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Abstract 

During the past few years a range of corporate governance shortcomings have been identified. In particular, 

there seems to be a lack of interest among shareholders to hold management accountable for their actions, 

and this is intensified by the fact that shareholders appear to have short holding periods. 

The European Commission has identified a need to enhance transparency and engage shareholders, and 

has therefore proposed amendments to the Shareholder Rights Directive (the ‘proposed directive’) as regards 

encouragement of long-term shareholder engagement. This thesis analyses whether the proposed directive 

will increase efficiency in the relationship between shareholder and company, when taking the objective of 

the proposed directive into account. 

By applying a legal and corporate governance perspective to the proposed directive, the thesis shows how 

the proposed provisions fulfil their specific and overarching objectives, respectively. The main part of the 

proposed provisions fulfil their specific objectives of 1) increasing the level of engagement of asset owners 

and asset managers with their investee companies; 2) enhancing transparency and shareholder oversight on 

related party transactions; 3) ensuring reliability and quality of advice of proxy advisors; 4) facilitating the 

exercise of rights by shareholders. Contrarily, the proposed articles on 5) creating a link between pay and 

performance of company directors do not fulfil their specific objectives.  

The analysis further demonstrates that the proposed provisions on asset managers and asset owners are 

the only provisions with a direct link to the overarching objective of long-term shareholder engagement. 

The analysis shows that the main parts of the articles lead to shareholder engagement, except for the 

proposed provision on transparency of proxy advisors, which proves to be detrimental to engagement. The 

thesis provides relevant alternatives to the measures in the proposed provisions, when alternatives are more 

appropriate. 

The thesis provides sound arguments that the proposed provisions will lead to majority shareholder 

engagement and long-term managerial decisions from a game theoretical point of view. Efficiency is 

however not achieved when applying the Kaldor-Hicks criterion. The proposed articles do not create 

incentives for minority shareholder engagement, and managerial decisions are conversely short-term, when 

facing a minority shareholder. This outcome is efficient, but without fulfilling the overarching objective to 

achieve long-term shareholder engagement.  
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Chapter 1. Introduction 

1.1. Introduction to the problem field  

Over the last 30 years, the average holding period for stocks listed on the New York Stock Exchange have 

declined from 5 years to 5 months – a +90 % plummet. Generally, the average holding period on the world’s 

largest stock exchanges have declined to around 1 year.1 This development, especially triggered by the 

increased presence of institutional investors2, have prompted a debate on whether this growing trend for 

short-termism will have an inhibitory effect on the long-term growth and competitiveness of listed 

companies.  

In the wake of this debate, the European Commission in 2012 presented its Action Plan on European 

Company Law and Corporate Governance.3 The Action Plan was the result of a prolonged consultation 

phase, where stakeholders addressed their opinion about main issues to be handled at EU level. Based on 

these findings and further analysis by the Commission, three main lines of actions were identified and 

explicated in the Action Plan; enhanced transparency, engaged shareholders, and supporting companies’ 

growth and competitiveness. In request of enhancing especially the two former, the Commission proposed 

amendment4 of the Shareholder Rights Directive5 in April 2014 (hereinafter the ‘proposed directive’ or 

‘proposal’), carrying the subtitle ‘as regards the encouragement of long-term shareholder engagement’. 

The proposed directive contains additional voting rights for shareholders in listed companies, 

transparency measures, and imposes requirements on other actors in the investment chain, particularly 

intermediaries and proxy advisors. Whether encouragement of long-term shareholders is an issue to be 

addressed at all, and whether the Commission is the right addressor, have been subject to great debate.6 

Although contested in the literature, the Commission seems certain that a long-term perspective of 

shareholders ensures better operating conditions for listed companies. In order to avoid undesired, 

suboptimal corporate governance and performance of listed companies, the Commission argues that long-

                                                        
1 P. 151, Della Croce, R., Stewart, F., & Yermo, J. (2011).  
2 P. 151, Della Croce, R., Stewart, F., & Yermo, J. (2011).  
3 European Commission. (2012). Action plan: European company law and corporate governance - a modern legal 
framework for more engaged shareholders and sustainable companies No. COM (2012) 740 final. Strassbourg: 
European Commission.  
4 European Commission. (2014). Proposal for a directive of the European Parliament and of the Council amending 
directive 2007/36/EC as regards the encouragement of long-term shareholder engagement and directive 2013/34/EU as 
regards certain elements of the corporate governance statement No. COM (2014) 213 final. Brussels.  
5 Directive 2007/36/EC of the European Parliament and of the Council of 11 July 2007 on the exercise of certain rights 
of shareholders in listed companies (OJ L 184, 14.07.2007, p. 17). (hereinafter the ‘initial directive’) 
6 See e.g. Roe, M. J. (2015). The imaginary problem of corporate short-termism. Wall Street Journal - Eastern Edition, 
266(41), A15-A15 and Strand, T. (2015).  
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term oriented shareholders is a prerequisite for fostering long-term managerial decisions.7 The proposal has 

not yet been finalised, and is currently undergoing negotiations between the Parliament and the Council. 

1.2. Problem statement 

This thesis seeks to analyse to what extent the proposed directive on shareholder rights affect the economic 

efficiency of the relationship between shareholder and company in light of the objective of the proposed 

directive to encourage long-term shareholder engagement. 

From a legal governance perspective, we particularly need to determine the objective of the proposed 

directive, how the specific measures in the proposed directive contribute hereto and, if relevant, whether 

other measures would be more appropriate to achieve the objective. From a game theoretical view, we want 

to examine whether the rules contribute to a long-term focus by the management as well as engagement by 

shareholders, and test if this focus is influenced when the shareholder is a minority or majority shareholder 

respectively. 

1.3. Point of view 

Our main focus will be shareholders and their behaviour, as they are of utmost importance when we consider 

the behavioural outcome of the provisions in the proposed directive. The relation between shareholders and 

management is essential, as the alignment of interests between the two will depend on incentives in 

regulation or elsewhere. We therefore consider how the proposal will affect management, as the potential 

benefits of the proposal will to a large degree depend on whether management will do business as usual or 

change its behaviour putting more emphasis on long-term priorities. Finally, it should be noted that the 

shareholder view is important for this thesis because shareholders are the ultimate decision-makers in the 

company. Thus, the prevailing effect on long-term investments will depend on shareholder decisions.  

We will use the Kaldor-Hicks criterion, which analyses on a societal level, as efficiency notion. We 

therefore apply a societal perspective in this respect. 

1.4. Theory of agency 

The agency theory is used throughout the entire thesis. It is found appropriate to use the theory, since it 

describes why management (agent) do not always act in the interests of the shareholders of the company 

(principal), and why shareholders may not be inclined to engage. Essentially, the theory prescribes that 

management can hinder shareholder interests, due to the agent’s opportunistic behaviour. The theory is 

furthermore important to assess how governance mechanisms function in order to align the agent’s interests 

with the principal’s. 

                                                        
7 Recital 2 in the preamble of the proposed directive. 



 8 

FIGURE 1 

Corporate governance mechanisms provide solutions to agency problems, which account for all measures 

that try to counter inefficiencies between principal and agent. Mechanisms include, without limitation, 

regulation, principles, control organs, majority shareholders, and reputational impact. We will focus on the 

measures introduced in the proposed directive, or alternatives that relate hereto.  

1.4.1. Notions and agency theory 

For the sake of overview, we introduce the notions used throughout the entire thesis by explaining their 

individual relations based on agency theory.  

The term final beneficiary denotes the ultimate receiver of the residual. Typically, the final beneficiary 

(the principal) places money with the shareholder (the agent) and the shareholder afterwards invests the 

money, for example by acquiring stocks in a company. The shareholder typically has several final 

beneficiaries to ‘serve’. Final beneficiaries typically favour 

dividends, but may in some instances have long-term investment 

horizons, accounting for several years or, perhaps, decades. It is 

essential for the shareholder to ensure that the money is invested in 

a manner that suits its final beneficiaries, because the beneficiary is 

his principal. We acknowledge that the final beneficiary is in some 

cases also the shareholder. 

Today, investment chains, i.e. the connection between the 

shareholder and the company, consist of several intermediaries. 

Intermediaries facilitate purchasing and holding of stocks, and ease 

the shareholder’s opportunities to exercise its shareholder rights in 

the company. Intermediaries are able to optimise the relation 

between the shareholder and the company by functioning as a 

messenger in providing information both ways. Intermediaries 

therefore also act as agents for the company, as the company 

appoints the intermediary to transfer information. The intermediaries 

function as agents either for the shareholder or the company. It is not required that shareholders or the 

company uses intermediaries. The dashed lines in the model represent this.  

The company is the institution issuing stocks to the public, which shareholders can invest in. In order to 

ensure that the shareholders’ investments are treated properly, monitoring and engagement are crucial in 

ensuring development in line with the goals of the shareholders’ investments. Shareholders are entitled with 

specific rights to make sure that management acts the way it should, and also possess punishment 

mechanisms that holds management responsible for their actions. However, management is risk-averse and 

opportunistic and serve its own interests, if shareholders are not using these mechanisms to govern 
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management. When using the notion ‘company’ we acknowledge that the company is a shell with no distinct 

interests, but it reflects management’s interests.  

1.5. Legal and economic method in the corporate governance analysis 

The starting point of the corporate governance analysis in chapter 2 will be the proposed directive, in 

particular its objective(s). Our problem statement requires the use of several legal approaches as well as the 

above described agency theory.  

We will make use of the EU-law teleological approach, or the effet utile approach, implying that we take 

the real effect of the rules into account. We seek to identify the proposed rules’ effet utile by taking 

objective, context, and effect into account. Having specified the overall objective of the proposed directive, 

this will contribute to the understanding of the effect of the rules. In this part, we will include preparatory 

works of the Commission and other legislative bodies in the EU. Since we are working with legislation in 

progress, preparatory documents will be used to draw a distinct picture of how the final directive will take 

form, and further how implementation in different Member States will possibly turn out. Preparatory works 

can therefore not be completely excluded from the analysis, although they are typically not given much 

emphasis when interpreting EU law.8 EU legislation is characterised by political trends that influence both 

the procedures and the final results of the legislative procedure. Preparatory work is highly relevant for the 

topic of this thesis as which can be characterised as rather political and economic.  

In order to answer our problem statement, we need to clarify the meaning of the proposed provisions. 

Literal interpretation is the straightforward starting point for reading the law text, in order to understand what 

the function of the proposed directive is.  

For some parts of the analysis it is necessary to view the proposal in a bigger context. It is for instance 

crucial for the effect of the proposed directive which system and/or jurisdiction it shall be applicable in. The 

contextual approach also demands consideration of the state of the specific area the provisions are present in, 

implying that the legal, political, evolutional, or other equally justified suggestions will help the 

interpretation and turn out clarifying, restrictive, or expanding.9 At some points, it is necessary to include the 

historic development.  

Although we apply legal method, our main approach is to analyse corporate law and need to include the 

governance effects it has, simply because a separation between the legal analysis and the governance 

analysis would not make sense. In particular, corporate governance method will be brought into the legal 

analysis as a supplement to describe the effet utile of the proposed directive. The analysis will in this light 

also apply general approaches from economic theory to conclude in a very specific area of shareholder 
                                                        
8 P. 30 in Norbert, R. (2003). In Goddard Christopher, Vasiljeva Ksenija (Eds.), Understanding EU law, objectives, 
principles and methods of community law. Antwerp: Intersentia Publishers. 
9 P. 216-217, Nielsen, R. & Tvarnø, C. D. (2011). Retskilder og retsteorier. 3. eds. Jurist- og Økonomforbundets Forlag. 
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engagement in listed companies as issued by the proposal from the Commission. As both agency theory and 

governance mechanisms have a general approach, we are able to use its implications on specific measures. 

This characterises a deductive reasoning, where general theories and principles are used to shed light on the 

problem of the thesis. The problem is only analysed with existing theories.   

1.6. Game theory method 

With a game theoretical approach, chapter 3 sets up decision trees to determine how shareholders and 

management will ultimately behave when being subject to the rules. More specifically, we want to derive the 

equilibrium. Optimally, the rules should fulfil the objective of the proposed directive, but for simplicity we 

examine whether a long-term and short-term shareholder, respectively, will choose to engage, and also how 

management will behave in light of the proposed directive. The decision trees will help us derive whether 

shareholder engagement is achieved, with Kaldor Hicks-efficiency as the ultimate goal. Kaldor-Hicks 

efficiency is achieved when a situation creates enough value to compensate the losers. This is the case when 

a measure fosters so much gain, that losses from the measure are theoretically compensated. The value of 

what resources are used for is maximised under optimal Kaldor-Hicks conditions. 

1.7. Delineation 

As a starting point our main focus is the proposed amendments of directive 2007/36/EC. This means that the 

embodied amendment of the accounting directive 2013/34/EU10, which is a part of the Commission’s 

proposal, is outside the scope of this thesis. The focus on the proposal furthermore fosters a focus on 

shareholders in listed companies.  

We include the European Parliament and the Council’s amendments that were published in July 2015 

where the amendments serve a purpose in answering our problem statement and/or supporting our arguments 

in the analysis. However, our focus is on the Commission proposal, and this is therefore the foundation we 

seek to analyse. This is especially central for our game theoretical analysis, where we do not include any 

amendments made by the Parliament or the Council, even though they are considered in the governance 

analysis.  

In order to assess the proposal it is necessary to include regulation from the EU and regulation from 

Member States in the EU and/or other jurisdictions outside the EU. In this comparison we are not limited to 

any specific jurisdictions, but have neither made a comprehensive comparative analysis of all relevant 

measures. We will therefore mainly focus on jurisdictions allowing for a reasonable comparison. 

Furthermore, we do not analyse rules that are not directly related to the proposed rules. 
                                                        
10 Directive 2013/34/EU of the European Parliament and of the Council of 26 June 2013 on the annual financial 
statements, consolidated financial statements and related reports of certain types of undertaking, amending Directive 
2006/43/EC of the European Parliament and of the Council and repealing Council Directives 78/660/EEC and 
83/349/EEC (OJ L 182, 29.06.2013, p. 19) (hereinafter: the Accounting Directive) 
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1.8. Criticism of sources 

Throughout the entire thesis, we put great emphasis on the reliability and current relevance of the sources we 

use. However, the analysis may have some weaknesses. 

First of all, we use the efficiency notion Kaldor-Hicks. This efficiency measure has been criticised of not 

considering the fairness of rules, since the efficiency does not take into account how resources are 

distributed, but merely that they are distributed correct. Furthermore, the efficiency measure assumes that 

everything is measureable. However, some critics find that this is not the case.11  

Furthermore, as we have described in the introduction, the Commission has materialised an Action Plan 

as part of their larger 2020 strategy. Several actions have been identified in this plan that might affect the 

outcome of this analysis, when the provisions all come into effect. It can therefore be questioned whether it 

is reasonable to simply analyse this single measure isolated and not analyse further which might prove 

supportive of our arguments, since they are all part of the same plan. 

As mentioned above, there has been much debate surrounding the proposal. It has therefore been an 

exercise of identifying relevant stakeholders that represent a broader group, and at the same time making 

sure that we have not included too many stakeholders with one point of view to leave out other. The concern 

had been mitigated, had there been a place where all position papers were issued. However, we cannot be 

sure that we have analysed each relevant position paper. Our analysis of the position papers has been focused 

on arguments that are relevant for the purpose of the thesis.  

                                                        
11 P. 111, Eide, E., & Stavang, E. (2008). Rettsøkonomi. Oslo: Cappelen akademisk forlag. 
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Chapter 2. Implications of the proposed directive 

This chapter will examine effect of the proposed provisions through a legal and corporate governance 

analysis. First of all, we need to establish what the objective of the proposed directive is to answer our 

problem statement. We will afterwards be able to analyse if and how the proposed directive actually 

contribute to its objectives in section 2.2 to 2.6. Section 2.7 will present a brief discussion of our findings 

and finish the chapter with an overall conclusion.    

2.1. Objective of the proposed directive 

The Impact Assessment 12  accompanying the proposed directive specifies that the proposal serves 

overarching, general and specific objectives. In this respect, the overarching objective of the proposal is to 

contribute to the long-term sustainability of EU companies, to create an attractive environment for 

shareholders and to enhance cross-border voting by improving the efficiency of the equity investment chain 

in order to contribute to growth, jobs creation and EU competitiveness.13 The Impact Assessment does not 

specifically say that it is especially cross-border voting that is missing in achieving growth and 

competitiveness; however, this is the specification in the Explanatory Memorandum to the proposal. It seems 

that the overarching objective is focused on both societal gains and the mere governance related issues of the 

proposal.  

For this thesis the relevant objective is rather the part of the objective that is to encourage long-term 

shareholder engagement including the more specific objectives of the proposal. However, to promote the 

readers’ understanding, it seems important to also be aware of the overarching objectives, as the more 

specific objectives will enhance the overarching objectives, when fulfilled. Encouragement of long-term 

shareholder engagement is the title of the proposal, and seems to embrace both societal and more 

shareholder/company specific objectives, as the overarching objective do. In this light, we do recognise that 

the proposed directive has other derived potential effects than merely governance issues. Arguably, 

encouragement of long-term shareholder engagement may foster long-term decisions in the companies that 

lead to sustainable companies are able to generate growth, create jobs and enhance the overall European 

competitiveness. However, for the subject of this thesis, our main focus is on shareholders and management, 

which centres on the corporate governance implications of the proposed directive. 

Following this, the more specific objectives according to the Impact Assessment are to a) increase the 

level of engagement of asset owners and asset managers with their investee companies; b) to create a better 

link between pay and performance of company directors; c) enhancing transparency and shareholder 

                                                        
12 European Commission. (2014). Impact assessment acc. the proposed directive No. SWD(2014) 127 final. Brussels: 
European Commission. (hereinafter: the Impact Assessment). 
13 P. 2, the proposed directive and p. 45, the Impact Assessment. 
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oversight on related party transactions; d) ensuring reliability and quality of advice of proxy advisors; e) 

facilitate the exercise of rights by shareholders and f) improving the quality of information on corporate 

governance provided by companies. In the Explanatory Memorandum, it seems that objective e) and f) is 

contracted with the fifth specific objective being ‘facilitate transmission of cross-border information 

(including voting) across the investment chain in particular through shareholder identification’. This thesis 

will focus on the five specific objectives that should be fulfilled by the individual provisions, and how it 

leads to long-term shareholder engagement.  

