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II..  RReeaassoonnss  ffoorr  iinnssttiittuuttiioonnaall  iinnvveessttoorrss  ttoo  eennggaaggee  iinn  ccoorrppoorraattee  

ggoovveerrnnaannccee  ooff  tthheeiirr  ppoorrttffoolliioo  ccoommppaanniieess  

 Increasing clients' expectations – the competitve issue 

Clients' demands are threefold: 

- Outperformance of benchmarks: Also increased by the consultants, the 

pressure to deliver good performance means that all avenues for better 

returns have to be pursued. 

- Compliance with fiduciary duty to act in their sole interest: Alerted by negative 

headlines about market timing or late trading, clients - also outside the US - do 

not take their fair treatment for granted any more. Investment managers 

therefore need to address this 'trust' issue. 

- Transparency about own activities is the paramount strategy in an increasingly 

demanding environment. 

All three aspects have to be fulfilled to keep clients' confidence and a superior 

competitive position. 
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 Comply with regulatory demands (mandatory and voluntary) 

New laws, regulations and voluntary industry codes of best practrice have 

substantially increased institutional shareholders' responsibilities to safeguard 

market integrity. This concerns mainly two issues: (i) increased transparency 

requirements (e.g. SEC re voting behaviour; ICGN re voting policy and conflicts of 

interest) and (ii) more active engagement (e.g. OECD and ICGN Principles; EU 

Action Plan - yet to come). 

 

IIII..  IIss  tthheerree  aa  ppeerrffoorrmmaannccee  eeffffeecctt  ffoorr  iinnssttiittuuttiioonnss??  

 The relevant empirical research results 
The McKinsey / World Bank 'Global Investor Opinion Survey 2002' showed that 

large international institutions are willing to pay a substantial premium for 

companies with good corporate governance.1 Although the stated premium varies 

largely by country and region, companies in Western Europe are perceived as 

carrying significant governance risk. For example, investors are willing to pay an 

average governance premium of 13 % in Germany and 12 % in the UK - which 

compares to 14 % in the US, 25 % in emerging markets like China and Indonesia 

and 38 % for Russian companies at the upper end. 

How do the survey predictions translate into the real world? Current empirical 

results show the performance relevance of good corporate governance: 

- In their well-known study professors Gompers, Ishii and Metrick of the 

Harvard and Wharton business schools analysed 1.500 US-American 

companies during a period of 10 years until 1999. Companies with excellent 

governance (i.e. shareholder-friendly firms) performed on average 8.5 % p.a. 

better than companies with poor governance.2 These results have recently 

been confirmed in a study from the Harvard law school.3 Most interesting, the 

latest related study from Yale and Wharton business schools not only 

confirms previous findings but also detects abnormal returns between 10 % 

                                                 
1 McKinsey & Co.: Global Investor Opinion Survey 2002. Internet: www.mckinsey.com/governance. 
2  Gompers / Ishii / Metrick: Corporate Governance and Equity Prices, in: The Quarterly Journal of 

Economics, Issue 118, No. 1, 2003. 
3  Bebchuk / Cohen / Ferrell: What matters in corporate governance?, Harvard Law School, 

Discussion Paper No. 491, September 2004. 
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and 15% p.a. for shareholder-friendly firms with public pension funds as large 

and active shareholders.4 

 

Additional research focussing on Europe strongly supports these results: 

- According to a study for 91 companies traded on the German stock 

exchange, there was a return difference of 12 % p.a. between the best and 

poorest governed companies in the period 1998 till 2002, i.e. a value close to 

the above-mentioned survey prediction.5 

- Deutsche's Global Equities Research undertook an analysis of the UK FTSE 

350 from 2001 till 2003 and showed 25 % outperformance in share price (i.e. 

spread difference at the end of the three year period) of the top-10 % 

companies with good vs. bottom-10 % with poor governance (similar results 

could be found for return on equity and volatility).6 

- A study by ABP Investments and the University of Maastricht analysed key 

governance-elements provided by Deminor Rating for all companies of the 

FTSE Eurotop 300 between 1997 and 2002: The portfolio with above-

average governance ratings outperformed the below-average portfolio by 3 % 

p.a.7 

- And finally, a fund specializing in continental European companies with 

governance deficits by the British 'Hermes Pension Fund Group' has 

outperformed the EuroStoxx-Index by 3 % p.a. since its launch in February 

2002.8 

In summary, empirical results show that good governance matters for company 

performance. 

