
The travails of the past five years have prompted much soul-
searching amongst active managers. Many have failed not  
only their clients but the wider society in which they operate. 
Too often, particularly in the ‘Anglo-Saxon’ markets of the UK 
and US, they have equated clients’ interests (and their own) with 
instant gratification. Good companies, shareholders’ returns 
and industrial strategy have suffered as a result. We think there 
is a better way, which can create better results for clients, 
companies and society at large, but it will require an honest 
appreciation of what went wrong and what needs to change.
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For now, despite last year’s strong market returns, we are 
still living very much in the shadow of the boom and bust 
of 2008 and 2009, when the market’s fixation with the short 
term led to a familiar cult of leverage. Strong companies 
were sold to over-borrowed bidders, creating immediate 
‘shareholder value’ for the sellers, but sometimes also new 
structures whose instability meant they were doomed to 
failure. Or pressure was applied to companies to improve 
the ‘efficiency’ of their balance sheets. Encouraged to 
take on debt to pay dividends or mount share buybacks, 
companies may have enhanced the level of income paid to 
their investors but sometimes also distorted their business 
goals and pushed their shares to unsustainable levels.

We believe that the heart of this problem is the market’s 
repeated mispricing of risk. With investors’ gaze fixed 
on the immediate share price, the real, intrinsic, value of 
companies is often allowed to drift. This became egregious 

during the global financial crisis. Just before it collapsed 
with over $600 billion of debt, Lehman Brothers was able to 
report net assets of over $26 billion. Elsewhere, investors’ 
faith in Citigroup was badly shaken by the emergence of 
its interests in $1.2 trillion in ‘special purpose vehicles’1 
established to hide borrowings from the market. The wider 
tale of how banks in the US and Europe builtup debts 
of trillions of dollars unchecked by either investors or 
management is now well known. 

Equity owners have been major losers from this mispricing. 
For the first decade of the 21st century, shares produced 
minimal returns and it is only since 2010 that equity returns 
have started to catch up with the rise in GDP. Collectively, 
most fund managers regularly underperform the wider 
market when fees are taken into account (see Figure 1). Not 
surprisingly, many clients have sought refuge in different 
investment approaches, including hedge funds, high-
frequency trading and indexation. But new risks, high fees 
and pedestrian returns are leading to disillusion here too.

Figure 1: Active managers have a mixed track record
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Source: Morningstar. Chart shows proportion of funds that outperformed their primary 
benchmark over 10 years to 31 December 2013.

1  Extraordinary Financial Assistance Provided to Citigroup, Inc., Special Inspector 
General for the Troubled Asset Relief Program, 13 January 2011. 

‘Short-termism, or myopic behaviour, is the 
natural human tendency to make decisions 
in search of immediate gratification at the 
expense of future returns: decisions which we 
subsequently regret. We speak and act in the 
heat of the moment, we eat and drink too much, 
and we do not save enough. In business, short-
termism occurs when companies invest too little, 
either in the physical assets of the business or in 
the intangibles which are generally the source of 
their competitive advantage – their reputation, 
their capacity for innovation, and in the skills and 
capabilities of their employees.’
Professor John Kay, ‘Kay Review of UK Equity Markets and 
Long-Term Decision Making’, July 2012

1



taken as a whole can be enhanced only by activities which 
enhance the performance of companies, taken as a whole.’3

This short-term performance horizon is reflected in typical 
stock holding periods which have slid from just under five 
years to less than five months since 1980.4 Where once 
a difficulty at a company might have been resolved by 
informal contacts between shareholders and the chairman 
or chief executive, increasingly even quite large investors 
vote with their feet. Deeper, more liquid markets have 
made it much easier to sell an underperforming share than 
to spend time, effort and resources in sorting out problems 
directly at companies. We think similar trends are evident in 
other markets, particularly in the US, but also in Europe.

A further spur to this process has been the trend towards 
passive strategies. Better liquidity and disaffection with 
underperforming active managers have pushed many 
equity owners towards such index-based solutions. 
This may be through overt indexation, where success 
is measured by how closely the portfolio’s performance 
apes that of the market as a whole, as represented by the 
index. Or it may be covert indexation, where managers 
masquerading as ‘active’ in practice cleave to the index. 
While this may produce satisfactory short-term results,  
over longer time periods the allocation of capital simply 
on the basis of share-price momentum ultimately leads to 
massive distortions in the cost of equity. 