We define long-term as a certain focus on the long-term gain instead of the short-term. Long-term focus 

is often referred to as focus on the fundamentals of the company, e.g. strategy and performance.14 That is, 

elements that are needed for the company in order to sustain in the competition and create profit in the long 

run, such as R&D expenditure. Long-term shareholders benefit from such long-term investments as they stay 

in the company until it pays off.15 In contract, short-term gain is often given in the stock price or other 

indexes that will quickly help determine whether a gain is achieved.16 

The following sections of this chapter will be divided with concern to the five specific objectives 

identified in the proposal, but with regard to the chronological order of the provisions in the proposed 

directive. In section 2.2, we will analyse the objective the first section of the proposal seeks to fulfil, that is 

facilitating the exercise of rights flowing from securities to investors (article 3a-3d). The following section 

2.3 will move on to article 3f-3h, and so on. In section 2.7 we will discuss the implications of the proposed 

articles together, as they are naturally interdependent and can therefore inevitably not be seen separately. We 

will combine the findings in each of the sections in order to hold them up against the proposed directive’s 

main objective of long-term shareholder engagement even though we have at that point already analysed the 

provisions against their specific objectives.  

                                                        
14 P. 22, the Impact Assessment. 
15 P. 137 in Gaspar, J., Massa, M., & Matos, P. (2005). Shareholder investment horizons and the market for corporate 
control. Journal of Financial Economics, 76(1), 135-165. 
16 P. 14, Kay, J. (2012).  
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2.2. Facilitating the exercise of rights flowing from securities to investors  

This section will focus on the provisions on facilitating the exercise of rights flowing from securities to 

investors. In request of improving cross-border investments, the Commission has proposed provisions that 

should ensure that facilitation of exercise of shareholder rights is not hindered. Facilitation involves 

transmission of information from shareholder to company and the other way around, as well as voting at the 

general meeting on behalf of the shareholder.  

One of the five issues the Commission has identified in the Impact Assessment was that it is difficult and 

costly for investors to exercise rights flowing from securities.17 The issue is even more urgent when 

securities are held cross-border, because the physical distance leads to high costs of engagement. 

Consequently, an intermediary is typically hired to be responsible for passing information on so shareholders 

are able to react. In holding chains with several intermediaries, the Commission realised that information did 

not always reach the shareholder and sometimes votes got lost.18 Due to the distance between shareholder 

and company, the Commission furthermore addressed a fear of misuse of votes. The potential outcomes of 

these difficulties lead to sub-optimal corporate governance and a risk of short-term focused managerial 

decisions. This potentially leads to losses in terms of financial performance and cross-border investments.  

The articles in chapter IA of the proposal regulate the following areas: shareholder identification whereas 

intermediaries shall provide information on shareholder identity to the company in order to provide access 

for direct communication between shareholder and company in article 3a; transmission of information 

through intermediaries in relation to shares held in article 3b; facilitation of exercise of shareholder rights in 

article 3c; and transparency on the fees charged in relation to above mentioned services in article 3d. The 

articles mainly put obligations on the intermediaries as a transmitter of information that goes both ways in 

the holding chain. Common for article 3a and 3b is that they provide for information to be sent from the 

company to the shareholder – either directly from the company, based on the identification of shareholders 

or indirectly where the chain of intermediaries transmits the information on behalf of the company. These 

articles are therefore the basis for article 3c, which provides for the actual exercise of rights, such as 

participation and voting at the general meeting that is facilitated by intermediaries. The articles are highly 

interlinked and it is obvious that intermediaries play a vital role in the Commission’s response to the costly 

and difficult exercise of shareholder rights.  

For this section of provisions there is a direct link to engagement, as it appears straightforward that 

facilitation of exercise of shareholder rights is necessary in order to ensure engagement. We will in the 

following start out with parts of the analysis that generally apply to all the provisions in chapter IA of the 

proposed directive. We will then move on to examine specific parts of the provisions and how they fulfil the 

                                                        
17 P. 35, the Impact Assessment. 
18 P. 35, the Impact Assessment. 
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objective of facilitation, and summarily how they contribute to the overall aim of long-term shareholder 

engagement. 

2.2.1. The role of intermediaries  

Intermediaries play a key role in the relationship between shareholder and the company, and are therefore a 

central part of the Commission’s attempt to facilitate engagement. The provisions apply to an intermediary 

who is defined as a legal person with registered office, central administration or principal place of business 

in the European Union and maintains securities accounts for clients, cf. the proposed article 2 (d), for 

example depositaries.  

Intermediaries’ function is dependent on trust and timely due diligence. There has been an increase in the 

use of intermediaries as a result of a combination of demand for professionalism and efficiency and lack of 

trust and confidence in the investment chain.19 Trust is a crucial element in the investment chain but is yet 

still declining. It is argued that the lack of trust is one of the causes to short-termism20, thus increasing trust 

can be argued to lead to long-termism. Shareholders are distant from the company causing lack of familiarity 

with the company, lack of communication, and lack of incentive to involve in information and control. 

Trusting an intermediary can mitigate these concerns, since they assure that shareholders are provided with 

relevant information and are connected to the company. Therefore, it is argued that intermediaries can 

decrease the risk of losing information and control.21 Professional intermediaries thereby enable shareholders 

to derive profit from a more diversified and fragmented portfolio. In light of the decreasing average holding 

period22, intermediaries are assigned a huge role in adding professionalism and trust into the chain, thereby 

ensuring that shareholders have the opportunity to act in the interests of its shares, even if they have a 

diversified portfolio.23 By making sure that shareholders are informed and thereby enabled to engage, the 

intermediaries ease the difficulties and risks by being a cross-border shareholder. For this to hold, it is of 

course important that the intermediaries act in an efficient and timely manner,24 which is why information 

under Chapter IA is to be given without undue delay.  

2.2.1.1. Time sensitivity  

Time is a crucial element for intermediaries to present value in the investment chain, especially regarding 

services in Chapter IA of the proposed directive. Both the shareholder identity in article 3a, the transmission 

of information in article 3b and the confirmation in article 3c is required to be provided without undue delay. 

The Impact Assessment25 finds that lack of timely behaviour will lead to suboptimal governance and risk of 

                                                        
19 P. 10, Kay, J. (2012).  
20 P. 10, Kay, J. (2012).  
21 P. 22, Kay, J. (2012).  
22 P. 151, Della Croce, R., Stewart, F., & Yermo, J. (2011).  
23 P. 10 and 22, Kay, J. (2012).  
24 P. 6, the Impact Assessment. 
25 P. 18, the Impact Assessment.  
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short-term focused managerial decisions. It is also mentioned, that there will be lost potential of the cross-

border shareholders as well as lost potential for better financial performance. Where information or exercise 

is not transmitted in due time, management is given leeway to be opportunistic in their behaviour, since it is 

not governed. This causes dysfunctional governance mechanisms, where shareholders’ interests are not 

affecting management decisions.  

The value of intermediary service is reduced, if the information is not provided to the right receiver, or if 

it is not provided in time for shareholders to act on the information. Particularly relevant for the objective of 

article 3a, which provides for direct communication with shareholders after the intermediary has identified 

them, it is straightforward that the company primarily has value in communicating with present shareholders. 

Given the rapid turnover of shares, information on shareholder identity risks to be quickly out-dated, and for 

the value of the identification it is therefore of utmost importance that the identity is quickly transferred to 

the company.26 This is also the case for transmission of information provided in article 3b, where it is clear 

that shareholders must receive the information in time to be able to react, e.g. by voting through an 

intermediary as provided in article 3c. If intermediaries are delayed in transmitting this information, 

shareholder engagement is therefore by all means obstructed.  

The process is even more time sensitive when accounting multiple intermediaries, since the information 

has to pass through several links in the chain, and will ceteris paribus be more time consuming than if only 

one intermediary is involved.27 The Kay Report finds the physical distance between the company and the 

shareholders to be a main problem to be solved by intermediaries.28 Therefore, there is a need for cross-

border solutions and regulations in order to ensure that information will reach the receiver prior to the 

relevant deadline. The Commission is empowered to specify the deadlines to be complied with by making 

implementing acts, cf. articles 3a (5), 3b (5) and 3c (3), which is necessary in order to ensure, that the 

understanding of “without undue delay” is similar across Member States. The Commission should especially 

pay attention to the deadlines to be set when the information passes through more than one intermediary in 

more than one Member State. 

2.2.1.2. Can intermediaries fill out the gap? 

Intermediaries help facilitate cross-border shareholdings, but at the same time, it is recognised that 

intermediaries increase the potential for misaligned interests even more.29 Intermediaries are able to fill out 

the “gap” between shareholder and company, but intermediaries potentially misalign the shareholder and 

company’s interests even more, as their dialogue becomes fragmented. Although intermediaries have not 
                                                        
26 P. 1, European Banking Federation (2014). EBF Position Paper on the Commission’s Proposal for a Directive 
amending Shareholder Rights Directive. Representing the European banking sector through 32 national banking 
associations. Hereinafter, the European Banking Federation will be denoted the EBF. 
27 P. 5, the proposed directive. 
28 P. 22, Kay, J. (2012).  
29 P. 35, the Impact Assessment. 
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created this gap, it is an inherent consequence of their role in the investment chain. This relation has 

profoundly been noted as the divorce of ownership and control30 based on the notion that the shareholders 

and the management of the company moves further and further apart.  

Intermediaries furthermore have individual interests that should be ensured are not affecting the relation. 

Intermediaries’ interests concern the effectiveness of their processes, and what their agreements with 

customers require from them, and not optimised governance mechanisms. 31  Intermediaries will need 

incentives to benefit the shareholder/company relation, since intermediaries do not have any financial stake 

in the company. Intermediaries might be incentivised to provide effectiveness for the relation between 

shareholder and company by the provisions in chapter IA.32  

In this respect, it seems reasonable for the Commission to suggest regulation that enhances the relation 

between company and shareholder in a market that is to a large extent characterised by cross-border 

investments that urges the need for one or more intermediaries in the chain. Although intermediaries at one 

and the same time bring shareholders and companies closer together and further apart, their omniscient role 

today is a prerequisite for effective cross-border investments. Requiring the intermediaries to perform 

according to the proposed provisions therefore make a contribution to increasing shareholder engagement.  

2.2.2. The costs of facilitation 

When facilitating the exercise of shareholder rights, the intermediary will in order to provide effective 

facilitation, need to ensure that its technical systems are able to comply with these obligations. The 

intermediary is however allowed to charge fees for its services. When intermediaries provide shareholder 

identification and transmit information from company to shareholder, the company pays the services, cf. 

article 3a and 3b. The fees for the services in article 3c are paid by the shareholder wanting the intermediary 

to facilitate his exercise and the company, since it must confirm the votes cast.33 We will begin by explaining 

the implications for the intermediary and then move on to shareholder/company.  

Both shareholders and companies are able to interfere without using the services of intermediaries, but it 

might hamper engagement. Companies are able to communicate directly with its shareholders, but it 

necessitates identification service provided by the intermediary. If they choose not to communicate directly, 

they must provide the information to the intermediary, cf. article 3b (2) and transmission is ensured. 

However, where the company identifies its shareholders, we do not see any obligation for the company to 

transmit the same information as required in article 3b. Moreover, companies are still allowed to provide 

some information relating to its shares through any media, which may reasonably be relied upon for the 

                                                        
30 P. 22, Kay, J. (2012).  
31 P. 10 and 22, Kay, J. (2012).  
32 P. 18, the Impact Assessment. 
33 Since the company is theoretically an empty shell, the costs will at last be exerted on the shareholders as the residual 
claimant of the company.  
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effective dissemination of information, making intermediary services worthless in these cases.34 However, 

the wording of the Impact Assessment gives another impression; ‘Listed companies could request 

intermediaries in the chain to identify the shareholders. The intermediaries would be under a legal 

obligation to provide the identity […]. At the same time, for the obligation to transmit information and 

facilitation of exercise of rights, the same intermediaries in the same chain would be used, unless the 

company decides, after identifying its shareholders directly contacts them.’35 This citation implies that 

companies will have to use one or the other approach in order to contact their shareholders. More 

specifically, if companies do not use identification, and therefore do not know the identity of their 

shareholders, they have to use the transmission services in order to contact their shareholders. It would only 

be assured that shareholders did receive the information either from the company or the intermediary, if 

companies were obliged to use intermediary services. This would fit well into the Commission’s overall plan 

to enhance shareholder engagement. However, the wording of the proposed directive and the initial directive 

implies that information can be made available to the shareholder without intermediary services. When 

transmission cannot be ensured, the shareholder will have expenses to obtain the information elsewhere, if 

the company abstain from applying intermediary services. There is a risk that he will not bear searching costs 

causing less awareness of his shareholder rights, and thereby affect engagement.  

Neither shareholders nor companies are required to use the intermediary services, but they will make use 

of the services anyway. The technicalities required for complying with the proposed provisions foster a need, 

and perhaps an obligation, that intermediaries develop new systems to optimise the effectiveness of their 

services. Generally, intermediaries comply with instructions from shareholders, which include services on 

cash flows, i.e. dividends, and exercise of voting rights, which indicate that some already have systems,36 

which is why it would be fair to assume that the requirements the proposed directive brings, can be fulfilled 

by using the same technology. Development of new or current systems is nevertheless costly. The costs 

account both development costs and the subsequent risks of having developed a system, which is anyway not 

used and thereby not compensated for. In order to eliminate this risk, shareholders and companies need to 

find the services effective and more favourable than acting without intermediary services. Considering that 

intermediaries enhance effectiveness in the cross-border investment chain, we argue that their services will 

be used, depending on the prices set by intermediaries.  

Excessive prices may deter shareholders and companies from using the intermediary services. The fees 

charged by the intermediaries are restricted in article 3d, where it is provided that the fees shall be non-

discriminatory and proportionate. However, intermediaries are not completely restricted from charging high 

prices. Cross-border investment chains typically consist of several intermediaries, and fees may consequently 
                                                        
34 Article 5 (2) of the initial shareholder rights directive. The article regards the issue of convocation of the general 
meeting. 
35 P. 68, the Impact Assessment. The bold word represents our emphasis.  
36 P. 12, the Impact Assessment. 
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be higher than initially imagined, due to cost of several links in the chain. This is a fear also stipulated by 

PensionsEurope who represents 23 members such as pension institutions from 16 Member States.37 In their 

view, mandatory regulation of intermediaries is not beneficial for either company or shareholders, as it gives 

leeway for the intermediary to charge excessive fees. However, since shareholders and company are able to 

engage without intermediary services, it puts a pressure on the intermediary to charge reasonable fees, in 

order to cover its expenses. The intermediary services will be used, as they encourage more beneficial 

governance mechanisms with a positive continuous link between company and shareholder.   

Even though shareholders and companies are not required to use the services, we argue that they will, due 

to the effectiveness the intermediaries convey to the investment chain, especially in cross-border relations. It 

is ensured by the rules that the intermediaries will not charge excessive prices, as they are dependent on 

getting their costs covered. 

2.2.3. Divergence in shareholder terminology across Member States 

The shareholder definition varies across Member States38, which may hamper cross-border engagement.39 

Voting rights and/or dividend rights are assigned different entities depending on jurisdiction, and not 

necessarily assigned the shareholder.40 The rights of the proposed directive should be entitled to those with 

the right to engage. It would make sense to create a common framework across Member States, for instance 

by specifying that the entity to be identified is the person who is entitled to exercise voting rights.41  

2.2.4. Identification of shareholders 

According to article 3a intermediaries shall offer identification of a company’s shareholders as a service, cf. 

article 3a (1), and shall be required to provide the identification information upon request from the company 

without undue delay, cf. article 3a (2). The European Parliament has proposed another wording, whereas the 

company has a right to have their shareholders identified. Below we will examine the effect of the provision, 

and how it affects the corporate governance mechanisms. 

2.2.4.1. Related problems in communicating directly with shareholders 

The reason for shareholder identification is to make it easier for the company to communicate directly with 

its shareholders, and allow for direct voting or facilitation of exercise of shareholder rights. 42  The 

Commission argues that shareholder identification is necessary in order to further facilitate the exercise of 

                                                        
37 PensionsEurope. (2014). Position paper on the proposal for shareholder rights directive. 
38 P. 12, the Impact Assessmend and p. 5, T2S Taskforce on Shareholder Transparency. (2011). Market analysis of 
shareholder transparency regimes in Europe. 
39 Investors in nominee accounts in the UK are not recognised as shareholders in national law, and they do therefore not 
benefit from the shareholder rights provided by the proposed directive, cf. The UK Shareholders' Association. (2015).  
40 P. 6, T2S Taskforce on Shareholder Transparency. (2011). Market analysis of shareholder transparency regimes in 
Europe. 
41 P. 2, Standard Life Investments (2014). Shareholder Rights Directive – Standard Life Investments’ view on the 
proposed changes. Standard Life Investments is a leading asset manager with global reach. 
42 P. 34, the Impact Assessment. 
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shareholder rights and engagement between shareholders and companies, and that direct communication lead 

to more cooperation between the parties.43 When shareholder and company are cooperating, they are able to 

align interests, which reduces agency problems. As already described, it is not necessarily desirable for the 

company to contact the shareholders directly, since information about the company’s shareholders may 

quickly become incorrect when shares are bought/sold.44 When the information flows from the company 

through the holding chain, the intermediaries can quickly check and validate the entitlement of shareholders, 

which provides certainty that the information will reach the actual shareholders. On the other hand, it is 

argued that indirect communication is not desirable, since the flow of information through several 

intermediaries will only incur further costs. They therefore find that direct communication is the most cost 

efficient solution.45 This does not seem as a valid argument, since companies will use intermediaries as they 

enhance effectiveness of the investment chain, cf. section 2.2.2. The direct approach is favoured in terms of 

strengthened cooperation between the parties, but it also includes the risk of wrongful addressors. The 

indirect approach on the other hand allows for more precise and time sensitive operation, but without 

creating a strong bond between shareholder and company. 