 

 

 

                                                 
4 Cremers / Nair: Governance mechanisms and equity prices, Journal of Finance, 2005 (forth-

coming). 
5  Drobetz / Schillhofer / Zimmermann: Corporate Governance and Expected Stock Returns: 

Evidence from Germany, in: European Financial Management, Vol. 10, No. 2, 2004, 267-293. 
6 Grant / Grandmont / Flavia: Beyond the numbers – Corporate Governance in the UK; Deutsche 

Bank AG (Ed.), Global Equity Research – Strategy Focus, 18 February 2004. 
7  Bauer / Guenster / Otten: Empirical evidence on Corporate Governance in Europe – The effect on 

stock returns, firm value and performance, in: Journal of Asset Management, Vol. 5, Iss. 2, S. 91-
104, August 2004. 

8 Hermes Focus Asset Management Ltd., London. Internet: www.hermes.co.uk/governance. 
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 Free-riding issues 

As the pursuit of good governace is not without cost, some fund managers hope 

to free-ride on the success of their activist peers without incurring any cost for an 

own effort. Yet, this will prove a shortsighted strategy as the real benefits only 

accrue to those investors who are able to distinguish between the 'good and the 

bad guys' in their investment decision. 

 Active vs. index management 

A related issue concerns different investment styles: Generally it is perceived that 

only active managers should engage in the governance of their portfolio 

companies. This is not correct in closer detail: Passive or index managers are 

equally or even more required to pursue governance as they cannot exit if 

companies that belong to the benchmark show poor governance practices.  

 Success factors for increased performance from governance 

What are the main courses of action in the pursuit of good governance for 

institutional investors? 

- Regular meetings with management (one-on-ones) and chairman: To assess 

the 'real' governance quality of their portfolio companies, fund managers have 

to look behind the scenes of detailed financial figures, glossy annual reports 

and public statements. Since many important quality attributes of good 

governance are soft factors (including credibility, fairness and independence 

in mind), it is crucial to continuously verify the perceived outside quality of a 

company's governance in personal communications with company insiders. 

- Informed voting decisions (use, but not rely only on proxy services): The 

voting right is certainly the most prominent instrument for any shareholder to 

express satisfaction with management performance in general and important 

company decisions in particular. Due to the large company universe 

represented in most investment portfolios, processes are necessary to allow 

efficient vote casts. Proxy voting services today deliver technical solutions 

that facilitate home country and cross-border voting. In addition, they provide 

detailed company information to support the forming of opinion prior to a GM. 

But when it comes to actual decision making fund managers must ensure that 

their own judgement remains the decisive factor. Full reliance on proxy 

services cannot substitute alone this fiduciary duty. 
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- Stepwise escalation in case of unsatisfactory results (AGM appearances, 

media involvement, concerted actions, shareholder suits): If significant 

governance deficits remain or management ignores investors' votes, further 

measures are necessary. This involves a constructive dialogue at the AGM to 

publicly explain the improvements expected from management. This criticism 

can be reinforced via the financial press or broad media attention – an 

approach to support if a group of influential investors acts together for a 

specific issue. Only in extreme cases, like bankruptcies, shareheolder suits 

against management can serve as the ultimate means to recover damages. 

- Nomination of capable board members: A more indirect approach to protect 

shareholder interests is the nomination of capable board members by 

institutional investors. In the US, there is currently intense pressure to 

strengthen investor influence in the board nomination process.  

 

IIIIII..  MMaajjoorr  cchhaalllleennggeess  ffoorr  ssuubbssttaannttiiaall  sshhaarreehhoollddeerr  eennggaaggeemmeenntt  

Significant reasons for reluctant investor engagement still exist: 

 Short-term orientation of many (institutional) shareholders (e.g. hedge funds) 

 Lack of resources committed to engagement issues 

 Remaining scepticism regarding the value proposition of good governance 

 Inadequate methods and analyses of non-financial company information (but 

improvements through scoring or rating are already at hand) 

 Insufficient joint actions by institutions (particularly in countries outside US and 

UK) 

 

Resumé: There is increasing international acceptance for the positive performance effects 

resulting from better corporate governance. Despite the remaining challenges - this will put 

rising pressure on institutional investors to fulfill this core shareholder responsibility and to 

generate a better return on their clients' assets. 


