Model” usually
reflects the situation of continental European countries, such as the Netherlands and Germany.
Nevertheless, for most European countries, the reality is not quite as clear-cut, and over time, the “Out-
sider Model” appears to be gaining ground.

16
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THE VOICE OF EMPLOYEES IN GOVERNANCE

We must also consider the impact of industrial relations on shareholders' rights. Countries

in continental Europe attach great value to the involvement of stakeholders (such as employees)

in economic decision-making. For example, in certain instances the employees’ right of repre-
sentation is featured at the board level, thus impacting corporate governance debates at the core.
While board-level representation ostensibly aims at improving direct communication between
CEOs, boards, and employees, it also aims at involving employees or labour in company supervision.
The German system of codetermination is a classic example. As these rules are established by law,
shareholders must learn to navigate with them.™

Shift of power from companies to shareholders

Globalisation is driving the evolution of company-investor relationships. Investors have more holdings
abroad (Figure 4), and companies rely more on shareholders, particularly foreign institutionals (Figure
5), to finance their growth. In economic terms, more countries are starting to veer towards the “Outsider
Model”, even though cultures might not change as fast. As a result, corporate governance is currently
undergoing profound modifications.

The financial scandals of the last five years have also given a strong political voice to supporting stronger
governance standards.

Figure 4: Internationalisation of Pension Equity Investments
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13. For further information and thoughts on this subject, see “Worker’s voice in Corporate Governance, A trade union perspective”, TUAC, July 2005.
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Figure 5: Weight of Foreign Investors on European Stock markets
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The growing leadership of Corporate Governance

Stronger corporate governance codes defining best practice standards are now frequently created and
revised. The OECD has been a driving force in encouraging and orienting the development of codes. With
its own guidelines created in 1999 and revised in 2004, it has encouraged those codes to deal with:

& the rights of shareholders and key ownership functions,
& the equitable treatment of shareholders,

&V the role of stakeholders in corporate governance,

& (disclosure and transparency,

& the responsibilities of the Board.'

For its part, the European Commission is keen to encourage convergence of practice, but is reluctant to
propose a European Code of governance because it does not believe in a one-size-fits-all approach. The
EC has published recommendations on issues where it believed it should encourage better practice and
more responsible approaches by companies. These include a recommendation on director’s remuneration,
and another recommendation on the importance of non-executive directors. The EC also regularly brings
together a high-profile expert forum for advice on future steps.

As illustrated by Figure 6, recent evolutions in countries such as Belgium indicates the prevalence and
growth of CG codes. The evolution is on-going, as in France for example where new CG guidelines have
been issued six times in as little as seven years.' In spite of their value for active share ownership, corpo-
rate governance codes do not all have the same impact, or the same quality. Not all of them have included
all market stakeholders (companies, investors, regulators, stakeholders) in their inception, and as a result,
may have been more or less well appropriated by the markets.

18

14. ITn more practical terms, codes may include: the distinction of supervisory and managerial roles; independence of supervisory roles;
separation of chairman and CEO; and importance of board committees for audit, remuneration and nomination.
The OECD guidelines are availab le at http://www.oecd.org/dataoecd/32/18/31557724.pdf.

15. The ECGI maintains a list of corporate governance codes at http://www.ecgi.org/codes/index.php.
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Figure 6: The recent flurry of corporate governance codes in Europe
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3.4 A NEW ENVIRONMENT IN WHICH TO OPERATE

A clearer definition of roles, rights and accountability is useful to shareholders. As a result of the emergence
of new codes, boards are working at improving their accountability towards shareholders by assigning
responsibilities or creating committees responsible for overseeing areas such as remuneration, audits, or
even specific risks such as climate change.'®

The emergence of stronger governance standards creates a new environment for investors in which to
operate. Furthermore, it encourages them to make better use of their rights, look at the long-term, and
become active share owners.

Of course, there are still issues to resolve. In some areas — such as when trying to make use of their right
to vote - shareholders still face hurdles when trying to be active in certain countries. The following
chapter looks at those impediments and at how the EU is working to improve the situation.

19

16. See explainer in section 5.2 of this Handbook.




THE EXERCISE OF SHAREHOLDERS”™ RIGHTS:
CULTURES AND TMPEDIMENTS

Whereas we discussed the growing relevance of active share ownership in the
previous chapter, we will now focus specifically on the European cross-border
aspects. Investors with international holdings across Europe must consider and
develop their active share ownership strategies wisely, for they will encounter
varying conditions, and often obstacles, during the implementation of their
policies.