Another problem that arises when information skips the holding chain is that the company does not know 

the delegations the investor has made and therefore the information does not reach the correct recipient. For 

example, where an asset manager manages the funds of a pension fund it is likely that certain shareholder 

rights have been mandated to the asset manager subject to the investment management agreement between 

the two parties.46 Where the company addresses the pension fund directly, as it in some Member States will 

be shareholder according to national law, it will make the process even more cumbersome or create a 

potential risk that the pension fund does not act on the information, as it believes this is taken care of by the 

asset manager. Another scenario is that the shareholder refers the company to the asset manager and the 

company will then establish contact to the asset manager. Since time has already passed when the 

information was in the first place referred to the wrong receiver, timely reaction by the shareholder or an 

appointed third party may be disrupted, because most information is very time sensitive. The asset manager 

needs time to assess the information and act and it is therefore vital that information is provided as quickly as 

possible. There is no value for the company in addressing the end-investor, if shareholder rights are to be 

carried out by another entity. The proper entity for communication will be the entity with power to exercise 

the shareholder rights as also suggested by Standard Life Investments, cf. above. This scenario will not arise 

                                                        
43 P. 34, the Impact Assessment. 
44 P. 1, European Banking Federation. (2014). EBF position paper on the commission's proposal for a directive 
amending shareholder rights directive 
45 P. 2, Danish Shareholders Association (in Danish: Dansk Aktionærforening) (2014). The Danish Shareholders 
Association protects the interests of Danish private investors. 
46 P. 2, Standard Life Investments. (2014). Shareholder rights directive - standard life investments' view on the 
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where the information passes through the holding chain with intermediaries because the information will 

automatically “stop” when it reaches the entity with responsibility to exercise the rights.  

2.2.4.2. Shareholder anonymity versus demand for shareholder identification 

One of the implications of shareholder identification is that shareholders cannot remain anonymous. If the 

proposal enters into force in the form subject to this analysis, companies may require having all their 

shareholders identified – small as well as large. Regulation already covers this to some extent, since 

shareholders who reach a threshold of 5 % of the company’s stocks are required to flag themselves, cf. the 

Transparency Directive47, and it is therefore only shareholders holding less than 5 % who are able to remain 

anonymous under current EU legislation. Nevertheless, some of these shareholders have an interest in 

staying anonymous48, which could be reasoned with protection of their privacy.49 The Commission also 

recognises that the provision impacts fundamental rights,50 but they argue that the measure does not go 

beyond what is necessary, since only name and contact details are provided and only in relation to the 

exercise of shareholder rights51.52  

A less intrusive approach to protect shareholders’ interests is the Danish approach where shareholder 

identification is a shareholder right and not an obligation.53 Denmark is operating with a shareholder register 

where the shareholder can choose whether it wants to be identified in the register. Further it is to be noted, 

that 81 % of issuers and 88 % of investors supported an EU-wide system, whereas intermediaries in general 

were not positive towards the framework.54 An opt-in model such as the one seen in Denmark would 

certainly overcome the issues related to shareholders’ interests, but does however not necessarily respond to 

the aim of engaged shareholders. The argument of protection of privacy does however not seem as valid for 

non-private shareholders such as institutional investors.  

Another problem highlighted by the industry is that it is technically impossible or problematic to identify 

all shareholders, and it is therefore suggested to only impose mandatory identification of some shareholders. 

PensionsEurope argues that identifying shareholders is important, but can be difficult due to pooled accounts 

                                                        
47 Article 9 in Directive 2004/109/EC of the European Parliament and of the Council of 15 December 2004 on the 
harmonisation of transparency requirements in relation to information about issuers whose securities are admitted to 
trading on a regulated market and amending Directive 2001/34/EC. 
48 P. 2, Danish Shareholders Association (2014) and VP Securities [Danish Title: Nyt aktionærrettighedsdirektiv baner 
vej for øget transparens of aktionærindflydelse].  
49 P. 2, Danish Shareholders Association (2014).  
50 Such as protection of personal data. 
51 In the informal hearing, The European Data Protection Supervisor recommended that information about identified 
shareholders may only be used for the purpose of exercising voting rights, in order to limit the exposure of the 
shareholder data. 
52 P. 69, the Impact Assessment. 
53 P. 2, Danish Bankers Association (Finansrådet in Danish), 2014. Representing Danish banks and financial 
institutions.  
54 P. 69, the Impact Assessment. 
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with custodians and/or brokers.55 Therefore, they argue that it should only be possible to identify “significant 

shareholders”, which can be done by introducing a minimum threshold of share capital.56 It follows that 

“significant shareholders” will be more interested in monitoring the company’s performance and are more 

aware of their shareholder rights. This is the approach taken in the Netherlands, where a minimum threshold 

of 0,5 % of share capital is used, where shareholders below the threshold will not be identified. The 

International Corporate Governance Network (ICGN), an investor-led organisation promoting effective 

standards of corporate governance, also favours a threshold, weighing the company’s interest in identifying 

main shareholders against the anonymity of investors with limited exposure.57 The approach nevertheless 

raises questions regarding how much stock held represents a significant/main shareholder and whether it is 

possible to define a single threshold throughout the Member States, given the difference in the extent of 

dispersion in ownership among Member States. In relation to more significant shareholders the EBF believes 

that the interests of the company outweigh the privacy argument.58 Applying a threshold limits the exposure 

of personal data, which is beneficial for the shareholders. Out of consideration of privacy arguments and 

difficulties in identifying every shareholder, the arguments support the view that a threshold should apply.  

On the other hand, some find that identification should apply to all shareholders because it may 

encourage shareholder engagement. European Issuers, who represents issuers from 14 different Member 

States argues that if improved communication between shareholder and issuer is the goal, then the 

opportunity for communication should apply to all shareholders equally.59 This is especially due to the 

dispersed ownership some listed companies face, where the majority of shareholders own less than 1 % of 

stock ownership. As it is the right of the company to have shareholders identified, the company may choose 

to only identify those who hold shares above a certain threshold, but this should be a decision by the 

company and not be imposed by law.60 This may however lead to unequal treatment of shareholders.  

Although the Commission highlights direct communication as superior to indirect, it does not seem to be 

the way the market is moving given the increasing role of intermediaries. When investment chains become 

increasingly complex and optimised, it seems unlikely that parties will choose direct communication above 

the smooth transition of information. In this light, we find the opt-in model for shareholders to be a superior 

solution, and that there should be a EU-wide system for this purpose. Such model would mitigate the privacy 

concerns, and the parties that truly wish to be engaged and monitor management could by little effort show 

this by accepting identification.  

                                                        
55 PensionsEurope (2014).  
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57 P. 3, ICGN. (2014). Position paper on shareholder rights directive. 
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2.2.5. Transmission of information 

In article 3b, the Commission requires intermediaries to transmit information from companies to 

shareholders, when the information regards their shares and is either necessary to exercise their rights, or 

directed to all shareholders in shares of that class, cf. article 3b (1), litra a. The information may be 

transmitted from the company to the shareholders through one or more intermediaries, or, in accordance with 

the instructions given by the shareholder, to a third party, such as a proxy advisor. In order to comply, the 

intermediary must transmit information, if the company chooses not to communicate directly with its 

shareholders. Below we will examine if the article fulfils the specific objective and which problems are 

identified in this respect. 

When information on shareholder rights is transmitted to shareholders, shareholders will become aware 

that they possess such rights, and they will ceteris paribus be more likely to engage, than if they have no 

information on their rights. However, it is not exactly clear that all shareholders will enjoy benefits from the 

information in all cases. To have informed shareholders, they need to read the information, and not just 

receive it, which is inherently the first step. It only makes sense for the shareholder to read the information, if 

his cost of reading it, that is e.g. time, pays off. Because a shareholder with a small relative amount of shares 

in a company cannot affect management’s decisions to a great extent, he is not as likely to engage as a 

shareholder holding a bigger stake, because his costs become too great. Therefore, transmission of 

information is not enough to get the smaller shareholders engaged in the company on an individual basis. 

However, when they become more aware, they may be more likely to engage collectively. Larger 

shareholders will be likely to engage also individually following their awareness. 

The conviction of the Commission seems to be that the effectiveness achieved is large enough compared 

with the costs of the transmission. This point of the analysis is hard to predict, as one will need to see how 

the mechanisms play out. It can be argued that the increased costs exerted on shareholders become too high, 

as some possess a relative small stake. However, if the increased costs lead to more optimal governance 

procedures and their interests are thereby considered, it may pay off in terms of increased returns.  

2.2.6. Facilitation of the exercise of shareholder rights 

Article 3c seeks to enhance the exercise of shareholder rights by facilitation. Intermediaries shall according 

to the provision facilitate the exercise of rights, including the right to participate and vote in general 

meetings. Afterwards the company shall confirm the cast votes through intermediaries. In this section we 

will examine the specific problem related to the facilitation of exercise of shareholder rights.  

First of all, we consider small and large shareholders’ incentives to have their exercise facilitated. Small 

cross-border shareholders may find facilitation too costly, but they may at the same time be the ones needing 

facilitation the most. Before the proposal, the same shareholder could either exercise its right himself or use 
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intermediary services.61 The intermediary fees are now more explicit, which may refrain shareholders from 

using the services. The concern is that a small shareholder does not have a big say in the company, and is 

therefore less likely to be active in exercising his rights due to rational apathy and free rider issues. These 

notions describe that a shareholder may be indifferent, if he believes his vote will not count, and by 

refraining from voting, the shareholder may be able to benefit from the costs other shareholders hold, 

without holding any costs himself. However, when considered in isolation, if just one shareholder is more 

active, it must be a positive reaction to the proposal. When the shareholder’s focus lies solely on assessing 

the received information, instead of figuring out how to participate or engage, the engagement can 

germinate. In this light, it seems reasonable to suggest that some smaller shareholders will exercise their 

voting rights through an intermediary, although not everyone will find this attractive. The actual value is 

nevertheless limited. 

2.2.6.1. Misuse of voting rights 

The Commission has identified a risk of misuse of voting rights by intermediaries under the existing setup 

possibly hampering engagement.62 One may agree that where intermediaries are given leeway to exercise 

voting rights on behalf of the shareholder, opportunistic behaviour may result in the misuse of votes. This is 

a classic agency problem, since there is a risk that the intermediary will follow own interests, where the 

principal (shareholder) is not able to oversee the tasks carried out by the agent (intermediary). This is even 

more complicated in a cross-border investment chain, where transparency is limited. Consequently, if it can 

be assured that shareholder rights will not be violated it may encourage the shareholders to use their rights. 

As already described, trusting intermediaries is essential, especially in the current market. The risk of 

misused rights seems to be mitigated by the proposal, since companies are required to confirm the cast votes 

to its shareholders. Shareholders are thereby able to validate that their votes are cast according to the 

shareholders’ intentions and that no misuse has taken place. The confirmation setup also applies when 

shareholders vote directly, that is when intermediaries are not even involved in casting votes.  However, it 

should be underlined that the Commission has not identified an actual misuse of voting rights, but merely the 

likely misuse of voting rights. The necessity of the confirmation set up to increase trust in the market can 

therefore be questioned.  

2.2.7. Ownership patterns in Member States 

The compliance with the harmonisation act of the proposed directive may be too costly for some 

shareholders due to differences in ownership patterns between Member States. For a small shareholder, even 

a small cost will make it more convenient not to engage. A larger shareholder is however able to hold some 

costs before the equation does not add up. It is possible that the rules will result in increased participation in 
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some Member States, namely, the ones with concentrated ownerships, such as Denmark, whereas member 

states as the United Kingdom will be less likely to feel the intensity of the increased engagement.63 The 

uniform approach can therefore be questioned in the light of the overall objective. Differences in ownership 

structure may complement various provisions of company law, which is for instance one reason why 

harmonisation of company law will not always prevail. In fact, it is said that single measure regulation, 

without any regard to other components in the market will lead to decrease in productive capacity.64 

However, to our knowledge this has not been emphasised in any position papers, although it seems to be a 

likely consequence.  

2.2.8. Discussion 

We will now examine the implications of the provisions in chapter IA, to evaluate whether the articles 

aggregated contribute to the overall objective.  

Transmission of information through intermediaries is preferable as a safeguard in ensuring that the 

information reaches the shareholder, but identification may prove enhancing for the alignment of interests 

between shareholder and company. Exercising voting rights is described as one out of three ways65 in which 

shareholders may behave in order to hold the management accountable and to promote success for the 

company in the long term.66 Our analysis showed that transmission enhances engagement, since informed 

shareholders will be more inclined to engage. On the other hand, when the shareholder is identified, there 

may be other gains. When the company directly provides the shareholder with relevant information, it may 

lead to dialogue between the parties, which make it easier for the parties to align interests, as also suggested 

by the Commission. In this light, although the provision in itself does not require this from the company, the 

company may in order to reduce agency costs provide the information on its own. When shareholders and 

the company are able to communicate directly, their cooperation is strengthened.67 Cooperation can be 

strengthened through dialogue. Dialogue may mitigate exposure by activism by ensuring investor support.68 

The company therefore has incentives to use identification, and afterwards provide the information. The 

optimal situation for the company is to have an on-going dialogue with its shareholders, in order to align 

interests. This is nevertheless a costly exercise, since having dialogue with each shareholder is time-

consuming and also difficult to deduce the actual requests of each shareholder, and afterwards comply with 

                                                        
63 Thomsen, S. (2012). In Conyon M. (Ed.), Corporate governance: Mechanisms and systems. Copenhagen: Jurist- og 
Økonomforbundets Forlag. DJØF. 
64 P. 129-130, Armour, J., & Ringe, W. (2011). European company law 1999-2010: Renaissance and crisis. Common 
Market Law Review, 48(1), 125-174. 
65 The other two being monitoring and establishing a dialogue with the company to constructively challenge boards and 
to promote better governance, risk management etc. 
66 European Commission. (2014). Corporate governance package - frequently asked questions. (MEMO/14/275). 
Brussels: European Commission.  
67 P. 34, the Impact Assessment. 
68 P. 2, EY Center for Board Matters. (2014). Let's talk: Governance. Navigating the company-investor engagement 
landscape. Ernst and Young LLP. (1), 1-4. 
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these interests. Our suggestion is that quality of engagement is enhanced, when dialogue is commenced 

between the parties. The shareholders are always able to initiate dialogue with the company, but when the 

company has identified its shareholders, the company may also initiate dialogue. The probability of dialogue 

has therefore increased, and may lead to qualified engagement. The outcome is however dependent on 

whether the shareholders are willing to have this dialogue. Intermediary services may anyway prove to be 

less costly, and the company probably chooses the transmission service despite the increased possibility of 

improved cooperation and dialogue. 

Combining the results of the individual analysis of the provisions with that of the shareholder service, the 

articles seem circular, since they reinforce each other. The company is enabled to transmit information in 

relation to the shareholders’ exercise of rights, on which the shareholder can base his engagement upon. All 

in all, it seems reasonable to suggest that more shareholders will engage, when being contacted individually 

with information they are actually able to react on. 

2.2.9. Concluding remarks 

We have established that the Commission especially rely on intermediaries to play a vital part in relation to 

facilitating shareholder engagement, however, the intermediaries do not by all means have an interest in 

more engagement. We find the incentive scheme of the proposal appropriate to mitigate the risk of 

intermediaries charging excessive prices and at the same time ensure that intermediaries are not completely 

excluded from the relation between shareholder and the company.  

We find that direct communication generally enhances shareholder engagement. Furthermore, 

shareholders should be identified, but through an opt-in model. It is found that identification is a vital asset in 

providing shareholders with information in relation to the exercise of shareholder rights and increasing 

dialogue, and therefore the first step in engaging shareholders.  

Regarding indirect communication through intermediaries, we find that only large shareholders will 

engage following the transmission, although transmission of information will mitigate the shareholders’ 

costs of searching the information. The cost of the service is weighed up by the fact that shareholders are 

provided with information about their rights by intermediaries, which is also considered positive for 

engagement of shareholders. However, a small shareholder will still suffer from rational apathy and will 

most likely not engage, although the information is provided to him. In general, shareholders will be more 

informed, which is nevertheless another prerequisite for engaging shareholders.  

Although both identification and transmission through intermediaries prove to enhance engagement, we 

find that a more appropriate solution would be to require that companies choose either one or the other.  

 Facilitation of exercise of shareholder rights will enhance shareholder engagement, as the shareholders 

who want to engage are able to do so without considering practicalities. The confirmation of cast votes 
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seems crucial for trusting intermediaries. Overall, facilitation provides effective procedures for especially 

cross-border engagement. As seen in our discussion, the benefit of the articles may lie in the aggregation, as 

they are able to strengthen each other. 

All in all, it is believed that the four articles of this section enhance shareholder engagement, because they 

complement each other by fostering incentives for all parties. Although these provisions did not sufficiently 

consider minority shareholders, we find that some minority shareholders will be more inclined to engage, 

because they are now aware of their rights and able to exercise them within due time. This is crucial for 

cross-border engagement.  

 

 



 28 

2.3. Improving engagement of institutional investors and asset managers  

This section concerns the proposed provisions on institutional investors and asset managers. The 

Commission argues that institutional investors and asset managers should be attentive towards long-term 

values, which will foster more long-term engagement.69  

According to the Commission, institutional investors are natural long-term investors due to their long-

term liabilities towards final beneficiaries, and it is therefore crucial for engagement that they are attentive to 

long-term interests, which is currently not the case.70 In other words, the Commission want the institutional 

investor (in this case agent) to have aligned interests with final beneficiaries (principal). Rather, institutional 

investors are accused of focusing on share-price movements and structure of capital market indexes. 

According to the Commission, this causes an undesired pressure on the company to perform on short-term, 

which turns out as suboptimal return for final beneficiaries.71 Another obstacle for long-term engagement is 

the relation between asset managers and institutional investors, where the asset manager acts as agent for the 

institutional investor, with inherent agency problems. Especially the selection and evaluation of asset 

managers by institutional investors seems to cause a misalignment of interests.72 Asset managers are most 

often evaluated on a quarterly basis, which lead asset managers’ focus towards the short-term performance in 

their function for the investor. Instead of incorporating long-term elements, such as strategy of the company, 

R&D expenditure etc. in their investment decisions, asset managers seek to perform on short-term, caused by 

their short-term evaluation. 