Here again, misaligned goals are at the root of the 
problem. For only a very few clients is the index a suitable 
long-term target for the increase in the value of their 
assets. Most need to meet medium- or long-term liabilities, 
such as personal income needs, insurance claims, pensions 
or simply the preservation of wealth against the ravages  
of inflation. Yet many fund managers are still rewarded  
on their performance against the stockmarket (or their 
rivals, which amounts to the same thing), rather than the 
real goals of their clients. We think that lifting managers’ 
gaze towards a longer-term horizon would not only  
re-align it with that of their clients but also create more 
sustainable returns. 
3  Speech by Professor John Kay at launch of ‘Kay Review of UK Equity Markets  

and Long-term Decision Making’, 23 July, 2012. 
4  John Bogle, ‘Restoring Faith in Financial Markets’, Wall Street Journal,  

19 January 2010. 

We think that change is now in the air. There is a growing 
feeling that the neo-liberalism that led us into the problems 
of 2008 and 2009 doesn’t work any more and we need a 
new, more progressive, model of capitalism. This is already 
seeing a move towards a more active and constructive form 
of engagement with companies, and one which is starting 
to generate good results for investors.2 We believe this 
process has much further to go. Indeed, we believe there 
is a direct relationship between better engagement and 
sustainable alpha of a sort that many managers – and not 
just hedge funds focused on the short term – currently fail 
to achieve. But to maintain progress, everyone involved 
in markets must tackle a number of misaligned incentives 
which underpin the current obsession with the short term. 

Misaligned cycles
One of the most fundamental is the fact that fund managers’ 
success is still generally measured on a quarterly basis, 
when most of their clients’ have a much longer perspective. 
As many people have noted, it is perverse for those who 
are entrusted with savings, pension schemes, family 
inheritance or sovereign wealth with lives measured in 
generations to judge the performance of their portfolios 
and their managers on a three-month cycle. In the UK, this 
sometimes excessive concentration on the short term by 
asset managers has also been blamed for the poor industrial 
performance of certain sectors of the economy. 

In 2011, it led the government to ask the well-known 
business and economics commentator, Professor John 
Kay, to review the way equity markets affect the long-term 
performance and governance of UK quoted companies.  
He recognised the nub of the issue was:

‘The misalignment of incentives that arises for the asset 
manager, whose business model generally depends on 
short-term relative performance, vis-à-vis the saver and the 
company, whose interests are, or should be, in long term 
absolute performance. That misalignment is the product of 
... short term performance horizons and the focus on relative 
performance – asset managers seek to achieve alpha, but 
aggregate alpha for the industry is zero. Returns to savers 
2  A recent study of activist investing by Cambridge Associates, the consultancy, 

suggested that the median manager out of the 14 it surveyed had produced annual 
compound returns of 2.1% in the five years to June 2012, compared  
with falls of 3.0% for the MSCI World Index and 0.7% for the HFRI Equity Hedge 
(Total) Index. 

Figure 2: US and European corporate returns on capital track each other closely
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Misaligned pay
But misdirected incentives are not solely the preserve of 
the market. They are also evident in the companies which 
trade on the market. In the US, for example, the pay of 
chief executives has soared over the recent past, yet it is 
not evident that US companies have performed noticeably 
better in aggregate than their European counterparts, 
which have rewarded their leaders much less extravagantly 
(see Figure 2).

And while this rapid increase in incentives for US managers 
seems to have had little effect on long-term results, it has 
significantly changed company behaviour in the short 
term. Share options and bonuses linked to short-term 
share-price performance have reinforced the pressure on 
companies to deliver immediate stockmarket gains, rather 
than returns that compound over many years. Perhaps, 
worst of all, there are few penalties for failure, so running 
companies at the highest level has become a one-way bet 
for management, underwritten by the equity owners.

Nonetheless, while managements bear some of the blame, 
much of what’s gone wrong over the last five or 10 years 
has been the lack of effective checks and balances by 
investing organisations in ensuring companies manage 
risk. To restore equilibrium between capital, investors 

and management, many are coming to the conclusion 
that investment managers need to take on more of a 
‘stewardship’ role. Rather than viewing their investments 
as poker chips, this means they must see themselves as 
owners, with all the responsibility that brings. It requires a 
new mindset, perhaps borrowing more than a little of the 
approach of Warren Buffett, who once said: ‘When buying a 
stock, imagine you’re buying the whole business.’ 

We as an industry need to look at how we treat what 
is literally our stock in trade. Often, engagement with 
companies by fund managers is still limited to looking at 
how financial performance can be improved. Even routine 
matters like voting at annual meetings and pay, let alone 
concerns about a company’s governance, its impact on the 
environment or its employment practices, are often dealt 
with by separate teams. We think many of these matters 
should be a routine part of the mainstream investment 
process, dealt with by fund managers themselves.