In fact, shareholder democracy has unequal status across Europe and the role
and rights of shareholders often differ across borders. In many cases, being a
foreign shareholder can sometimes be a serious impediment to active share
ownership. Nevertheless, it must be noted that the EU is at this very moment
in the process of improving shareholders’ rights. In the medium term, this will
have important consequences in changing the context in which shareholders
operate.

We must emphasise here that impediments to voting at AGMs - as discussed
below - are impediments to being active shareowners in general. Since many
active shareowners begin their activities with voting, both as the democratic
foundation as well as a cost-effective approach, unfriendly voting laws will act
as a deterrent for further action by investors.

4.1 SHAREHOLDER DEMOCRACY

Investors want to know at a practical level how the differing shareholder traditions across Europe will
impact their activities with regards to their international investments.

Cultural Considerations

Understanding the subtleties of culture and approach is of critical importance when practicing active
share ownership across European borders. Accepted shareholder behaviour differs from country to country,
and is often relative to the traditional distance between shareholders and companies.

For example, in a culture of consensus (as in the case of the “Insider Model“, see section 3.3), it is un-
common for management or any other stakeholder to accept shareholders as an independent voice. This
is even more pronounced where there is a controlling or majority shareholder - and when individual
relationships carry great weight. In this case, the local elite club might be the most appropriate place
of discussion, whereas a letter to management from a shareholder — while perfectly acceptable in other
cultures - could be perceived as a rogue attitude.
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1t is also important to note that in such cultures of consensus, the role of the AGM and of voting is conse-
quentially less significant, since key shareholders and stakeholders often meet, discuss and make decisions
in less public forums.

Figure 7: Issues Affecting Shareholder Access to Management

Source: Eurosif

Exceptions to One-Share One-Vote

Accordingly, in many scenarios, shareholders can even be deprived of their right to vote. Limitations
on voting rights often put minority shareholders at a disadvantage, when facing company measures
addressing anti-takeover protections or entrenchment of management control. Major shareholders can
also be loathe to cede control. As a result, companies may issue multiple voting rights, special shares, set
voting right ceilings, or in other ways take exception to the idea that each share should be attached to a
vote (one-share one-vote principle). In a classic example, many Dutch companies issue outstanding prio-
rity shares that are 100% owned by a special purpose foundation, whose aim is to protect the interests of
the company and its stakeholders in situations of hostile takover attempts.

Figure 8 indicates how this practice is spread around Europe, according to an ABI-Deminor survey from
2004 (on the FTSE Eurofirst 300 index). Note that this reflects company practice as much as national
cultures and thus readers will want to look at these figures with caution. In principle, companies in coun-
tries like Germany or Belgium are very good at applying one-share one-vote. At the same time, these
same companies are very much prone to having blocking minority or controlling shareholders, thereby
mitigating the impact of shareholder democracy.'”
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17. For more details, see http://www.abi.org.uk/BookShop/ResearchReports/DEMINOR_REPORT.pdf.



THE EXERCISE OF SHAREHOLDERS”™ RIGHTS:
CULTURES AND TMPEDIMENTS

Figure 8: Companies applying one share-one vote in Europe %

100
100 4 97

88

69
70 A 8 65

59 59

Percentages

31
30 A 255

UK FR DE CH SP IT NL SE BE Other All
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Right to File Resolutions

For the same reasons, the ability to call EGMs and the right to submit questions or resolutions may be
diminished for small shareholders.

For example, Norway, Denmark, Sweden, or Finland allow any shareholder to file resolutions at the AGM.
Most other countries require holdings between 5-10% of share capital, with Belgium peaking at 20%.'®
Yet it must be noted that it is not in the culture of shareholders in countries like Sweden to file
resolutions: therefore, setting a lower threshold is “cosy“ and does not always bear a real impact.

Decisions Reserved to Shareholders and Board Representation

The value of corporate governance as a control mechanism and the value of oversight is perceived
differently or less structured, since inherently all stakeholders are close to one another. The issues that
are reserved to shareholders can clearly illustrate discrepancies at this level. Because of national laws or
exchange listing rules, shareholders cannot vote on some key governance questions.