In order to combat these issues, the Commission imposes obligations on institutional investors and asset 

managers according to chapter IB, encompassing article 3f-3h, regarding disclosure requirements in order to 

increase transparency and awareness. Institutional investors are undertakings carrying out life assurance 

activities and institutions for occupational retirement.73 Asset managers are investment firms providing 

portfolio management services to institutional investors, alternative investment fund managers and 

investment companies when they have not appointed a management company to manage the investment 

company.74 Articles 3f-3h are applicable for institutional investors, and for asset managers acting on behalf 

of institutional investors, when they invest in shares, cf. article 1 (4). Essentially, institutional investors and 

asset managers shall develop engagement policies that determine how they conduct monitoring, voting, and 

how they are having dialogue with the company as well as how they cooperate with other shareholders and 

proxy advisors. They shall furthermore establish the actual or potential conflicts of interests and how they 

are managed. Engagement policies must be disclosed annually at their website along with the 
                                                        
69 P. 4, the proposed directive. 
70 P. 4, the proposed directive. 
71 P. 4, the proposed directive.  
72 P. 22, the Impact Assessment. 
73 Cf. article 2 (f) of the proposed directive. 
74 Cf. Article 2 (g) of the proposed directive. 
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implementation and the results thereof, for instance how they cast their votes. Institutional investors are 

subject to additional transparency requirements as they must furthermore develop investment strategies to 

determine how they are aligned with the profile and duration of their liabilities, and how it contributes to the 

medium to long-term performance of the assets, cf. article 3g. The main elements of arrangements with asset 

managers should also be disclosed, for instance how incentives are composed, method and time horizon of 

evaluation thereof. Under the title ‘transparency of asset managers’ in article 3h, asset managers must 

disclose to the institutional investor how the institutional investor’s investment strategy and implementation 

thereof complies with the arrangement between them and how it contributes to the medium to long-term 

performance of the assets of the institutional investor.  

The link with this part of the proposal to long-term engagement seems straightforward. If institutional 

investors are not paying attention to long-term liabilities, which may enhance long-term investments, the 

return of the investments may not be optimised. It therefore seems reasonable to suggest that investors 

should be aware of their strategies in order to optimise the investments.   

In the following we will discuss the implications of the provisions, which especially relate to the value of 

specific versus general information, the alignment of interests between asset managers and institutional 

investors, and the comply-or-explain approach in the rules.  

2.3.1. Value of information 

Common for the articles in Chapter IB is that they impose disclosure requirements of information. 

Disclosure has been a measure in corporate law for a long time, although more often used as a regulatory 

tool in the US than in the EU.75 Disclosure rules are seen as a more flexible alternative to more substantive 

rules, and are therefore often preferable. Regulatory intervention with disclosure rules seem less paternalist 

in nature, as the alternative would often be prohibitions or provisions that in other ways require a specific 

conduct. Disclosure rules are more often concentrated on companies’ disclosure of information for the 

benefit of investors, and not, as it appears with these provisions, information from the investors to the final 

beneficiaries. 

2.3.1.1. Final beneficiaries 

Disclosure is traditionally provided to get interests aligned, as it reduces information asymmetry between 

two parties. Information asymmetry is one of the factors that prevent the principal/agent relationship from 

being optimal. When information between the parties is not similar, the principal (final beneficiary) cannot 

monitor the agent (institutional investor) properly, and therefore cannot be certain that their interests are 

observed. Requiring certain actors to disclose policies and strategies and results thereof helps final 

beneficiaries identify whether their assets are treated properly. Institutional investors’ final beneficiaries are 
                                                        
75 P. 256, Sørensen, Karsten E. (2009). Disclosure in EU corporate governance – A remedy in need of adjustment? 
European Business Organization Law Review, 10(2), 255-283. 
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for example future pensioners, who therefore have a long-term horizon for their investment which is why 

institutional investors most often have long-term liabilities towards these final beneficiaries.  

It can be argued that final beneficiaries individually are limited in their reaction possibilities to the 

required information. Theoretically, disclosure serves its purpose, if the receivers are able to act on the 

information, as it will not have much value otherwise.76 Information disclosure is supposed to enable final 

beneficiaries to optimise their investment decisions. 77  This must indicate that they can choose the 

institutional investor that best suits their needs, based on the disclosed information. It is however hard to 

believe that a private person, who will be the final beneficiary for many institutional investors, will 

individually spend time reading and assessing engagement policies and investment strategies of the 

institutional investor, as not all final beneficiaries are familiar with their pension solutions. The information 

can be rather complex for a pension client who is not necessarily educated or otherwise able to assess the 

information in order to react on it. Final beneficiaries are therefore not incentivised to evaluate the 

information. If the individual final beneficiary assesses the provided information, he will not be able to cause 

any change since it is unlikely that an institutional investor will change its voting behaviour or investment 

decisions due to a single objection. Further, such final beneficiaries face collective action problems, and they 

will refrain from engaging, because their voice is too small compared to the total number of pensioners in the 

pension fund. The only possibility the final beneficiary has is to extract his funds and employ a more suitable 

institutional investor. The individual final beneficiary is therefore not able to affect the practice of the 

institutional investor. 

Final beneficiaries may indirectly be able to react when multiple final beneficiaries for instance invest in 

the same pension fund through their employer. In many Member States, occupational pension schemes are 

present either on a voluntary or mandatory basis,78 provided by employers (sponsors) for the benefit of their 

employees.79 The employer decides how the funds should be invested and with which pension plan80, and 

transmitting the employees’ pension funds to another institutional investor is a very costly exercise. The 

pension clients are therefore even less able to act on the information themselves. However, since the 

employer is acting on behalf of all its employees this leads to increased bargaining power and increase the 

competitive aspect of the information. Following this, it is likely that the employer act on the information, 

thereby forcing the institutional investor to be aware of his policies and strategies, and it may turn out as a 

                                                        
76  P. 272, Sørensen, K. E. (2009).  
77 Recital 10 in the preamble of the proposed directive. 
78 P. 90, Economic Policy Committee; Directorate General for Economic and Financial Affairs of the European 
Commission (2012). The 2012 Ageing Report: Economic and budgetary projections for the 27 Member States (2010-
2060). The Europen Economy (2). 
79 P. 9, Amzallag, A.; Kapp, D.; Kok, C. (2014). The Impact of Regulating Occupational Pensions in Europe on 
Investment and Financial Stability. Occasional Paper Series (154), European Central Bank and p. 90, Economic Policy 
Committee; Directorate General for Economic and Financial Affairs of the European Commission (2012).  
80 Pension clients are not even at all times able to compose how their assets should be governed given their risk 
aversion. 
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competitive advantage to place effort in engagement. Final beneficiaries are therefore indirectly and 

collectively able to react, by affecting the place their pension is placed through their employer. 

2.3.1.2. Investor awareness 

Demanding that institutional investors consider long-term performance may enhance their awareness on their 

own alignment with this strategy. Disclosure rules on strategies and policies are recognised by the 

Commission to have a positive impact on investor awareness,81 which might be more relevant than the value 

of information for final beneficiaries. The suggestion is that identification of how the investors themselves 

are exercising their rights improves their awareness, and the Commission hopes it will push them towards a 

more long-term strategy. When investors are required to disclose the information, they will have to reflect on 

the material in order to figure out if and how they comply with their strategies and policies. Naturally, since 

they develop these policies and strategies, they will be aware of their own actions or lack hereof.  

The cost of disclosing the information is partly mitigated since investors are already required to provide 

some of the information due to other legislation. The obligation to have voting policies is already a part of 

the EU corporate governance system82, in form of similar provisions for some of the encompassed categories 

in the proposed directive.83 The regulation does not provide any disclosure requirements of the policies and 

strategies of articles 3f-g, but a brief description can be requested. However, following this regulation, some 

investors are already aware of some of the elements required in policies and strategies in the proposed 

directive, and this might reduce the costs of providing the information. Nevertheless, the proposal is more 

specific as to what information is required and how it should be disclosed in order to ensure informed 

decision-making and behaviour, and is furthermore focused on the long-term perspective.84 The proposed 

directive should therefore have a positive effect on all investors to become even more aware of the alignment 

between the nature of their liabilities and their own investments by the proposal, without increased costs.  

Investors themselves have the greatest reaction possibilities, and this reinforces the effect of the 

information. Developing policies and strategies enable the investors to design the optimal strategy for their 

conduct. As time passes, the investors are forced to evaluate how they behaved, and thereby if and how they 

complied with their policies and strategies. Where the actual behaviour does not correspond with the strategy 

and policy, the regulation helps the investor realise that its own behaviour does not comply with its strategies 

and policies. Following this, they are themselves to a large degree able to react, as they will possibly change 

                                                        
81 Recital 10 in the preamble of the proposed directive. 
82  As recommended by the Winter Report; Winter, J. (2002). Final report high level group of company law experts. 
Amsterdam: De Brauw Blackstone Westbroek NV.  
83 See e.g. article 37 which apply to certain asset managers in Commission delegated regulation (EU) No 231/2013 of 
19 December 2012 supplementing Directive 2011/61/EU of the European Parliament and of the Council with regard to 
exemptions, general operating conditions, depositaries, leverage, transparency and supervision (OJ L 83, 22.3.2013, p. 
1).  
84 P. 23, the Impact Assessment. 
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their behaviour as soon as they realise that they are actually not behaving as they thought they were. This is 

however only the case if the institutional investor is somewhat delusional about its behaviour, which can 

possibly not be the case for every institutional investor. Nevertheless, information has a great value in this 

context, as it increases the potential for investor awareness, which may lead to long-term horizons.  

2.3.1.3. Dialogue with the company 

The company’s value of the information is great where it leads to dialogue, as it may cause better alignment 

of interests. The Commission believes that the information will facilitate dialogue between companies and 

their investors.85 The investors are principals for the company and the company will therefore not have any 

interest in reading its own investors’ strategies and policies for engagement. Although dialogue is a 

governance mechanism of greater importance in the dynamic market today, it is most often described as a 

mechanism that increases the shareholders’ insight in the company, and not much the other way around.86 

However, dialogue can mitigate the company’s exposure to activism, since it promotes investor support. The 

latter possibly reinforces incentives for the company to engage in the policies and strategies of the investors, 

since an on-going dialogue reduces the risk for shareholders going public with their concerns as well as 

enhances trust in board performance. It is also said that the long-term relation between an investor and the 

company becomes an alliance when the company faces challenges.87 Policies and strategies in this context 

seem to enhance the relation, since the company has a greater cause for meeting its investors. Following this 

reasoning, it is less likely that the investors want something completely different than the management of the 

company, which is after all in the interests of the investors and the company.  

Aside from dialogue and compliance with the investors’ policies and strategies, companies are not left 

with any further reaction possibilities. The company has incentives to use the information as a starting point 

for alignment of interests beneficial for both investors and companies, although the latter have limited 

possibility to affect investor behaviour. 

2.3.1.4. Detailed and specific information 

The information to be disclosed in accordance with article 3f-3h is quite specific, since it is for example 

requested that institutional investors and asset managers publicly disclose if and how they cast their votes 

and provide an explanation of their voting behaviour. Because the information has highest value for investors 

themselves and to spare costs, it can be argued that they do not need to specify as much as the proposal 

requires. The need for very specific information is limited. Although both final beneficiaries and companies 

are benefitting from the information, it can be argued that they can benefit from less specific information. 

                                                        
85 Recital 10 in the preamble of the proposed directive. 
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Furthermore, it is argued that if disclosure proves to be a way for institutional investors to gain competitive 

advantage, the information will slowly find the appropriate level, which is valued by final beneficiaries. But 

a specific level should not be mandatory. Spending time producing information and going into every single 

detail would be very costly in light of the value, and only where it proves to be a competitive advantage to 

attract clients, their effort of providing information will match this demand for information. 

It is not justified that engagement disclosure regarding small amounts of shares will contribute to long-

term performance, which reduces the need for the costly procedure of explaining every vote cast in this 

perspective. Looking more explicitly at the burden of providing specific information, PensionsEurope argues 

that the obligation to explain every vote cast is an extra burden for engagement in share-ownership and a 

much time-consuming and administrative procedure for institutional investors. By the same token, they 

argue that explanation of one vote will not be comprehensive enough to tell a story about the entire long-

term view of portfolios,88 if this is indeed the aim. The portfolio may well consist of some investments 

resulting in a relatively high turnover, which can therefore not be used as a single measure to decide whether 

the investor is paying attention to the long-term performance of the assets, since the portfolios possibly 

encompass more than equities in public companies. After all, the objectives of the investors are to maximise 

the portfolio value, which is not in every case the same as enhancing long-term investments. The same issue 

was addressed in the informal discussions prior to the proposed directive, where the exact wording was that 

‘long-termism is nothing else but an accumulation of short-term events[…]’.89 PensionsEurope therefore 

argues that the explanation should be less detailed to give a broader picture of how the portfolio is overall 

handled. The Council has addressed this issue in their adjustments where they have proposed that the 

explanation should only be provided where a vote is cast in a company where the shareholder holds at least 1 

% of the voting rights. Following their suggestion, only a rather large shareholder should be imposed with 

mandatory disclosure requirements of very specific information.  

2.3.1.5. Less engagement? 

The cost of engagement is inherently increased with article 3f-3h and the proposal may therefore distort 

incentives. Not engaging may be a likely behavioural outcome of the provisions, since engagement is more 

expensive given the disclosure requirements especially concerning explanation of every single vote cast as 

provided in article 3f (3). This way, the challenge is rather to make voting the cheapest solution instead of 

the most expensive one. As Professor Zetzsche said it on the 16th European Corporate Governance 

Conference in Riga, 2015: 
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‘The cheapest way to respond to the Shareholder Rights Directive is essentially not to vote [..], 

because if shareholders don’t vote, they don’t have to explain how they engage.’90 

This quotation embodies the argument that the provisions in this section do not enhance shareholder 

engagement because the disclosure requirements are so extensive that some investors find it easier and 

cheaper to simply not engage. The professor therefore prefers a requirement to disclose why they did not cast 

their votes. Casting a vote should be explanation in itself, and the explanation adds costs to an already costly 

procedure. The explanation in itself does not provide incentives for the investor to vote; rather it punishes the 

investor who does. The only cost for not voting is to disclose that no votes are cast, and explain why. The 

article therefore gives the wrong incentives compared to the objective of engagement. 

It is however important to note the limitations of the Professor’s statement, since other reasons for voting 

can be identified, although it is associated with more costs. In general, there is an interest for investors to 

monitor the company they invested in to ensure it behaves according to the shareholders’ priorities, which is 

inherently also the case even when they must disclose their voting behaviour. Other gains of voting can also 

be recognised, such as showing responsibility for the investments and thereby improving the entity’s image. 

Although institutional investors may not always be incentivised to engage in the company because they 

potentially have diversified portfolios, it should not be undermined, that competition among asset managers 

as well as institutional investors probably intensifies in the light of the proposed directive, especially when 

more final beneficiaries engage collectively, cf. the above analysis. This should accordingly lead to more 

engagement and thereby voting. These identified reasons for voting must necessarily exceed the costs of 

casting votes. Although investor engagement is optional, it can be argued that the proposal does not 

recognise that the decision on whether to engage or not relies on a cost/benefit analysis, and is dependent on 

the individual investor’s expected outcome hereof. The outcome may be abstention from exercising rights, 

particularly when observing the extra costs imposed on investors. It can, however, be argued that the investor 

awareness stemming from the proposal is enough to assure that the investors get attentive to their lack of 

exercised rights and thus become more active and engaged.  

2.3.1.6. Summing up on value of information 

Suggesting disclosure only on significant information may be a positive measure to prevent too much 

irrelevant information, and to ensure behavioural change and meaningful dialogue.91 Furthermore, such a 

model would possibly not require investors to disclose explanation for every single vote cast, which seems to 

                                                        
90  Quote by Professor Zetzsche on p. 6 in EY. (2015). Corporate governance as a driver of growth in the digital era: 
Key findings of the 16th European corporate governance conference that took place in Riga on 13 may 2015. EYGM 
Limited. 
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Briefing. 
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counter great attention in the discussions around the proposal, as it arguably is a regular hindrance of the 

objective of the proposed directive. 

2.3.2. Comply-or-explain in corporate law 

Ever since the Cadbury Report in 1992 introduced the first set of corporate governance guidelines to be 

applied on a comply-or-explain basis, the approach has developed to be a widely used tool for best practices 

and flexibility.92 Literature93 has long discussed this approach, and it mostly identifies benefits but also some 

dysfunctionalities, and it is therefore important to analyse whether the comply-or-explain approaches in 

article 3f and 3g are the most effective ones for the purpose.  

One argument in the debate is that the comply-or-explain approach provides certain uniformity in the 

disclosed information among companies, making information easier to compare.94 In a situation where there 

is no disclosure regulation it clearly makes sense to have some disclosure requirements that inherently make 

information more comparable. However, the mechanism also suggests that investors are free to ‘pick-and-

choose’ what information to be disclosed. Although this might prove to benefit efficiency of information, it 

nevertheless lessens the comparison, if different investors choose to disclose different information. The 

argument must however be that some disclosure is better than no disclosure. 

Furthermore, the mechanism optimises disclosed information and ensures that non-necessary information 

is not obtained. The comply-or-explain approach potentially increase the quality of information, since 

investors make their own choice as to whether they will disclose information, which they will if it fosters 

enough value. Given their own assessment, investors choose what information to disclose thus generating 

meaningful explanations for their choices.95 It is argued that investors themselves are in the best position to 

assess what information to be disclosed and that the information is thereby optimised.96 Also, the information 

that the investor finds irrelevant to disclose will be left out, and the receiver of the information will only 

obtain what the investor believes add value. Consequently, the comply-or-explain approach enhances 

substance over form, and provides better quality in governance, as investors at the same time reflect on their 

own engagement. Following this argument, the approach forces investors to reflect on their actions and not 

just “tick a box”.97 The value of information will be greater by applying the approach, but it also forces the 
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investors to consider the disclosed information, and optimise what is disclosed. This arguably enhances 

engagement. 

There are, however, some circumstances under which the comply-or-explain approach will not work, 

particularly where information is rather complex and/or in a situation with information overload.98 To 

comply with the provisions, the investors must identify how their behaviour should ideally be, which may be 

a time-consuming process. The description of the following conduct may turn out to be time-consuming, in 

particular when providing explanations for the votes cast. Since every vote cast is not necessarily part of a 

bigger long-term strategy, it is likely that the investors will sometimes have to dig deep to find reasons for 

their behaviour. Although this might be the outcome, it does not seem to be the case that the information is 

too complex to be provided appropriately on a comply-or-explain basis. When institutional investors and 

asset managers benefit from the information, there will not be a case of information overload. Final 

beneficiaries might also benefit from the information, when they invest through occupational pension 

schemes. The employer can search or request information on the specifics, if he wants to use it in evaluating 

the institutional investor. Since the information should be disclosed at their webpages, it does not seem likely 

that information overload will happen, since the information is only gathered on a “voluntary” basis.  