But we must take company managements with us if we 
are to successfully raise our gaze towards the longer-
term horizon. This means we must re-write the rules of 
engagement to give companies a new framework in which 
to operate. We need to stop viewing all financial statistics 
through the lens of the quarterly cycle. We should also 

Unilever: 10 years that turned a supertanker
Institutional shareholders’ engagement with Unilever  
has seen the consumer products group transformed 
over the last 10 years or so. In the early 2000s, it was 
still operating under a cumbersome dual-nationality 
management structure with an ethos more in tune with 
the colonial past of the two countries – the UK and the 
Netherlands – from which it emerged rather than a 
modern, multinational company. 

Since then, management has been streamlined, the 
product range pruned and the operational performance 
vastly improved. We believe this has only been made 
possible by shareholders forging a new constructive 
relationship built on trust and mutual respect. This has 
paved the way for a robust and challenging dialogue, 
allowing owners and management to discuss big ‘what if’ 
questions about strategy, free of previous constraints. 

The evolution of this engagement since 2003 is outlined 
in the chart. Throughout, we and the other major 
shareholders have had regular one-to-one meetings  
with the chief executive and/or the finance director,  
where we discussed such issues as operational 
performance, investment in the business and the 
company’s portfolio of brands. 

During the course of this close relationship, shareholders 
have come to recognise that Unilever is a supertanker 
that takes time to turn round. When we last met the 
chairman in 2013, however, it was obvious that the 
tanker had indeed been turned. He confirmed that 
there was now a much higher performance and faster 
moving culture at the company, something that has been 
cemented and further developed by the appointment of 
an external chief executive in 2008. 

Source: Schroders, as of 31 January, 2014

2003 2004 2007 2008 2009 2013

The Unilever evolution

 – Twin-company structure
 – Twin chairman also chief 
executives

 – Advisory directors have 
non-executive powers

 – Management shake-up 
ends duplication on boards

 – Patric Cescau becomes first 
chief executive

 – Advisory directors become 
full non-executives

 – Lord Simon appointed senior 
independent director

 – Simon becomes conduit for 
shareholder pressure for 
appointment of independent 
chairman

 – Outsider (Paul Polman) 
appointed chief executive

 – News welcomed by 
shareholders

 – Latest Schroders meeting with 
chairman confirms progress on 
transformation of company and 
performance

 – Michael Treschow becomes 
independent chairman

 – Sympathetic to shreholders’ 
desire for rationalisation of 
brands

 – Shareholders support management 
in push to end quarterly reporting

 – Agree it over-emphasises short term 
and fails to give true view of company
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probably be a little more patient about performance that 
does not always match our criteria. In some cases we 
might need to give more protection to companies at risk 
from bidders which offer little strategic rationale for the 
combined business other than short-term stockmarket 
performance. And we need to be ready to give more robust 
backing to managements we trust, particularly when they 
are going through difficult times.

This is not a one-way street, of course. In exchange 
for giving company managers more latitude, we will 
expect much in return. We will want a more regular, less 
formal and often – when the going gets tough – a less 
confrontational dialogue with companies. No longer should 
the quarterly investor roadshow be an acceptable means 
of communication: we would like to see a more robust 
exchange of views with the representatives of the owners 
of the business. We will expect companies to have more 
defensible remuneration strategies. And we will be looking 
for clearly defined, and measurable, strategic objectives, 
rather than the woolly ‘mission statements’ that abound. 
As John C. Wilcox of Sodali, a corporate governance 
consultancy, said recently: ‘In this changing environment, 
companies and boards will be expected to redefine 
business strategy and develop performance metrics based 
on sustainability and long-term results, rather than stock 
price and quarterly earnings.’5

Ownerless companies
We cannot create this new environment on our own. 
The internationalisation of investment means that few 
institutions control individual stakes of sufficient size that 
they can dictate terms to large companies – although a 
substantial player in London, we still only represent about 
1.8% of the market. Indeed, the dispersion of investment 
across the globe is such that many large companies are 
now effectively ‘ownerless’, where no one shareholder or 
even group of shareholders owns a stake large enough to 
allow them to influence management.

To illustrate the diversity of company ownership we  
looked at the European Union. Research here suggests 
that the proportion of domestic shares owned by foreign 
investors has quadrupled in a generation, rising from 10% 
in 1975 to anywhere between 38% and 45%, depending 
on how funds domiciled in Luxembourg and Ireland are 
classified.6 Within that overall total, some large markets are 
now more than half foreign owned. In Germany, the figure 
has roughly doubled since 1997 and is now put at 55%,7 
while in the UK, where domestic holdings have halved since 
1963, the equivalent figure is 53%.8 Even within the 47% of 
British shares in British hands at the end of 2012, a mere 
6.2% was held by insurance companies and just 4.7% by 
pension funds. 