For example:

4 Currently, approval of annual accounts or financial statements in Austria and Spain is not
subjected to vote.'

4 Only France and the UK currently require votes on the remuneration of board members.

4 Directors, some of which are meant to represent shareholders, are not always subject to election
by these very shareholders. Norway does not allow direct election of directors. In ltaly,
shareholders are asked to approve lists of directors as opposed to individuals. In general, self-
perpetuation has often been the rule.

As we see, the rights and the role of shareholders are not homogeneous. Ultimately, the changing
relationship between investors and companies across Europe (see chapter 3.3) is creating support for
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increased shareholder democracy. The EU Commission is sensitive to this call (see chapter 4.3), but, at the
same time, the movement is encountering resistance from managements and other stakeholders, such as
trade unions, who might have different agendas or perspectives on the role of shareholders in companies.
Political and cultural evolutions in this area will be very interesting to watch in the coming years - and
would certainly signal broader aspects of changing attitudes in Europe towards shareholder capitalism.

There are also very practical aspects to the exercise of rights (particularly the right to vote) which are
currently impeding shareholder activity. This is explained in the next section.

4.2 IMPEDIMENTS TO THE EXERCISE OF SHAREHOLDERS RIGHTS

Voting and participation in AGMs can present specific challenges, particularly for foreign shareholders.
Companies may not be used to having a large number of shareholders, some of whom do not speak their
language. As a result, practical and organisational aspects relative to AGMs and voting may not be
adapted to them. Here again, the EU is taking a proactive stance in suppressing these impediments, as
section 4.3 will present.

“The rules and practices that have developed to allow ultimate investors to exercise
voting rights have also been developed in a national context and do not particularly
facilitate and often even hinder voting by shareholders in other jurisdictions.” *°

These challenges were important in our June 2005 meeting held with leading European institutional
investors. Noteworthy issues that came to light in the discussion include:

Difficulties in ldentifying the Actual Shareholder

The general practice is for intermediaries, such as custodians, to operate between the company shareholder
register and the actual shareholder. In the case of international investments, however, the chain of inter-
mediaries can become so long as to make it difficult for the company to identify the actual shareholder.
In this case, the register will often mark the custodian or its local office as shareholder. Even when investors,
intermediaries, and custodians are known, it may be impossible by law for the custodian to vote on
behalf of its customer, as is the case in Italy.?’ As a result, many foreign shareholders are prevented from
exercising their rights.

Impediments to Voting

In some markets with a strong domestic culture, rules for dissemination of information relative
to AGMs can prevent foreign shareholders from being informed in time (and thus unable to make
decisions accordingly).

As a rule of thumb, where shareholders are registered, the notice is usually sent by mail. In countries where
bearer shares are the norm, however, the notice is published in the Official Gazette and/or in one or more
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newspapers — neither of which are necessarily easily accessible to foreign shareholders.?> At a recent AFGE
corporate governance colloquium in Paris, one participant also noted that the cost of mailings (20-30 euros
per shareholder) often prevented companies from sending the notice and voting forms to all shareholders.

Additionally, gaps in advance notice (from 8 days in Denmark to 1 month in Germany) can make it hard for
shareholders to review proxies, make voting decisions, and transmit those decisions to voting executioners.

Shareblocking Issues

In some cases, it is also still required that shareholders “block” their shares (i.e. not sell them) for a certain
period of time in order for their owners to be identified and thus be granted the right to vote. This can be
the result of national rules, company articles, or sometimes even a requirement of intermediaries. Many
foreign shareholders believe that this entails too much risk. In other systems, “record dates” simply track
ownership of shares at a specific, agreed date, and thus remove the constraints of keeping shares.

EU countries still allowing or imposing share blocking include: Austria, Belgium, Greece, Italy, Portugal,
Poland, Hungary, and Spain. But the tide is turning. Germany is already in a transition phase,” and the
EU is considering legislation to ban shareblocking.

Lack of Proxy Voting Solutions

With a large investment portfolio, it is virtually impossible to participate in all AGMs around the world.
Because of this, companies have developed systems by which a shareholder can vote in absentia, by
sending in a proxy form with vote choices, by email or post. Unfortunately some countries do not encou-
rage their companies to do so and it remains difficult to access the ballot in these cases. Additionally, in
the meeting, chairpersons allow votes by a “Show of Hands”, as is often their right and sometimes a tradi-
tion in certain countries; decisions are thus skewed towards those shareholders or representatives that are
present in the room. Interestingly, voting against management in Belgium requires attendance at the AGM.