The full potential of the articles is not utilised when the comply-or-explain approach is applicable, and 

some of the commitment value is therefore lost. Although the proposal could impose stronger obligations on 

the investors, it should be recognised that comply-or-explain is a commonly used approach in corporate law 

to optimise disclosed information. Given its popularity and appreciation, it may therefore be a positive 

regulatory method, for these provisions. However, considering engagement it appears to be appropriate to 

avoid entirely routine or thoughtless disclosure. 

2.3.3. Interest alignment between asset owners and asset managers 

Misalignment of interests between asset managers and asset owners is rooted in evaluation of performance of 

asset managers relying on short-term indices. Given the growing presence of institutional investors’99, they 

are important players in financial markets. They have traditionally been seen as sources of long-term capital 

because their liabilities are usually long-term, the number one example being pension funds which start 

paying pension benefits at the time of retirement, but which commonly collect payments already when the 

pension client enters into the workforce.100 Following this reasoning, pension clients, or final beneficiaries, 

of these investors typically have a long horizon for their investments. It is therefore essential for the entire 

proposal to align the interests of institutional investors and their asset managers, as it seems to be a crucial 

quality in providing long-term investments. The root of the problem is that asset owners have long-term 
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liabilities, whereas asset managers are selected and evaluated on near-term indices101, and therefore are 

focused on performing on a short-term basis, causing difficulties in the principal/agent relationship. 

Misalignment has its origin in the effectiveness of easily identified elements to evaluate asset managers. 

Institutional investors who lack in-house expertise or resources need to delegate the task to and rely on asset 

managers, even though the institutional investors do not necessarily comprise enough resources to have a 

comprehensive oversight on asset management making them poor monitors of their own agents. Instead of 

an on-going monitoring process, the investors find it necessary to evaluate each quarter of the year, relying 

to a large extent on market indexes or other asset managers’ performance.102 For this reason, the mandates 

and incentives given by institutional investors result in a short-term pressure on asset managers in order to be 

re-hired for the next quarter with the reasonable outcome that the assets of the institutional investor are 

placed in accordance with the short-term evaluation to show results. The result is misalignment of interests 

between long-term institutional investors and short-term asset managers. 

The actual effect of this misalignment of interests, as well as its contribution to short-term focus is 

disputed. Although it is questioned in some position papers that institutional investors are terminating asset 

managers on short-term underperformance measures103, a survey by the CFA Institute showed that 70 % of 

its members cited ‘performance evaluation based on short-term periods’ as a barrier to investment in long-

term assets, implying this to be the number one barrier compared to the other barriers mentioned in the 

survey.104 Misalignment of interests is also identified to be the main cause of short-termism.105 Accordingly, 

some argue that the alignment of interests between institutional investors and asset managers is the only way 

to ensure long-term investments.106  

Considering these arguments, it seems relevant to explore whether the proposed directive accommodate 

the alignment of interests, that is, encourages the long-term interests benefitting the final beneficiary.  

Disclosure of the characteristics of the bilateral relationship may first of all interfere with the contractual 

relation between asset managers and asset owners. It is argued that the relation between asset owners and 

asset managers is a private contractual relation that is not necessarily relevant to disclose to the public as 

                                                        
101  P. 2-3, European Commission. (2014). Executive summary of the impact assessment (acc. proposal for amendment 
of the shareholders rights directive 2007/36/EU). No. SWD(2014) 126 final. Brussels: European Commission. 
102  P. 152, Della Croce, R., Stewart, F., & Yermo, J. (2011). See also, p. 4 in European Commission. (2014). Proposal 
for a directive of the European Parliament and of the Council amending directive 2007/36/EC as regards the 
encouragement of long-term shareholder engagement and directive 2013/34/EU as regards certain elements of the 
corporate governance statement. Brussels. 
103 See e.g. p. 4, EFAMA (2014). EFAMA’s view on the European Commission's legislative proposal for a Directive 
amending Directive 2007/36/EC as regards the encouragement of long-term shareholder engagement and Directive 
2013/34/EU as regards certain elements of the corporate governance statement - 'Revision Shareholders' Rights 
Directive'. EFAMA represents the European investment management industry through its 27 member associations and 
63 corporate members.  
104 P. 3, CFA Institute. (2013). Long-term financing: Investor perspectives in Europe., 1-5. 
105  P. 9, Kay, J. (2012).  
106 P. 5, PensionsEurope (2014). 
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provided in article 3g (2), where ‘the main elements of the arrangement with the asset manager’ shall be 

disclosed.107 Contractual freedom enables alignment of interests on behalf of the parties themselves, because 

the negotiation between the parties will result in efficient provisions in the contract with no further need of 

regulation. Additionally, it is argued that the relation between the parties may comprise competitively 

sensitive information. In this light, regulation seems to be non-proportionate since it forces both asset 

managers and asset owners to focus on disclosure of popular measures instead of focusing on the “best fit” 

relationship between the parties. The requirement to publicly disclose the main elements of the arrangement 

therefore seems to have potential unintended consequences, without any specific justifications. 

The asset manager is only required108 to behave in accordance with the interests of the institutional 

investor by the mandate given by the institutional investor. It can be argued that the parties’ contractual 

freedom is to some point limited by the provisions, since the asset manager is required to take the strategies 

of the asset owners into account109, even though not necessarily specified in the contract between them.110 

When the parties have contractual freedom, it is obvious for the principal to specify how the agent shall act, 

which the principal ensures will be within the limits of its investment strategy in his instruction, as it is in the 

interest of the principal to have its agent aligned. Nevertheless, it seems questionable if the objective is to 

have the asset manager align its interests with the institutional investor’s investment strategy. The European 

Parliament has made some corrections to article 3h that limit the extent of the wording by shifting from a 

specific to a more general approach on what part of their relationship should be disclosed by the asset 

manager. Despite their correction, it does not seem to counter the concerns sufficiently. The Council do 

however also adjust that there should be less specification of the relation and more focus on key objectives of 

the relation on the long-term performance. The Council furthermore suggests that the information could be 

provided in the annual report and thereby not as an explicit disclosure, as proposed by both the Commission 

and the Parliament. This way, the Council’s amendment seems to take care of the privacy elements of the 

contractual relation.  

Summing up, the above arguments suggest that the regulation goes too far into the relation between the 

parties. However, in the light of contractual freedom it does not seem as though the market will find an 

optimal solution itself, since interests are not currently sufficiently aligned between asset owners and asset 

managers, causing short-term pressure on companies. Applying articles 3f-3h to the relation might therefore 

prove beneficial to the relation, as it is crucial for the asset owners and asset managers to be aware of each 

other’s strategies and policies in order to optimise the relation, and better align their interests.  

                                                        
107 P. 5, PensionsEurope (2014). 
108 Besides general duties of loyalty.  
109 Article 3h (1) of the proposed directive. 
110 P. 3, NAPF (2014). 
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A more subtle solution111 to the issue can for instance be found in the UK Stewardship Code that provides 

that while asset owners may delegate activities associated with stewardship to asset managers, asset owners 

are continuously responsible for monitoring them. Given the above critique, a general obligation to monitor 

and control the asset manager might be appropriate to ensure measures that will not contradict basic 

principles of national contractual law and furthermore not lay down any other obligations on the asset 

managers to align its strategies with that of the institutional investors. Considering that this solution ensures 

that the responsibility for the assets still lies with the asset owner, it seems as a reasonable suggestion, since 

the asset owner is after all the principal in the relation.  

2.3.4. Conflicts of interests 

Conflicts of interests are essential to be disclosed since they could affect the judgements of both asset 

managers and institutional investors. Conflicts of interests may arise for various reasons. It would for 

instance constitute a conflict of interests if the asset manager or the institutional investor provides financial 

services to the company since they each have other interests in the relation than just optimising performance, 

for example retaining their customer.112 Conflicts of interests may potentially frustrate the ability to pursue 

governance objectives, and should be identified for the benefits of especially final beneficiaries.113 

The Commission has identified conflicts of interests to be an obstacle to stewardship and responded to it 

by imposing obligations to include policies to manage these conflicts in the engagement policies and that 

asset managers should be transparent as to what conflicts of interests have arisen in connection with 

engagement activities.114 Conflicts of interests were recognised by B.S. Black as a major problem causing 

passivity amongst institutional investors in the beginning of the 1990’s.115 At the time, it was argued that 

disclosure was not seen as an appropriate mean, since institutional investors already had the incentives to be 

informed from their potential benefits by leading the company in the direction of their interests. In the 

current debate around short-termism, the argumentation by Black is rather interesting, because it reveals a 

propensity to rely on market powers to fix the failures.  

Both article 3f (2) and article 3h (2) (f) concern conflicts of interests and their identification, where 3f (2) 

ensures that proper tools are in place to manage potential conflicts and 3h (2) (f) concerns the asset 

manager’s half-yearly disclosure on actual or potential conflicts of interests. However, it is to be noted that 

the field is also to a large extent regulated by other directives.116 Even though the Commission recognise that 

                                                        
111 P. 3, EFAMA (2014). 
112 Recital 11 of the preamble in the proposed directive. 
113 OECD Principles of Corporate Governance, p. 15. 
114 Recital 11 of the preamble in the proposed directive. 
115  P. 524, Black, B. S. (1990). Shareholder passivity reexamined. Michigan Law Review, 89, 520-608. 
116 For investment firms, the principles laid down in article 3h (2) (f) is already regulated in article 23 of MiFID. For 
alternative investment funds, the principles laid down in article 3f (2) and article 3h (2) (f) is already to some extend 
regulated in article 14 of AIFMD. For management companies and investment companies, the principles laid down in 
3f (2) and article 3h (2) (f) are to some extend regulated in article 17-20 of UCITS. 
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the proposal is consistent with these rules117, duplication of legislation may lead to incoherence, and even 

frustrate the asset owners since it is a time-consuming (and costly) procedure to review and comply with 

regulation.118 The shareholder rights directive applies to shareholders in listed companies, and specifies an 

explicit obligation to identify and manage conflicts of interests, when clients hold shares in such companies. 

However, the costs of complying with the provisions in the proposal regarding identification and 

management of actual and potential conflicts of interests may though on the other hand be reduced, because 

the information is provided already. Indeed, it should not be forgotten that the proposed directive sheds 

another light on the identification of conflicts, and the focus on conflicts of interests in relation to 

shareholder engagement may optimise the information further, making shareholder engagement more likely. 

Considering the intensified attention of the asset owners and asset managers by complying with the proposal, 

the proposal may foster even more focus on conflicts of interests with possible mitigation of conflicts. 

Indeed, it should be kept in mind that the provisions apply on a comply-or-explain basis, but the fact that the 

institutional investors and asset managers to a large degree already identify the information as a consequence 

of other regulation, it should easily be provided, and more likely disclosed. Also, explaining that they did not 

disclose information regarding conflicts of interests might be difficult, when they already provide the 

information imposed by other regulation.   

The Commission finds it necessary to impose obligation to include the identification and management of 

conflicts of interests in engagement policies and that asset managers are transparent as to what conflicts may 

or have arisen. The new regulation of conflicts of interests is therefore distinct from the other directives, 

since it is an important issue to comprise in the policies. Gathering the information is not a great burden, 

since other regulation already imposes similar obligations although in another context. Focusing on conflicts 

of interests must necessarily reduce conflicts, especially when disclosed to others. The risk of concluding a 

biased decision is mitigated and the obligation ensures trust, which may encourage investments.  

2.3.5. Concluding remarks 

Concerning the value of the information the investor is required to disclose, we find wide reaction 

possibilities for especially investors themselves, but also for final beneficiaries and the companies. When 

final beneficiaries are able to react collectively, they may exert pressure on the institutional investor to be 

more long-term oriented and to be engaged. The information can be viewed as a way of gaining competitive 

advantage, in the search for pension clients. The dialogue with the company is furthermore strengthened. The 

provisions make the investors attentive of own conduct, and they have many reaction opportunities regarding 

the information they shall disclose. Disclosure of information in itself enhances engagement due to the 

investor awareness, but it seems that the costs in some instances become too high when comparing it to the 

benefits of the information. These benefits should though be weighed against the possibility that some 
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investors may refrain from voting, because of increased engagement costs fostered by the requirement of 

explaining every vote cast. Therefore, only some votes should be explained, and we find the Council’s 

suggestion of applying the rules only to shareholders holding at least 1 % of voting rights appropriate. 

Considering that some of the provisions are comply-or-explain based, there is great potential for optimising 

the disclosed information, which reinforces that investors should be able to choose if they want to explain all 

votes or simply choose to disclose solely information they find relevant.  

The provision aligns interests by fostering a focus on the relation and its contribution to the overall long-

term aims of especially the institutional investor. This enhances long-term engagement, since investors will 

be inclined to align their own strategies with the information disclosed by the asset manager given that the 

investors are themselves already public about how they conduct various issues in their strategies and 

policies. 
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2.4. Enhancing transparency of proxy advisors  

This section will examine the provisions seeking to enhance transparency of proxy advisors. In order to 

ensure that shareholders exploit the full potential of proxy advices, the Commission has proposed rules 

regarding proxy advisors’ method of working. Proxy advisors provide shareholders with recommendations 

for the exercise of their voting rights.119 Their recommendations are based upon a thorough assessment of the 

company and the shareholder, and may sometimes even provide efficiencies for several shareholders, in 

particular if they serve several minority shareholders in the same company.120 

A proxy advisor is a useful tool in a financial market characterised by cross-border shareholders, and the 

Commission has identified that increasingly complex company decisions strengthen the need for these 

advisors in the financial market.121 Proxy advisors are therefore important in order to ensure the quality of 

decisions in a company with a large group of cross-border shareholders.122 Hence, proxy advisors help 

reduce the costs of being a cross-border shareholder by analysing and advising on the information from 

companies. Despite this recognised importance, stakeholders are concerned about proxy advisors’ influence 

on voting behaviour of shareholders and they furthermore find a need for regulation.123 In particular, two 

deficiencies in methods used by proxy advisors were identified in the Impact Assessment: a) They are not 

taking local market and regulatory conditions into consideration, and b) there may be a conflict of interests 

with the company regarding their other responsibilities, which hinders their ability to give independent 

advice.124 The Commission has therefore proposed that proxy advisors guarantee accuracy and reliability of 

their voting recommendations,125  and furthermore that they should disclose information on how they 

operate126 and on their actual and potential conflicts of interest.127 Stakeholders have however addressed a 

fear that if regulation128 on proxy advisors’ behaviour becomes too extensive, the business for proxy advisors 

in the EU will be obstructed.129 This fear is addressed in the amendments by the Parliament that focuses on 
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less extensive mandatory regulation for proxy advisors. The Council is even more apprehensive about 

extensive regulation, and has therefore proposed that proxy advisors simply follow a code of conduct but on 

a comply-or-explain basis. 

Since proxy advisors are crucial for engagement, it is of great importance that shareholders are able to 

continuously rely on proxy advices. Regulation may therefore be essential to ensure that especially minority 

shareholders benefit from their service. Minority shareholders are of great importance, since they might not 

have incentives to assess the information prior to a company decision, given their small stake in the 

company. Their engagement may therefore depend upon the services of proxy advisors. It appears essential 

for minority shareholders that proxy advisors continuously supply services to the European market.   

In the following we will outline and discuss the reliability of proxy advisors and whether the proposed 

regulation is the right measure through an assessment of article 3i. 

2.4.1. The role of proxy advisors  

The importance of proxy advisors is even more evident when considering the current European market and 

the effect of the Commission’s proposal fostering more shareholder engagement. Only two130 proxy advisors 

are able to meet the needs of the European international investors in cross-border situations, since other 

operating advisors are only present in their own country of origin131. The cross-border service providers seem 

to have great impact on shareholders’ voting behaviour. In fact, research shows that recommendations from 

ISS, who is a major proxy advisor, actually shifts 6-10 % of the votes cast by shareholders.132 Their presence 

is therefore significant and agenda setting for the entire international governance system. The straightforward 

benefit of proxy advisors is that they reduce the costs for shareholders by analysing information on their 

behalf in order to give advice on voting.133 As further recognised by the Impact Assessment, the role of 

proxy advisors will be even more relevant should the proposed directive be effectuated, as it imposes more 

shareholder rights in listed companies, which will probably foster an increased need for proxy advisor 

engagement.134  

Proxy advisors have a potential objective-fulfilling role in light of the Commission’s agenda to promote 

quality in cross-border investments and engagement, since they can help overcome some of the collective 

action problems that international and diversified shareholders are faced with by exploiting economies of 

                                                        
130 That is, Institutional Shareholder Services (ISS) who provides recommendations for more than 40.000 shareholder 
meetings of companies from more than 100 countries and Glass, Lewis & Co. who provides recommendations for more 
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132 P. 895, Choi, S. J., Fisch, J. E., & Kahan, M. (2010). The power of proxy advisors: Myth or reality? Emory Law 
Journal, 59, 869-918. 
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scale.135 These shareholders do not individually have the power or the incentives to affect management, but 

may be able to do so collectively, where the proxy advisor decreases the costs of the individual shareholder, 

thereby making it more likely that he will engage. In particular, proxy advisors may provide synergies that 

optimise shareholders’ information gathering prior to the general meeting also due to economies of scale, 

where the supply of the same service to several shareholders reduces the costs for the individual shareholder. 

Collective action problems also seem mitigated by the collective use of proxy advisors, especially where 

several minority shareholders engage in the same company. Proxy advisors are thereby reducing the 

engagement costs, which naturally lead to more shareholder engagement.136  

When shares are held cross-border, the information may seem even more difficult and hard to analyse. 

Foreign shareholders hold approximately 44 % of shares in European listed companies, but distinct national 

governance systems and rules complicate individual shareholders’ analysis of company information.137 

Consequently there is a lack of shareholder expertise in cross-border holding situations, which may lead to 

engagement based on a weak foundation. In this light, it is suggested that  

‘[..] proxy voting is still better than thoughtless voting.’138 

Thoughtless voting harms the governance mechanisms, since both shareholders and the company are better 

off with aligned interests, and when shareholders do not engage properly this is not achieved. Proxy advisors 

therefore have an important task to perform in taking shareholder’s interests into account when advising, so 

that their interests will be reflected in their engagement. 