Up to now, much regulation has been about treating  
issues like liquidity, transparency and price discovery as 
goals in their own right. What recent events have shown 

5   Directors and Boards E-Briefing, vol 11, no. 1, January 2014.
6  ‘Who Owns European Quoted Shares?’, Didier Davydoff, World Federation  

of Exchanges Focus, no. 249, November 2013.
7  Handelsblatt and Dresdner Kleinwort Benson.    
8  Ownership of UK Quoted Shares, 2012, Office for National Statistics,  

25 September 2013. 

is that, in reality, these ‘goals’ are really just the minimum 
‘hygiene standards’ necessary for the efficient running of 
the market. The goal should be the proper allocation of 
capital between companies, which is ultimately one of the 
primary purposes of stockmarkets. That failure in 2007  
and 2008 has dwarfed other regulatory concerns and,  
we think, requires a re-orientation of regulators’ focus on 
the bigger picture.

But we as an industry also need to spread the word among 
our clients that being more actively engaged and taking 
a longer view is not just the right thing to do, but also 
increases returns. This is already evident from the success 
of a number of ‘activist’ funds on both sides of the Atlantic. 
Some managers in both the US and Europe are already 
running highly concentrated portfolios, taking large stakes 
in individual companies, and getting much more closely 
involved in the governance and running of the underlying 
businesses than has been typical. Results have been very 
promising to date, but investors in these funds often have 
to effectively lock up their capital for several years, as they 
would in a hedge fund. 

We don’t believe it is necessary to go to such extremes. 
Indeed, we think it should be possible for traditional 
managers to garner similar returns without locking up 
capital, but only by locking in the sort of investment 
processes that activists have used with such success. 
The first moves are already being made. Sodali’s Mr 
Wilcox recently warned companies preparing for annual 
shareholder meetings in 2014 of a new governance 
challenge: ‘Opposition to the election of individual 
directors is becoming a strategy of choice not only for 
activists but for “responsible” investors seeking change 
at portfolio companies.’9 Certainly we at Schroders do 
not see confrontation as our first choice in approaching 
underperforming investments. A concrete example of 
what can be achieved by a closer and more constructive 
involvement with companies is illustrated in our case 
study on Unilever (see box: ‘Unilever: 10 years that turned 
a supertanker’, page 5). But we certainly do believe that 
engagement must be woven more closely into the fabric 
of what we do on an everyday basis and we must work to 
ensure that is recognised by regulators and clients alike. 

We are already getting together with others in the  
industry to discuss how we can tackle these issues. 
In the UK, this is most evident in the Collective Engagement 
Working Group set up in the aftermath of Professor Kay’s 
report and including representatives from both fund 
managers and asset owners, such as pension schemes.  
Its recommendations include the need to create more 
formal processes to bring together institutional investors 
where there are concerns about companies that should be 
tackled by greater engagement by shareholders.10 In doing 
so, we will need to build trust: between different investors 
(particularly those based overseas), between investors and 
companies and between investors and regulators. But we 
also need to enlist clients in this effort.

9  Directors and Boards E-Briefing, vol 11, no. 1, January 2014. 
10  Report of the Collective Engagement Working Group, Investment Management 

Association, December 2013.
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Conclusion
Many people, we believe, are coming around to the view that the governance model of the past hasn’t worked. 
We are confident, however, that we can work with companies to produce a better one, where capital will be more 
efficiently allocated and which should allow us to be able to anticipate and prevent the sort of financial disasters 
that have scarred the opening years of the 21st century. 

This process won’t necessarily see the disappearance from the market of high-frequency traders. They will 
continue to find a role in interpreting data instantly and translating the results into short-term trading 
advantage. What the more thoughtful equity managers will need to do is to equip themselves to sift out this 
short-term momentum and noise, which are intrinsic to markets, from the long-term value, which is intrinsic to 
businesses. And they need to convince their clients that this value, which will often only emerge over time, is more 
important to them than any immediate windfall.

To get to that point, though, active management needs to evolve into a business where the few fund managers 
that can generate positive alpha are liberated from current constraints, such as the slavery of index tracking. This 
would give them free rein to invest in as wide a universe as they like, including ‘doing nothing’ by holding cash if 
they felt there was nothing attractive to buy. Portfolios would be more concentrated, with lower stock turnover, 
which would encourage greater engagement with management. As well as lower ‘frictional’ costs, such as trading 
and price spreads, the systematic reduction in turnover would also help break the momentum in share prices 
which has led to so many problems over the last few years. 

Effecting this change will take time. But if we as an industry are to continue to provide a useful service to our 
clients, we believe active management must increasingly mean active involvement. We need to develop long-term 
partnerships with companies, helping them to improve their performance on a five- to 10-year view, to the benefit 
of them, us, our clients, and – ultimately – society at large.