One important means of improving access to proxy voting is electronic voting. This method is only now
beginning to spread. Experience suggests that the UK is the leader in the development of electronic and
internet voting means. Service provider CREST reported that issuers in the FTSE 100 making use of its
electronic voting service had increased from 41% to 88% in 2003-2004.* Similarly, electronic voting
during AGMs is quite common in the Netherlands. In 2005, twelve large Dutch companies proposed free
internet access to proxy voting. Yet in France’s 2004 voting season, only 3 out of the CAC 40 companies
offered the service to their shareholders. Figures for other European countries are not known, but likely
to be insignificant.
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4.3 THE CURRENT ROLE OF THE EU IN THE EVOLUTION
OF SHAREHOLDERS RIGHTS

Given this context, it is clear that some shareholders are voicing concerns about their ability to be active
abroad. Yet convergence efforts are becoming more visible. Ever since the EU Action Plan on Modernising
Company Law (2003), the EU has been formally encouraging better corporate governance practice. The
European Commission’s programme was based on two key objectives: (1) bringing more transparency to
the way companies operate; and (2) empowering shareholders.

At present, the EU is busy tackling some of the key impediments to the exercise of cross-border shareholder
rights. The impediments described in 4.1 and 4.2 have been discussed through two public consultation
processes at the DG Internal Market?® in 2004-05. The consultations revealed strong support for:

ownership of right to vote with the ultimate investor,

support for minimum AGM notice periods (4 weeks),

generalisation of record date systems,

specification of content of AGM information & timely delivery of GM notice,

enabling voting in absentia (including electronic voting),

VAN WY

importance of post AGM communications.

Respondents mostly favoured a directive®® (as opposed to a recommendation) as a guarantee for
implementation by member states and by companies. DG Internal Market indicated that a “plumber’s
approach”, namely fixing practical impediments, was a serious option. 1t is expected to make a legislative
proposal at the time of publication of this handbook.

The EU is also willing to go further than practical fixes. Internal Market Commissioner Charles McGreevy
has recently voiced strong support for eliminating discriminatory treatment of shareholders by introdu-
cing the principle of one-share, one-vote across the EU. A move in this direction would be politically ex-
plosive and will be resisted by some member states and companies. As a result, the European Commission
is expected to issue a recommendation instead of proposing binding legislation. This approach is probably
the only one that holds some seeds for success. Attempts to abolish multiple voting rights during the
inception of the anti takeover directive last year proved unsuccessful.

In implementing its objectives, the European Commission has endeavoured to strike a careful balance
between empowering shareholders while leaving enough flexibility for management to run their companies
and get on with day-to-day business. There is no doubt that these political decisions are the object of
fierce debates. Multiple sides express their doubts, whether companies, or other stakeholders that fear
they stand to lose from strong shareholders. Nevertheless, the clear EU trend is towards further em-
powerment of shareholders, and generally speaking, more transparency and a clearer defiition of roles
and responsibilities of players in the economy and financial markets.

24. Source: Review of the impediments to voting UK shares, Paul Myners, March 2005.

25. The DG Internal Markets is in charge of many of the European Commission’s governance projects.

26. A directive is a binding law that member states must implement into national laws, whereas recommandations are
encouragements towards best practice.
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The picture would not be complete without a view on where active share ownership
is at the present time, and where it is headed.

5.1 ACTIVE SHAREOWNERS TODAY

n light of the wide range of shareholder rights presented in the previous chapter, a heterogeneous European
picture emerges from the perspective of active share owners. Classifications of countries according to their
“active share owner friendliness” seem impossible to make.

Rather, we find that the penetration of active share ownership, as illustrated in Figure 9 below, gives a
clearer picture of both where active share ownership stands and where it is going. Where institutional
investors or pension funds lead the way - as in the UK, the Netherlands, Denmark, Sweden or Switzerland
- the perspective is probably the brightest.