It also causes concern that proxy advisors have such great influence on shareholder voting. Despite the 

identified efficiencies, proxy advisors are nevertheless not the owner of the assets and therefore do not have 

financial incentives to consider the company in this light. The risk is that the misaligned interests between 

the parties are damaging for shareholder engagement. This is a typical agency problem, where the 

shareholder is not monitoring the proxy advisor. The proxy advisor’s service is not just a bottom line since 

the proxy advisor’s reasons for the specific recommendations of the vote are also provided,139 whereas the 

shareholders can analyse the recommendations and validate that the advice corresponds to the shareholder 

interests. However, there is a calculated risk that the advice is inconsistent with the shareholder interests if a 

shareholder does not have the interest in or the time to do this by himself. Given that the shareholder is 

already paying for the service, it is likely that the shareholder does not investigate any further as it will incur 

him additional costs, and he trusts the advice given by the proxy advisor. While this may seem as an optimal 
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cost-efficient solution for engagement of European shareholders, proxy advisors do create a potential risk 

that lies in the information asymmetry. A smaller shareholder may be less willing to monitor the 

management, whereas a larger shareholder has a big risk and it therefore pays off for him to spend money on 

monitoring. How closely the agent should be monitored is a common principal/agent discussion. In some 

instances the proxy advisors therefore have great influence, and it therefore seems essential to make sure that 

proxy advisors are in fact deciding upon an informed and thorough analysed ground, and thereby reducing 

insecurity for shareholders. 

Consequently, it appears that proxy advisors do create certain risks due to the information asymmetry, but 

nevertheless also have the potential to increase shareholder engagement due to efficiencies. 

2.4.2. Scope of article 3i 

In this section we will shed light on concerns about the scope of the article, because the scope potentially 

causes both confusion and exclusion of proxy advisors in the European market.  

The term ‘proxy advisor’ might encompass more than typical proxy advisory firms such as ISS and Glass, 

Lewis & Co, whose main business is proxy advisory services and services related hereto. The ECGS argues 

that there should be a balanced treatment of all agents providing voting advices, therefore also lawyers, 

associations, remuneration consultants etc.140 A proxy advisor is defined141 in the proposal as ‘a legal person 

that provides, on a professional basis, recommendations to shareholders on the exercise of their voting 

rights’. It is therefore not literally limited to only concern the typical proxy advisor, but could also apply to 

the actors expressed by the ECGS. Whether it is the purpose of the Commission to have a wide definition of 

proxy advisors is not crystal-clear, since it specifically mentions that only two advisors are able to meet the 

European needs,142 thereby implying that the proposal only regards the traditional proxy advisors, such as 

ISS and Glass, Lewis & Co.143 It could possibly be of concern if the Commission were to impose obligations 

on advisors such as lawyers who are already imposed with regulation for many instances and would probably 

oppose this regulation to include them in the scope. If the Commission wanted to expand the definition to 

also include lawyers etc., it would most likely not describe the market as characterised by limited 

competition.144  

The prevailing definition of proxy advisors must however be the one in the proposed directive, as it also 

seems fair and reasonable in terms of engagement and competition in the market. It should be noted that the 

definition in the proposed directive is the superior source of law and that preparatory work is not given much 

empathy in the European regulatory methodology. It additionally seems reasonable that where other actors 
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provide similar recommendations as proxy advisors they should compete on equal terms and therefore face 

the same obligations to provide transparency and certainty that proxy advisors do. Despite the ECGS’ 

apprehension and the wording of the Impact Assessment, the literal definition seems to impose obligations 

on both traditional proxy advisors and those who provide similar services. The ‘broad’ term of proxy advisor 

in the proposed directive also seems enhancing for transparency, and less confusing for shareholders.  

2.4.3. Guaranteeing accuracy and reliability 

What is most criticized about article 3i is the phrase in paragraph 1 specifying it shall be ensured that proxy 

advisors adopt and implement adequate measures ‘to guarantee that their voting recommendations are 

accurate and reliable, based on a thorough analysis of all the information that is available to them.’ 

According to several respondents, this approach possibly deters further advisors from entering the European 

market. The proxy advisory industry already has high entry barriers in form of start-up costs, which might 

deter entrants.145 The focus of this section will therefore concern the effect that article 3i (1) will have on the 

recommendations of incumbent firms.  

One of the implications from this wording is that proxy advisors are requested to be absolutely sure about 

their advice, which is argued to cause vague recommendations to the detriment of shareholders. According to 

CEP, providing guarantee for advice on voting may sometimes be impossible, and when this is the case, the 

proxy advisor may in order to comply with the proposal only give vague recommendations or even refrain 

from giving advices.146 Evidently, when shareholders hold a relatively large stake and when their stake has a 

large market value, they tend to deviate more from proxy advices.147 These shareholders are able and 

incentivised to hold the costs of gathering information and voting, which make them less dependent on proxy 

advisors recommendations. The Impact Assessment has specified that when minority shareholders vote, they 

typically rely heavily on proxy advisors,148 in order to be active and engaged. They are more dependent, 

which is underlined with the arguments of economies of scale mentioned in section 2.4.1. The prevalent 

understanding that proxy advisors do not have incentives to provide guarantees, which comprise the risk of 

vague advices or even none, is therefore of utmost importance for the objective of enhancing shareholder 

engagement.  

Another potential effect of the wording is that proxy advisors will be pushed out of the European market 

implying the risk that shareholders will essentially not vote. If the wording has a deterring effect, no 

shareholder can optimise the voting process with the service. The inherent consequence is thus that 

shareholders will be less likely to vote. In particular, if shareholders with small stakes are more dependent on 

proxy advices, it is likely that their votes will not be cast at all, whereby the provision has a detrimental 
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effect on engagement. It is though empathised that proxy advisors should be aware and in control of their 

processes to deliver accurate recommendations, but it should not be a guarantee.149 

There are however some benefits with a guarantee as the Commission proposes, since shareholder costs 

are mitigated. By guaranteeing the advices, proxy advisors would assure shareholders that their interests are 

best served with the specific advice. We acknowledge that information asymmetry is present, but assume 

that the proxy advisors would have to consider the shareholder’s interests to the extent they are able to 

guarantee the accuracy and reliability, which somehow must accord with the shareholder’s interest. Costs of 

voting would be reduced since the shareholder can without any further costs rely on the advice given by the 

proxy advisor, in particular because it is a guarantee. To our knowledge, there is no data specifying how 

many shareholders spend time reviewing or “checking up” on the advice, only that minority shareholders 

tend to follow advice150 whereas institutional large shareholders tend to deviate151. A guarantee would 

nevertheless make the self-assessment less necessary, thus reduce costs for the shareholders. Enforcement 

mechanisms would support the guarantee and allow the shareholder to rely even more on the proxy advices. 

It should be noted that it is not particularly clear whether it is the Commission’s intention to relieve the 

shareholder from checking up on the proxy advices. It is not necessarily an optimal solution to relieve the 

shareholders from confirming the advices, because of the reasons described in section 2.4.1. The proxy 

advisor is not the asset owner, and therefore does not have an economic interest in the voting. Furthermore, 

there might be risk of information asymmetry between the parties, which causes the proxy advisor to not 

necessarily recommend in line with the shareholder’s interests. When the recommendations are not reviewed 

by shareholders, but merely applied, there is a risk of voting against shareholder interests. The guarantee will 

nevertheless reduce the costs of engaging for shareholders and will more likely foster more engagement 

including voting. However, it is not ensured that the engagement will be of better quality, for instance if 

proxy advisors are subject to conflicts of interests. Nevertheless, the wording seems to enhance engagement, 

albeit not ensuring the quality hereof. 

The European Parliament has proposed to amend towards a more subtle solution, thus relieving proxy 

advisors from the obligation of guaranteeing while at the same time ensuring recommendations with respect 

to the clients. According to the Parliament’s 1st reading, proxy advisors should adopt and implement 

adequate measures ‘to ensure to the best of their ability that their research and voting recommendations are 

accurate and reliable, based on a thorough analysis of all the information that is available to them, and are 

developed in the sole interest of their clients.’152 By withdrawing the guarantee requirement, the Parliament 

clarifies that proxy advisors should do the best with their abilities, but cannot be expected to specifically 

guarantee anything, thereby relieving the proxy advisors from the heavy burden. At the same time, the 
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Parliament suggests that the recommendations should be in the sole interest of their clients, whereby it is 

ensured that the proxy advisors consider the individual client, when providing advices. The Council moves 

even further away from the guarantee by only requiring that proxy advisors apply a code of conduct. 

Additionally, the Council requires that proxy advisors shall provide information on subjects such as their 

methodologies, but only if and so forth this information is not disclosed elsewhere, which could for instance 

be in their annual report and/or in their compliance document with their code of conduct. This seems like a 

more straightforward solution, which is flexible enough to meet the demands of both shareholders and proxy 

advisors. 

Following arguments about information asymmetry, it seems reasonable not to require that proxy 

advisors guarantee, since the shareholders are still the righteous owners of the assets, and therefore ceteris 

paribus have other interests than the proxy advisor, which the proxy advisor cannot necessarily observe. A 

more subtle solution would be the one submitted by the Council, which leaves more room for the proxy 

advisory firms to behave as they see fit. By weighing these arguments up against the consideration of 

ensuring that shareholders are still able to rely on proxy advices, it seems reasonable to apply the middle way 

the Parliament suggests. This conclusion may however be interrupted by the regulatory intervention, which 

we will consider in the next section.  

2.4.4. Regulatory intervention 

Previous work disputes the appropriateness of imposing mandatory regulation on proxy advisors. The 

European proxy advisor industry has not yet been subject to any mandatory regulation. Since only a few 

players are present in the European market, it should cause regular concern that they may exit as a response 

to mandatory regulation. The intervention seems severe, especially considering an ESMA report153 did not 

identify any market failures that could reason mandatory regulation. ESMA therefore recommended a 

policy-based approach since ‘the introduction of binding measures would not be justified.’ The majority of 

the 63 respondents to ESMA’s investigations preferred either no actions at EU-level or a policy-based 

approach. It is therefore not surprising that several respondents154 oppose the regulation by the Commission. 

Among the opponents is the BPP Group who has developed Best Practice Principles for Shareholder Voting 

Research155 to be adopted on a comply-or-explain basis in the industry. The principles were released in 

March 2014 as a direct response to the recommendations from the ESMA report. Because the principles 

were based upon both global, European and national “investor codes”156, the BPP Group is under the 

impression that these principles are capable of setting standards for the entire proxy advisor industry, and 

                                                        
153 ESMA. (2013). Final report: Feedback statement on the consultation regarding the role of the proxy advisory 
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155 Chaired by Professor Dirk Zetzsche. 
156 Such as the global Principles for Responsible Investments (PRI), the European Fund and Asset Management 
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that they furthermore respond to the concerns the proposed directive is seeking to address.157 The BPP Group 

finds that their principles should at least be given time in order to assure that the proposal does not intervene 

with a mechanism that is already in place. The BPP Group also finds it important to ensure that the 

proportionality principle is complied with, when a less onerous method is available. Concerns about 

inequality in implementing acts in different Member States are also minimised with the principles that apply 

equally although on a voluntary comply-or-explain basis. An important notion is that both ISS and Glass, 

Lewis & Co. have adopted these principles to their services. 

A look upon the approach to the proxy advisor industry in the US confirms that the time is not yet for 

mandatory regulation of proxy advisors. Proxy advisors have come under the scrutiny of U.S. policymakers, 

however no mandatory regulation has been imposed. The US Securities and Exchange Commission issued 

guidance on the ‘Proxy Voting Rule’ in June 2014 specifying that investment advisers have a fiduciary duty 

to their clients to vote their proxies in the client’s best interests.158 The guidance expresses a central concern 

in the US that proxy advisors are too influential on voting results, and especially the need for authorities to 

specify that the fiduciary duties of shareholders are incompatible with inattentive overreliance on proxy 

advisors.159  Concerns arising from proxy advisors’ presence in the US look similar to the ones the 

Commission has empathised. However, the US has not found reasons for regulation in the industry yet, and 

therefore merely imposes soft-law. The reasoning underlines the BPP Group perception, that no hard law is 

necessary.  

Although the Parliament relieved proxy advisors from guaranteeing their recommendations, the 

Parliament’s amendment is continuously mandatory, and therefore not in the market’s interests. The 

Parliament has added that proxy advisors should follow a code of conduct, which could be an adoption of the 

principles formed by the BPP Group. The application of the principles should however not be seen as a 

decrease in responsibilities for proxy advisors, since it is merely an addition to the other requirements in the 

article160, which is not the overall approach the BPP preaches. In contrast to following the advice that proxy 

advisors should be guided by principles instead of hard law, the Parliament has chosen to apply both 

approaches. Article 3i, paragraph 2 and 3 constitute disclosure requirements on information used in 

preparation of their voting recommendations and information on actual and potential conflicts of interests. 

These provisions counter the two deficiencies observed in proxy advisory services about taking local market 

                                                        
157 P. 1, BPP Group (2014). Shareholder Rights Directive II Position Paper prepared by: Best Practice Principles 
Group for Shareholder Voting Research ("BPP group"). 
158 Division of Investment Management, Division of Corporation Finance & Securities and Exchange Commission. 
(2014). Proxy voting: Proxy voting responsibilities of investment advisers and availability of exemptions from the proxy 
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School Forum on Corporate Governance and Financial Regulation, Published in New York Law Journal September 25 
2014, 1-10. 
160 That is on disclosure requirements on information used in preparation of their voting recommendations and 
information on actual and potential conflicts of interests. 
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and regulatory conditions into account and conflicts of interests. In order to ensure transparency in this 

regard it seems necessary to regulate exactly these two issues. This may be the reasoning behind the 

Parliament’s priorities. However, the BPP Principles also take these specific problems into account. In 

particular, the principles are carried out in three broad ones, where Principle One is Service Quality and 

Principle Two is Conflicts-of-Interest Management. Principle One requires that signatories should ‘have and 

publicly disclose their research methodology, and, if applicable, “house” voting policy’. More specifically 

should the research methodology for instance comprise the extent to which local conditions and customs are 

taken into account. Principle Two provides for signatories to ‘make full and timely disclosure of potential 

conflicts that could reasonably be expected to impair their independence or interfere with their duty to 

clients.’ The two principles do not appear significantly different than the provisions in the proposed 

directive, only when considering that they are merely principles and not mandatory regulation. For these 

reasons, the Council’s amendments as described in section 2.4.3. seem to counter both the market needs and 

what ESMA found sufficient as well as ensure that the deficiencies are dealt with in the disclosed 

information without imposing mandatory regulation other than the obligation to follow a code of conduct.  

Summing up, this section seems to imply that the time is not (yet) for mandatory regulation of proxy 

advisors. Although proxy advisors may achieve a more significant role in light of the proposal, the suggested 

provisions do not seem proportionate as principles were introduced just last year, based on a thorough 

analysis of the market that concluded that regulation would not be justified. It is hard to believe that more 

rights for shareholders emphasise the need for regulation to this extent. 

2.4.5. Concluding remarks 

This section on proxy advisors has examined two main issues; the reliability of proxy advisors and regulation 

as the right measure.  

Proxy advisors play a crucial role in order to encourage shareholders to engage and it is therefore of 

utmost importance that their reliability is ensured. The obligation to guarantee accuracy and reliability is 

detrimental for shareholder engagement, as its implications are that proxy advisors will either give vague 

advices or none. Whether the outcome will be one or the other, the shareholders’ costs of engagement 

increase, as they must check up on either information or the vague advice. Since cross-border engagement 

costs are already high, small shareholders will most likely refrain from voting, if proxy advisors give vague 

or no advices.  

Mandatory regulation is not justified in light of the current problems in the proxy advisor industry, such 

as non-transparency. The objective of combating these problems may be achieved by less extensive means, 

for example by a principle approach. The likely outcome of the Commission’s proposal is that international 

proxy advisors operating in the European market withdraw from the market. Since especially minority 

shareholders rely on the services of proxy advisors, this would in all circumstances entail less shareholder 
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engagement. The specific BPP Principles match the required substance, and are therefore able to ensure the 

same effectiveness as the regulation. For these reasons, the principles-based approach mitigates the potential 

effects of mandatory regulation, and they will not impair shareholder engagement.  
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2.5. Strengthening the link between pay and performance of directors  

We will now turn to the part of the Commission’s proposal on strengthening the link between pay and 

performance. The Commission has identified that unclear remuneration schemes cause difficulties for the 

alignment of interests between shareholders and management. The relationship between shareholders and 

management of a company is a classic agency relation, where alignment of interests is crucial for an 

effective relationship. Remuneration is a key element that aligns shareholder interest with the directors’ and 

ensures that directors act in the best interests of the company.161  

According to the Commission, information on remuneration in Member States is neither clear nor 

comprehensive.162 When remuneration is not clear it causes difficulties for shareholder engagement since 

they are not able to monitor whether directors are opportunistically rewarding themselves instead of the 

long-term performance of the company. Shareholders might accept a high pay to directors when they 

perform well and when shareholders get value for their money, but this may be a short-term measure and 

therefore not in all circumstances value-adding to long-term company performance. In bad times 

remuneration is neither easily understood.163  Given that remuneration schemes of directors are often 

complex, it is difficult for shareholders to conclude the actual pay of directors and further, to determine 

whether it is appropriate.164 Also, shareholders do not, under the current system, have enough tools to give 

their opinion on remuneration. This causes an insufficient link between pay and performance, as identified in 

the Impact Assessment.  

Based on this reasoning, the Commission has introduced rules to create a link between pay and 

performance and a “say on pay” by providing shareholders with a binding right to vote on the policy and 

following an obligation for companies to pay directors accordingly, cf. article 9a. Furthermore, some formal 

requirements apply to the content of the policy including how it contributes to the long-term interests and 

sustainability of the company. The Commission also requires an annual remuneration report to be drafted by 

the company, which includes information on actual remuneration in the previous year, which is also subject 

to an non-binding shareholder vote, cf. article 9b. The provisions hence provide both ex ante and ex post 

control mechanisms for shareholders, where shareholders have a right to preapprove the pay of directors and 

further to secure that the policy is complied with onwards and correct application hereof. The articles apply 

to directors’ remuneration, which covers any member of the administrative, management or supervisory 

bodies of a company, cf. the proposed article 2 (l).  

The Commission acknowledges that shareholder approval of remuneration policy and report will cause 

higher costs for companies, but it is argued that they will be small and outweighed by benefits, such as 
                                                        
161 P. 25, the Impact Assessment. 
162 P. 24, the Impact Assessment. 
163 P. 25, the Impact Assessment. 
164 P. 26, the Impact Assessment. 
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decrease of unjustified transfers of value to directors; better financial performance and strengthened 

corporate governance; and further lead to long-term engagement.165 The link between a say on pay and 

shareholder engagement is strong, as it is a direct measure for shareholders to control management. 

In the following section we will focus on the implications of the proposed directive regarding the 

functionality of shareholder approval, including which information shareholders should base their voting 

behaviour upon and how it may affect the company and competition. 

2.5.1. Vote on remuneration policy and report 

The shareholders are entitled with the right to vote on the remuneration report and policy according to article 

9a and 9b. The common understanding among shareholders is that top executives are overpaid,166 which is 

assumed to give them incentives to monitor and control that director compensation provides adequate 

incentives.  

Whether shareholders will actually use voting rights on remuneration is however questionable, since 

experience from the US points towards the opposite. In 2010, shareholders in the US were given the right of 

an advisory vote on remuneration, introduced by the Dodd-Frank Act.167 Although this right was highly 

welcomed by shareholders,168 the US has now realised that shareholders tend to merely endorse the 

remuneration practices presented by management instead of opposing.169 The experience from the US is an 

example that more shareholder rights do not necessarily lead more qualified engagement. Naturally, there 

still is a chance that most shareholders merely found the remuneration appropriate, which may be the reason 

they did not oppose in these instances. In the cases where shareholders opposed, 65 % of companies changed 

their remuneration practices.170 This suggests that shareholders are rewarded for their engagement, even 

when votes are not binding. If further shareholder rights are provided in Europe, the outcome may be similar. 

It is however important to notice that the US companies in many cases face a dispersed ownership 

structure.171 It may be that the experience with shareholder voting on remuneration only provides guidance of 

how shareholders in dispersed ownership structures will act, thus constituting some limitation to the 

comparison. 
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Currently, European shareholders have access to information on remuneration in annual reports,172 have a 

right to ask questions at the general meeting and further have a right to vote on the annual report as an ex 

post control. The lack of engagement that the Commission has identified is present although shareholders 

have these rights. It may prove that shareholders in general do not have an opinion on remuneration. 

However, since the current rights do not particularly concern remuneration, the explicit rights of the 

proposed directive may prove to enhance the relation.  

More shareholder power might benefit engagement of especially large shareholders, but the alignment 

with management may also encourage other shareholders to engage. Rational apathy can explain why 

shareholders do not ask questions or dispute the remuneration under the current rules, as they do not believe 

their vote will be heard and/or, more importantly, that it will not have the wanted outcome. This potentially 

leads to passive or indifferent shareholders. Large shareholders may on the other hand have greater 

incentives to engage, due to their ability to directly affect the policy and report. This potentially increases 

shareholder engagement. The OECD has concluded that it is increasingly good practice to impose 

shareholder voting (binding or non-binding) on remuneration policies and implementation measures.173 This 

may be read as confirming towards the effectiveness of shareholder vote on the matter. Dissent regarding 

remuneration counted for the second largest issue in the EU.174 EU experience therefore shows other findings 

than the US, implying that the US experience is not to be applied in all European cases. This may also 

depend on the ownership structures in European listed companies, which in many cases is concentrated. In 

order to increase engagement, it may be substantial to offer voting rights on the matter. 

If shareholders are not long-term, they will not request long-term measures. Despite expected increase in 

shareholder engagement for certain shareholders it is questioned by CEP if shareholder oversight will lead to 

long-term performance, since shareholders themselves do not always think long-term175 thus disputing the 

link between the purpose and the articles. The outcome of shareholder engagement will therefore not be 

long-term oriented unless the supervisory board proposes a policy with long-term incentives. The 

responsibility is therefore de facto with the supervisory board, and it is not found that the shareholder vote 

will affect long-term performance. The voting rights therefore presuppose that shareholders have long-term 

interests. This might nevertheless not be the case. 

2.5.2. Are shareholders fit to oversee directors’ pay? 

Shareholders rarely have the time and/or expertise to oversee management in companies, which is why they 

employ a board of directors or supervisory board (hereinafter referred to as the “board”) to carry out these 

activities for them. Traditionally, in companies with a board, it is the one to oversee management and 

                                                        
172 Provided in the Accounting Directive. 
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determine pay accordingly, because of their competencies and expertise. In this light, the proposed rules shift 

the power of the board to oversee management from board to shareholders. Shareholders are not necessarily 

experts in the director’s effort and performance and the pay linked thereto, and it is therefore relevant to 

discuss whether they should ultimately have the power to decide on remuneration. It is suggested that “say-

on-pay” provisions 

‘are attempts to transfer power from board to shareholders in a way that is unlikely to add value 

to the companies concerned, given the inclinations and capabilities of shareholders.’176  

We will therefore examine this closer. 

It is suggested, that optimally structured compensation schemes are a way for shareholders to control 

management without having to monitor, especially when the ownership structure of the company is 

dispersed.177 As Europe may be moving towards more dispersed ownership,178 also as an effect of cross-

border holdings, it seems vital that remuneration schemes get attention. It may be hard to predict the actual 

consequences of the voting right, but experience from the US implies that shareholder approval is simply an 

additional cost with only small efficiency means. Besides the above mentioned shareholder advisory vote on 

remuneration, the US also has disclosure rules on executive remuneration for listed companies as well as a 

requirement to publish policies for director remuneration.179 Following the introduction, only 2,2 % of 

policies were rejected in 2013 thus indicating that shareholders will typically not vote against the policy.180 

In the light of shareholders versus boards to oversee remuneration, it could be a token of shareholders who 

find the boards’ remuneration policies reasonable and that the board should therefore continuously set the 

remuneration. It could also be that shareholders are not capable of assessing the complexity of compensation. 

The same can be indicated when EU experience shows that remuneration is the largest dissented issue.181 

Even if a shareholder is long-term oriented, he may not possess the expertise to evaluate whether a certain 

pay package will promote long-term performance, and he will therefore not know what he should require of 

the remuneration package. This suggests that shareholder approval is merely an additional cost, although the 

control mechanisms still lead to increased alignment between shareholders and company.  
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Following the introduction of the requirements in the US, executive pay actually rose,182 which cannot be 

assumed to be the expected effect. One would think that increases in remuneration affect shareholders 

residual, so they would not approve a rise. However, as boards submit remuneration schemes to general 

meetings, shareholders are not able to form the policy as they prefer, but merely oppose the submitted one. 

The increase in executive pay can stem from the fact that shareholders are not experts on executive pay, and 

thereby just endorse what is being submitted without the ability to review critically. If the shareholders are 

not effectively using their right by voting on an informed and qualified basis, the voting rights are merely a 

costly exercise for both the company, who is to prepare the remuneration policy and report for their 

shareholders, and for the shareholders if it de facto increases the pay. In this light, shareholders are not the 

right party to oversee remuneration. The effect of shareholder oversight shall not be underestimated since it 

may effect management when they know they are being watched. If shareholders in European companies 

respond to their imposed rights according to shareholders in U.S. companies, both parties face an extra cost, 

although the effect of the monitoring by shareholders may mitigate this cost to some extent.  

It is important to look at the risk of inconsistency in the remuneration policy over a longer period since 

long-term engagement may be obstructed by shareholder approval every third year. There is a risk that if 

shareholders actually change the policy every third year, the voting right may hinder long-term interests. 

This could be a situation where there has been a significant change in owners of the company and the new 

shareholders want to alter the remuneration to their priorities. Directors subject to having their remuneration 

up for a vote every third year may be uncertain about their remuneration, and their focus may point towards 

(change in) remuneration instead of working and benefitting the company. This change of focus potentially 

obstructs the long-term performance, as directors will be inclined to adjust their performance to the new 

policies, which are only approved for a temporary basis of three years. For this reasoning to hold, there must 

be an assumption that shareholders actually oppose remuneration schemes, although it may not always be the 

case, cf. above. The EBF fears that the three-year approval will potentially undermine the remuneration 

policy submitted by the supervisory board geared to sustainable corporate performance.183 They therefore 

argue, that there should be no need to approve the policy every third year, unless actual changes are made to 

the policy. The Council seems to have taken this into account, as they simply deleted this part of the 

proposal. Furthermore, they have emphasised that the voting of the shareholders is binding and that the 

policy is applicable until a new policy has been approved at the general meeting. Following this reasoning, it 

would be a more sustainable solution, if the board were responsible for the remuneration policy.  
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Inconsistency in the approved policy may lead to changes in the remuneration policy and potentially have 

a detrimental effect on the compensation scheme, and therefore the long-term sustainability of the company. 

It is problematic if the policy is subject to regular change, which can make the management’s incentive more 

short-term. The three-year vote is therefore not regarded as particular beneficial to the sustainability of the 

company nor for the encouragement of long-term shareholder engagement.   

2.5.3. The adequate measure of performance 

Remuneration packages can be composed by several complex elements. The Kay Report suggests that a way 

of ensuring alignment between management’s interests and shareholders’ is by tackling misaligned 

incentives in remuneration practices.184 Sustainable long-term business performance can be achieved by 

using holding shares185  as a part of remuneration, which cannot be sold until a certain point after 

resignation.186 This way the director has to keep the long-term interests in mind during his tenure, if he wants 

the advantage of the shares. At the same time, it might incentivise the director to be more lenient towards 

heavier investments that contribute to the long-term.  

Elements in remuneration as well as average tenure of directors may foster management focus on short-

term goals. Directors’ pay is often linked to the performance of the company by creating incentives for the 

director to act in the best interest of the company and inherently the shareholders. For instance, using stock 

options creates incentives for the management to act in a way that will increase the value of the company, 

which will ultimately be valuable for the shareholders. However, it is important to be aware of the downsides 

of this option, that is management’s strong incentives to improve the share price in the short-run, even if this 

is at the cost of the company’s long-term value.187 Directors often have incentives to perform on short-term, 

since this will show the good results of the directors’ work, while the director is still employed with the 

company and is compensated for his efforts. The average tenure of directors is measured to be approximately 

7 years,188 which will demand some of the director’s efforts to materialize before resigning. Further, when 

pay is linked to stock options this effect is intensified, as compensation will represent a direct measure of the 

performance. However, not just the director interests are a factor, but also encouragement of employees by 

showing continuously good results.189  

Organisations have also questioned the link between the regulation and long-term focus. The Commission 

is requesting a better link between pay and performance, and in particular how it contributes to long-term 

performance, which is a more sustainable approach than measuring against short-term performance. The 
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CEP is however sceptical of the link between the proposed articles and long-term performance of the 

company. It may be difficult for shareholders to assess whether management’s work will lead to long-term 

performance, since it will materialize in the future, and the outcome will therefore not be certain, when 

agreeing upon the policy today. It is suggested that ‘linking pay to company performance is a complex 

challenge that ultimately requires the use of discretion and judgment, even if boards are sometimes reluctant 

to stray from formulaic approaches’ and that ‘Judgment is especially important where long-term targets are 

used.’190 Performance must therefore be subject to a more qualitative assessment by those overlooking 

management. To draw something from conclusions in the above section 2.5.2,, it is not necessarily certain 

that shareholders can assess the complex connection between long-term performance and pay. Shareholders 

view hereof will therefore not benefit the approval of remuneration.  

Shareholders will face further difficulties in determining whether specific remuneration is appropriate for 

management’s performance. Both shareholders and civil society have criticised the lack of relation between 

pay and performance, which is a highly political issue, especially in light of the financial crisis.191 The notion 

was specifically that the directors who perceivably had underperformed were not worth the high pay.192 

However, it is important to notice that directors can be mistaken for underperforming during financial crises, 

although they in fact carry out their jobs with the best of their abilities. Due to fluctuations in the market, it 

may nevertheless be hard to identify high effort by considering for instance stock prices. Further, if 

following the rationale that pay should be linked to long-term performance, it is not reasonable that 

directors’ pay should be cut in the years of financial crisis, since it is not necessarily linked to the current 

director’s poor performance. Since also these factors affect remuneration, shareholder approval seems even 

more complicated.  

Shareholder approval furthermore requires shareholder attention towards the individuality of the company 

as well as identifying long-term elements. It is relevant to specify how to measure performance, which may 

differ from company to company. The proposal specifies that performance should contribute to the long-term 

interests and sustainability of the company. It seems hard for shareholders, who most often delegate 

monitoring of management to the board, to validate that the director’s performance is directly linked to the 

compensation. The board may by its monitoring and expertise be more appropriate to determine how the 

company should measure performance, and should not need interference of the shareholders. Shareholders 

face high costs of engagement on the matter, as they need to examine the individual quality of the 

remuneration, fostering a potential reluctance from assessing the material, thereby making their vote more or 

less useless. In this light, no single metric is anyway able to provide an adequate picture of the long-term 
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performance of a company.193 At least there is no metric that will be accessible for a shareholder, who must 

weigh the high costs of voting on an informed ground up against the benefits of assuring alignment with 

management. We therefore believe that shareholders will not foster sustainable remuneration practices, and it 

therefore seems unnecessary and costly to include them in the process.  

2.5.4. Attraction of new directors and competitive distortions 

Where companies have a board, it is responsible for employing, determining the remuneration and 

overseeing the directors on how they manage the company. The board is hence the organ that negotiates the 

terms with a new director. When recruiting in accordance with the proposed rules, the company can decide 

to pay a new director outside the approved policy; however, the remuneration package must be subject to 

prior approval by shareholders or be awarded pending approval by the shareholders, cf. article 9a (1).   

The EBF critiques this part of article 9a, because it will cause uncertainty and unpredictability and may 

lead to conflicts between the newly recruited director and the company.194 It may furthermore be an obstacle 

for optimal recruitment since the director is put in a state of uncertainty and that the director cannot be 

expected to enter into employment before given certainty that he will receive the “agreed” pay. Since 

remuneration is crucial for the alignment of interests between shareholders and management, it may not be 

desirable to deviate from the pay the new director has negotiated, as it may foster opportunistic behaviour 

and potentially termination of the employment shortly after it has been agreed upon, hampering the long-

term horizon of the company. Shareholders will be under the impression that their votes matter for the 

recruitment, if the package is pending their approval. On the other hand, shareholders may think that their 

rejection of a remuneration package hinders the employment, and that they are de facto forced to approve the 

package, if they want to hire the director. This part may therefore foster shareholder engagement, but 

perhaps with an even more ineffective outcome due to the insecurities. 

Setting a maximum amount of total remuneration in the company seems odd in context of providing 

shareholder engagement. Management will potentially put a limit on their work effort, since they know there 

is a limit on the potential increase in remuneration. According to the EBF, this scenario will discourage the 

directors to place additional effort in the company,195 with a negative effect on company value and thereby 

shareholders’ value. It should be kept in mind that a non-performing director still faces the risk of getting 

fired. This may anyway also be hard to determine, given the above-mentioned arguments such as 

fluctuations in the market. The EBF further argues that setting a maximum amount of remuneration has no 

connection with the purpose of the proposal, which is to create a link between pay and performance. It is 

therefore also questionable that this part will help align the interests of shareholders and management.196 
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The company is required to disclose the remuneration policy with the possible effect that companies will 

align their policies with each other’s, and they will follow the lead, in order to retain their directors, causing 

increased prices for employment. When the companies are comparing their remuneration practices, it may 

cause remuneration in general to increase, because disclosure might contrary lead to competition. It will be 

harder to attract new directors and negotiate with them individually when everything is transparent. 

Shareholders will however be interested in attracting the best director by for instance increasing payments 

and they ultimately pay the price, which is nevertheless an argument in favour of shareholder control of 

remuneration.  

2.5.5. Concluding remarks  

The provisions regarding remuneration impose additional rights for shareholders with the ex ante and ex 

post shareholder approval of remuneration. Minority shareholders may not benefit from this due to their 

reluctance to engage caused by rational apathy. However, the additional voting rights may give more 

incentive to engage for larger shareholders, because they are offered a direct way to affect the outcome. It is 

not expected that shareholders possess the expertise to assess whether long-term interests of the company are 

promoted by remuneration, not even when they are themselves long-term oriented. It proved necessary to 

have more specialised individuals ensure this link, such as a supervisory board. Managers will tend to show 

good results while still employed with the firm, in order to get compensated accordingly. In general, 

management therefore has little incentive to perform long-term. It does not seem adequate that shareholders 

should have the power to overview this part of the proposal. The specific three-year vote on remuneration 

policies is found detrimental to the sustainability of the company. Shareholder approval is therefore in 

general not beneficial for shareholders. 

Depending on the prevailing ownership structures in the Member States, shareholders may be inclined to 

merely endorse the policies or oppose them. If shareholders endorse the policies, the voting procedure will 

only incur costs, although it is noted that the control mechanism in itself will have a positive effect on 

management’s behaviour when presenting a policy accepted by the shareholders.  

A pending approval on new directors’ remuneration obstructs the attraction of new directors, which is 

ultimately damaging to share value. When providing full transparency on the specific measures used in 

director compensation, it will perhaps cause an increase in remuneration because it gets harder to attract new 

directors and negotiate with them on an individual basis and to offer something that others do not.  
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2.6. Improving shareholder oversight on related party transactions  

This section will concern the proposed provision on related party transaction. In request of improving 

shareholder rights and engagement, the Commission has proposed that shareholders should have more 

information and tools to accept or reject transactions between related parties. Related party transactions, or 

RPTs, account for transactions between a company and its management, directors, controlling entities or 

shareholders.197 For instance, a majority shareholder is entitled to conclude a transaction with the company if 

management accepts, as management has the power to decide on business transactions and therefore also 

related party transactions. The management might conclude such a transaction, if it proves beneficial, and 

perhaps also out of concern of losing a major shareholder. The transaction may nevertheless be detrimental 

for minority shareholders if the majority shareholder transfers value from the company to himself at the 

expense of other shareholders. Minority shareholders are not entitled to combat such transactions in all 

jurisdictions, although it is potentially eroding value for them to the benefit of the individual (majority) 

shareholder.198 Nevertheless, related party transactions may be mutually beneficial, and a ban of all related 

party transactions therefore seems rigid. 