Figure 9: Penetration of Active Share Ownership in some European Countries

STATE OF LOCAL ACTIVISM COUNTRIES

Established market culture for institutional investors
Treland, UK

and many fund managers

Denmark, Netherlands, Sweden, Switzerland,

(pension funds or institutional investors)

Driven by a limited number of (but nonetheless Austria, France, Germany, Italy
powerful) activist players (research organisations or fund managers)
Greece

(institutional investors)

Denmark, France, Germany, Netherlands

Sources: Deutsche Bank Corporate Governance Research, TUAC, Eurosif
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Experience suggests that large independent fiduciary institutions (such as pension funds) are playing a
key role in the development of a shareholder culture. Indeed, as Figure 10 below suggests, it is also often
where strong independent institutional investors have the biggest weight in the economy. This, again, can
be traced back to three essential features:

&Y their sheer size and investment power,
& their fiduciary duty, or the responsibilities they have towards their beneficiaries,

& their independence and low level of conflicts of interests.

Figure 10: Weight of pension funds in the economy and financial markets (2001)
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In other countries, the driving role is sometimes taken by foreign institutional shareholders, as their
weight in those countries’ economies is growing. In fact, research indicates that foreign investors have
already been key lobbyists for shareholder-friendly legislation on some markets, such as France. Indeed,
“the primary actors prompting change in many corporate governance systems are institutional investors,
and often foreign institutional investors”.?

To be sure, the presence of foreign shareholders is not always well accepted. Their demands tend to clash
with historically established balances of powers between investors, companies and their stakeholders.
They are often perceived as “breaking” existing social models. But as their role in fuelling economies is
also increasingly acknowledged, so are their rights as stakeholders of those economies.
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5.2 FOCUS ON THE SOCIAL, ENVIRONMENTAL AND
ETHICAL (SEE) AGENDA

Historically, active share ownership has focussed mostly on corporate governance issues — SEE issues are
newcomers to the agenda. Today, SEE activism is largely the work of a few leading pension funds or fund
managers, plus collaborative initiatives. An increasing number of those investors are joining the ranks and
now accept the rationale behind the value of SEE issues as being material to company performance. We
expect this trend to continue.

Over time, Eurosif expects SEE issues to become part of general financial culture. Since boards are only
now beginning to consider material SEE issues as falling within the realm of their responsibilities, these
questions have not tended to appear as part of their discussions, nor do they receive much attention at
AGMs, let alone as voting matters. When boards do not address SEE points, it makes it difficult for active
share owners, as they must take up CG matters with the board, yet SEE with management.

In this context, active share owners willing to make a strong case against a company’s SEE management
have gotten into the habit of voting against approval of companies’ accounts as a measure of protest.
Beyond this, most discussions will take place in meetings between management and investors, and so stay
out of public view.

Yet there are also discussions as to the extent to which social and environmental issues can be addressed
by shareholders, and here the European context is not homogeneous.

The specific challenges of SEE activism

To summarise, SEE investors argue that:

& SEE activism is essentially regulation-driven,
&Y SEE issues are essentially global in geographic terms,

& the impact of SEE issues differs by sector and by company.

The traditions of industrial dialogue and the European Social Model gives a number of powers to trade
unions with regard to social issues (see chapter 3.1). Social laws create different standards against which
social performance may be measured. This ranges from simple examples, such as the 35-hour work
week in France, or paternity leaves in Scandinavian countries, to more complex questions, including
the handling of change management during takeovers and restructuring by foreign investors, where rules
can be stringent and where issues often come to national media attention.
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Additionally, national laws include different levels of requirements when it comes to environmental
management. Germany and Scandinavian countries are known for their high standards in this field. In
this case, respecting the law translates into good SEE risk management, and SEE-conscious investors are
aware of this.

The EU as a political entity has played various roles in this regard. In some cases it has been an initiator:
both the 2004 Environment Directive (enacting the financial responsibility of companies with regard to
pollution of industrial sites) and the 2003 Directive on Emissions Trading will have direct impacts on
companies’ financial liabilities, to which investors will not be indifferent. On the social side, the Racial
Equality Directive (2000) and the Equal Treatment Directive (2002) create important precedents for
human resources management.

In other cases, Commission Directorates such as DG Employment & Social Affairs have played a role of
facilitation, by encouraging corporate best practice examples in Corporate Social Responsibility.

There is, unsurprisingly, ample debate among businesses, stakeholders and policy makers about the
impact and value of SEE regulations on companies. Yet active share owners will take all of these
considerations into account when assessing risks, possible financial liabilities, and opportunities in the
business environment.

BOARDS RECOGNISE THEIR ROLE IN OVERSEEING RISK BY TAKING
ON CLIMATE CHANGE AS ONE OF THEIR DUTIES:

SEE issues are also beginning to be accepted as board responsibilities, both within the
context of relationship with stakeholders and of good risk management. As one of multiple
examples, German insurance giant Allianz board member and CEO of its asset management

arm Dr Joachim Faber said recently: “Climate change creates significant costs for the financial
industry...in the interest of our clients and shareholders we are obligated to take these risks
into account when making decisions on insurance underwriting, investments, or lending credit.”
Allianz will thus address the issue at the board level and examine carbon risks in banking, asset
management, and insurance.

Source: Allianz Group
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5.3 THE ROAD AHEAD

SEE issues are becoming a part of the active share owner’s agenda over time. Today, corporate governance
issues are more prevalent than those of SEE, but here too, obstacles still remain when considering active
investors’ interests to properly manage their international portfolios. This is why the road ahead will
require investors’ abilities to tackle both SEE and corporate governance --that is ESG issues—at the same
time, in order to successfully manage their portfolios across Europe.

The focus of this handbook reflects Eurosif’s belief that one of the key enablers to deepen investors’
attention to ESG issues will be the development of improved shareholder rights. Ultimately, the enhancement
of shareholders’ rights, complemented by an increase in the number of active shareholders, will set the
stage for improved shareholder action around ESG matters.

In this handbook, we have discussed the means needed to properly create an active share ownership
strategy as well as the relevance in doing so. The evolution of legislation and a continuing expansion of
the role of share owners points to active management of ESG issues as a growing tool to potentially lessen
portfolio risks and improve returns. However, readers should keep in mind that there is always potential
for a ‘backlash’ against a greater role for investors in the business of influencing companies; as pointed
out in this handbook, there are numerous other parties that may view this as a threat and therefore push
for investors’ rights to remain in the status quo.

Eurosif expects the EU to play a growing role in softly, but effectively, improving the rights of share
owners. 1t has been stated repeatedly by EU officials that their long term goal is to create a seamless EU
financial market — improving shareholder rights is part of this. At the moment, the handbook illustrates
the difficulties for investors to actively manage their portfolios across European borders. The impediments
are not impossible to overcome and the more that investors begin to engage on ESG issues outside of
their domestic borders, the more quickly the solutions will arrive.

In conclusion, it has been the goal of this handbook to help interested readers better understand the
current obstacles all investors face to become more actively involved across European borders. 1t is the
hope of Eurosif that some investors will use this handbook as a means to push forward and develop
robust policies, processes and activities around ESG issues in their domestic and international portfolios
in the near future.
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SUMMARY TEARSHEET

DEFINITION

& W Active share ownership involves steps that shareholders take when they own or hold stock in a
company, as opposed to when they buy or sell it.

The concept relies on three fundamental components:
The search for long-term profitability.

The long-term influence of extra-financial factors, such as environmental, social, and
corporate governance (ESG) issues.

The use of shareholders’ rights, such as the right to vote and the right to ask questions.

EUROPEAN CONTEXT

& Active share ownership in Europe is a relatively new phenomenon that has been prompted by the
development of long term institutional investment, the internationalisation of institutional port-
folios, and a renewed look at fiduciary duty.

V3 4 At the local level, active share ownership faces many different contexts across Europe. Investors
need to adapt their strategies to the specificities of each national culture, which entails frameworks,
laws, legacy and history.

47 Active share ownership is a sector in which local and international service providers can be helpful:
fund managers, consultants, research providers, proxy voting advisories and other active share
owners each play an important role.

CURRENT ISSUES / PENDING

47 Investors currently face impediments when trying to be active abroad, such as when voting. Laws
and practices have yet to adapt to the globalisation of investors. The European Union is active in
trying to level the playing field for governance and is currently placing particular focus on cross-
border shareholders’ rights.

Vo 4 Research suggests that it is in the best interest of shareholders to become active shareowners.
Eurosif thus encourages investors to make use of their rights as shareholders; in tandem, Eurosif
also encourages institutional investors to facilitate the process by henceforth making their cross-
border share ownership policies and procedures explicit.
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