The Commission argues that shareholders lack information and ability to oppose a harmful transaction 

prior to concluding a related party transaction.199 The Commission is especially concerned with the related 

party’s opportunity to obtain value belonging to the company, i.e. value belonging to the shareholders. In 

order to protect shareholders’ investments, the Commission has proposed shareholders to have a pre-trade 

right to vote on related party transactions, provided that it concerns more than 5 % of the company’s assets 

or has a significant impact on profits or turnover, cf. article 9c (2). Furthermore, the related party is excluded 

from the voting. Where the related party transaction represents more than 1% of the company’s assets, post-

trade disclosure is required including providing an independent third party report, cf. article 9c (1). The 

European Parliament has amended towards a more lenient approach where Member States can determine if 

they want approval by shareholders or the administrative or supervisory board. Instead of quantitative 

thresholds, the European Parliament suggests that such approval shall apply only to material transactions. 

At a glance, the connection between long-term engagement and related party transactions seems blurry. 

However, for improving shareholder engagement, it may be necessary to impose more rights to ensure that 

value is not transferred from the company.  

In the following section we consider the consequences of shareholder approval with both a theoretical 

approach as well as the effect of the particular regulation. Since we have already established how disclosure 

affects shareholder engagement, this section will primarily concern the shareholder approval at the general 
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meeting that is established in article 9c (2) in the proposal. We will focus on the proposal of the 

Commission, which naturally leads to an evaluation of the Parliament’s proposal, since some of the problems 

identified in the Commission’s proposal are handled by the Parliament. 

2.6.1. Residual claimant, collective action problem and other agency problems 

2.6.1.1. Residual claimant theory 

The theory on residual claimant reasons the economic rationale for shareholder power, such as votes.200 

Since a transfer of value from the residual affects shareholders’ value, shareholders face the economic risk of 

the decisions. They should therefore have a say on large transactions capable of extracting value out of the 

company.  

Whether shareholder approval is appropriate depends on the prevailing shareholder pattern in the 

individual Member State. In jurisdictions where ownership structure in public companies is concentrated, it 

may have an undesired effect when the involved shareholder is excluded from voting on the transaction, due 

to the theory on residual claimant. If the involved shareholder is a block-holder, and his voice in the 

company is prevented by exclusion from voting, it leaves room for the minority shareholders to decide on 

rather big stakes. The minority shareholders are enabled to block such transaction.201 However, since the 

large shareholder has a great stake in the company, he might want the transaction according to his share 

interests, but can be prevented from it because of minority interests.202 In general, if the large shareholder has 

more long-term interests than the minority shareholders, these interests are likely hindered. In this light, it is 

argued that the shareholder should also be entitled to vote, because he nevertheless is the one with largest 

residual claim. Shareholders with large stock in a company therefore face a greater risk of the residual being 

affected against his preferences.  

On the other hand, in Member States where the prevailing ownership pattern is dispersed, the companies 

may benefit from shareholder approval, because their shareholders are more equal in size of stock. The 

majority/minority problem is therefore not as substantial, as no shareholder with large residual risk 

exclusion. Exclusion of the shareholder involved in the transaction will not be as unequal as preventing a 

block-holder from voting on a business transaction in other Member States. In other words, they do not have 

large shareholders that are more entitled to have a say in the company, as prescribed by the theory on 

residual claim.  
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2.6.1.2. Collective action problem 

The functionality of shareholder approval is dependent on whether shareholders will actually vote. Several 

principals face coordination costs, which deter them from engaging through collective action.203 This 

problem occurs where a large group are comprised with rational, self-interested individuals who will not act 

to achieve their common or group interests.204 Although the concern about shareholder approval is most 

substantial in companies facing concentrated ownership structure, it is nevertheless questionable if 

shareholders who obtain additional voting rights and increased influence on a related party transaction will 

actually exercise these rights.   

The increased influence and impact of the minority shareholders’ votes may incentivise them to engage, 

when a transaction is to be concluded with a majority shareholder and he is excluded from the voting. The 

minority shareholders therefore have a relative higher say in the voting, which is not corresponding their 

residual. Since their votes are to a larger extent than normally decisive for the outcome of the voting, they 

possibly experience increased incentives for exercising their rights. However, if the shareholder wants to 

vote, he must read and understand205 the transaction, which is costly relative to the small stake he holds. 

Following this, a minority shareholder might experience increased power, but if the shareholder has a small 

stake, he will probably find the transaction insignificant. The inferior gain for each minority shareholder is 

simply too insignificant for him to engage.  

For the sake of optimal governance mechanisms, there is a need for related party transactions to be 

investigated thoroughly and individually, which is unlikely to be the case where it is up to a vote by minority 

shareholders. In particular, if a minority shareholder has a diversified portfolio with several general meetings 

to attend, a lot of information from the companies shall be analysed in order to cast informed votes.206 This 

may be the case even when they are entitled with additional power in their voting. Following this, there is a 

potential risk that minorities will not use their voting rights or that they will cast their votes without having 

investigated the transaction. Therefore, as the collective action problem is present, it seems unlikely that 

minorities are the appropriate party to assess and decide on these significant transactions.  

Another risk that emerges is where the related party is a member of management, and where the minority 

shareholders do not monitor, they can be exposed to management’s rent seeking. Shareholders in companies 

with dispersed ownership will benefit from the possibility to prevent unjustified value transfers, although 

collective action problems might deter their engagement. These situations are hindered in a concentrated 

ownership structure, where the majority shareholder monitors management. Small shareholders in companies 

                                                        
203 P. 36, Kraakman, R. H. (2009).  
204 P. 2, Mancur, O. (1971). Logic of collective action: Public goods and the theory of groups (10. print. ed.). 
Cambridge, mass: Harvard University Press. 
205 Provided that he does not cast thoughtless votes. 
206 P. 2, European Issuers (2014). [Related party transactions] 



 64 

with dispersed ownership structure will not choose to engage, but where a detrimental related party 

transaction is entered into, the shareholders might choose to sell their shares, if it is on a recurrent basis. 

Disclosure in itself will therefore be a way for shareholders to determine their actions. However, minority 

shareholders have more incentive to engage, when they are invited to vote on a matter without the 

predominant majority shareholder. 

It is not clear that the shareholders are interested in assessing complex related party transactions, but 

industry supports conferred powers to shareholders. The Commission is particularly concerned about 

minority shareholders and their lack of ability to oppose damaging transactions. But it is nevertheless not 

clear if these shareholders are even interested in assessing complex transactions. Unsurprisingly, 

organisations such as Better Finance207 and other shareholder organisations do not express any concerns with 

this part of the proposal, and support the conferred voting rights. In fact, NAPF cites a UK experience that 

the right to vote on certain related party transactions before their conclusion enhances investor confidence in 

management, and is not an undue burden.208  

As it will typically be a high cost to pay for a minority shareholder, it is unlikely that a shareholder with a 

small stake, and perhaps also a diversified portfolio will spend time and money understanding such a 

transaction. The additional voting power conferred on particularly minority shareholders in companies with 

concentrated ownership structure may however engage some shareholders, but this engagement will not be 

qualified. It is therefore questionable if the proposal will actually enhance shareholder engagement for these 

shareholders.  

2.6.2. Differences in national measures 

The scope of pre-existing regulation in the EU potentially lessens the need for further regulation regarding 

related party transactions. The Accounting Directive209 provides that companies’ financial statements must 

identify related party transactions and their nature. Shareholders are furthermore entitled to ask questions at 

the general meeting210, which according to the EBF is sufficient to ensure that these transactions are not 

abusive and detriment to the value of the shareholders.211 Therefore, they do not find a need for the duty to 

publish an independent report about transactions that concern more than 1 % of the company’s assets. 

Additionally, all listed European companies are obliged to disclose any transactions concluded with 

directors, senior executives and controlling shareholders following the International Financial Reporting 
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Standards (IFRS).212 However, no EU regulation has yet entitled shareholders with voting rights on the 

transactions. 

EU-wide regulation seems even less necessary when considering the wide differences in national law, 

which is obviously tailored to fit the pattern of share ownership in the individual Member States. European 

Member States have imposed national regulation on everything from requiring disclosure at certain 

thresholds to prohibitions of some related party transactions.213 While the UK is the only Member State that 

imposes ex ante shareholder approval for related party transactions that exceeds 5 %214, France requires ex 

post shareholder approval and only for a smaller range of transactions.215 In order to avoid having too many 

transactions subject to shareholder approval, there is an obligation in UK law to have an independent advisor 

approve a transaction that concerns more than 0,25 % but less than 5 %, whereas France216 has introduced 

the term ‘non-routine’ to determine if a transaction should be submitted to shareholder approval or merely 

evaluated by the board. The proposed directive seems to encompass some of the regulatory strategies in 

these Member States, as it includes both thresholds and assessment of the significance of the transactions. 

Given the dispersed ownership structure most companies in the UK face, more shareholders are left with 

a decisive impact on these decisions, as there is seldom a majority shareholder. It is therefore not surprising 

that the UK have rules on shareholder approval for related party transactions, as they will rarely happen. The 

aggregated costs of participating in voting on related party transactions are therefore inconsiderable, and 

potentially of bigger importance when they finally appear, which can reason the right to vote on them. Also, 

independent audit reports on smaller transaction help overcome the collective action problems, but at the 

same time ensure that a thorough assessment is completed. In dispersed ownership, the report may therefore 

be helpful. The US has also imposed shareholder approval on related party transactions, and is likewise 

characterised by a prevailing ownership structure that is dispersed.217 The minority shareholders are the ones 

to approve the transactions because of the applicable ‘majority of minority’ voting policy218.  

The Nordic countries, where company ownership is much characterised by block-holders, have been 

more reluctant to impose minority voting rights on related party transactions, possibly out of concern for the 

control rights of the controlling shareholder, cf. section 2.6.1.219 It should be considered that where a 

majority shareholder is present, he is inclined to conclude beneficial contracts also from a company 
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perspective since he has strong financial incentives to benefit the company.220 The need for imposing control 

rights on minority shareholders regarding these transactions is therefore not as great in countries with 

concentrated ownership structure, which is possibly the reason for the more lenient approach221 so far in 

most of continental Europe.222  

Differences in the national approaches to related party transactions indicate that the regulation from the 

Commission is inappropriate since it imposes costs especially on companies in jurisdictions where 

ownership structure is concentrated and where minority shareholders may not even be interested in the 

presented rights. National legislation seems to be tailored to fit the specific conditions in the companies in 

the specific Member State. Although potentially harmonising the conduct for these transactions for the 

benefit of cross-border shareholders, harmonisation in this area is not appropriate with a ‘one size fits all’ 

approach. This might be the reason for the Parliament’s suggestion to leave it to Member States whether it 

should be shareholder approval or approval in an administrative or supervisory board. The Commission’s 

proposal is too far-reaching. 

2.6.3. Which related party transactions should be considered for approval? 

Finding a materiality standard appropriate to determine potentially harmful transactions requires law makers 

to be sure about its functionality. There has been much debate about the effective materiality criterion of a 

related party transaction.223 The aim is to find the beneficial midway between capturing potential abusive 

transactions while at the same time avoid taking risk-free transactions into account.224 It is therefore not 

straightforward whether the standard should be a threshold or an individual assessment of ‘significance’. On 

one hand it seems crucial to make sure that shareholder costs are mitigated by no submission of normal 

business transactions, but at the same time it is important to ensure that shareholders are able to oppose 

transactions of major importance for the shareholders in line with the proposal. The Commission has 

introduced both a threshold of 5 % and the sentence ‘transactions which can have a significant impact on 

profits or turnover’ in article 9c (2).  

Thresholds, or quantitative measures, are necessary for establishing efficient management regimes on 

related party transactions, but also fosters concern of circumvention. Indeed, a threshold criterion to 

determine the potential abusive transactions gives leeway for management to prevent that a transaction 

exceed the threshold and is submitted at the general meeting. In order of retaining a major shareholder, 

management may be inclined to conclude a transaction with this shareholder without approval at the general 
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meeting, fostering under-inclusiveness of related party transactions. On the other hand, there is also a risk 

that the quantitative approach may cause over-inclusiveness, as usual business transactions may be above the 

threshold. Management may submit too many irrelevant or risk-free transactions to shareholders, fostering 

more or less abstention of responsibilities for management regarding the transactions. A materiality 

approach, or qualitative measure, may be a good supplement to the quantitative approach; however, it is not 

clear whether all potentially damaging transactions will be captured. Damaging transactions are not 

necessarily hindered by the qualitative criterion to vote on related party transactions of ‘significant impact on 

profits or turnover’.225  The qualitative criterion gives management wide discretion to determine if a 

transaction is ‘significant’, thus offering leeway for manipulation by management and possibly causing 

under-inclusiveness. Management’s risk-aversion may nevertheless also foster a fear of the consequences of 

not submitting substantial transactions, resulting in over-inclusiveness. The requirement of disclosure of 

related party transactions may however mitigate this concern. As can be seen, both approaches possibly 

obstruct the effectiveness of concluding transactions.  

Another issue to be considered is management’s resources when assessing the significance of related 

party transactions. The qualitative approach may necessitate more management activity to ensure that all 

transactions below the 5 % threshold are subject to the qualitative evaluation. It is crucial that the approval 

procedure is not delaying important business transactions. Management should also take this into account, as 

it will hinder the effectiveness of the company, if the transactions are cancelled after having concluded 

them.226  

Related party transactions will therefore possibly have two distinct outcomes; management will in order 

to save costs either abstain from valuing the ‘significant impact’, or management will need more time to 

assess the transactions’ significance, detrimental for the effectiveness. The outcome is dependent on the 

consequences of not submitting a transaction, if the shareholders regardless of management’s judgement find 

it to have ‘significant impact’. It is not clear from the proposal what the consequences are. The business 

judgement rule may support the view that management will make proper decisions and take the risk of their 

own assessment. On the other hand, in order to avoid nullity of transactions and management’s own 

accountability, management will possibly submit a large range of transactions to assure the shareholders 

approve it.227 Consequently, the increased amount of transactions submitted to the shareholders increases the 

likelihood that shareholders will refrain from involving themselves in the information and possibly turn the 

approval procedure into routine voting. Rational apathy may equally lead to this result. 
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It seems more beneficial if Member States were able to choose which procedure they would apply, as the 

Parliament suggests. It should be left to the Member States to decide which criterion fits them best given the 

prevailing ownership structure in the specific Member State. Differences among the Member States’ 

ownership structures may have led to the changed wording of the article by the European Parliament. 

According to their first reading, they find it more suitable to have the Member States decide whether to apply 

a shareholder vote on material transactions or if the administrative or supervisory board should instead 

evaluate these transactions. The ‘materiality’ term seems to give rise to the same concerns as ‘significant 

impact’, and what is exactly meant by material transactions is not clear. At a glance it seems that 

transactions must be of considerate value and could also include transactions that are not concluded on arms-

length conditions. Comparing the Parliament’s wording with the initial wording of the Commission, the 

latter include significant impact on profit and turnover, thus concerning value and not further evaluations. It 

seems that material transactions encounter more elements to be considered than significant impact, which is 

also necessary, when the threshold is not present. Member States are also entitled to decide that the 

administrative or supervisory board can approve material transactions with related parties. The provision 

therefore seems more flexible to match the individual Member States. 

The European Parliament’s proposal encompass less, but more intrusive transactions, and it seems 

adequate for the Member States to decide who should have the final say on material transactions. It is 

however still essential for the shareholders that they are not invited to vote on all usual business transactions, 

as they will not be incentivised to cast informed votes in these cases.  

2.6.4. Ex ante versus ex post approval 

After having considered the difficulties with imposing shareholder voting on certain related party 

transactions, it is now relevant to consider whether shareholders should be able to approve the transactions 

ex ante or ex post. The Commission suggests ex ante shareholder approval for transactions above the 

thresholds or transactions of ‘significant impact’. As mentioned in section 2.6.2 the current EU framework is 

solely focused on ex post disclosure. We will discuss the benefits and drawbacks of both approval measures.  

Ex post approval may benefit the effectiveness of approval procedures. In light of what is pointed out 

right above, management will need assurance that the transactions are valid at time of conclusion which will 

only be the case where shareholders have approved it ex ante. However, there are concerns regarding optimal 

negotiation and time sensitivity of transactions that favour ex post approval.228 It is argued that ‘[…] 

lucrative transactions may be delayed or lost if they are subject to approval because the management or the 

other contracting party shies away from the risk involved.’229 After all, shareholder interests will typically 

not conflict beneficial transactions, even if they are concluded with related parties. The parties of the 
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transactions may however be hindered due to the time-consuming approval procedure and therefore 

transactions can fail, which would not be optimal for shareholder value. It should also be considered that the 

practical collection of shareholder votes should either be at the annual general meeting or at an extraordinary 

general meeting. This may delay or hinder some transactions, and therefore favours ex post approval, at least 

when considering extraordinary general meetings.230 

In the debate surrounding the proposal and in literature, arguments concern the efficiency of the approval 

mechanism versus the likeliness of shareholders who engage on the matter. Organisations such as 

PensionsEurope, Better Finance and the ECGS welcome the proposal providing protection of minority 

shareholders by entitling them voting rights.231 However, the ECGS finds that the voting right could apply ex 

post and should only concern material transactions that are unusual business transactions or not concluded 

under normal arms-length conditions, and should not be limited by the threshold. It is surprising to see that 

they find it sufficient to have ex post shareholder approval since shareholders’ power is thereby reduced. 

Following the ECGS’ reasoning, they find that most related party transactions will either not be submitted 

under the provisions due to management’s evaluation or that they will be approved and thereby not cause 

any challenges for management. The latter may however obstruct the time sensitivity of the transactions, as 

pointed out above. Literature232 points out that the most efficient assessment intuitively appears to be ex ante. 

Emphasis has been on the strength of votes cast by shareholders, increasing the likeliness of them to engage. 

However, previously suggested arguments still suggest that minority shareholders in jurisdictions with 

concentrated ownership structures will only vote on informed reasoning if they engage collectively, since 

their individual effort of taking all information into account is too costly.  

When shareholders engage and evaluate the information, they should be conferred with an ex ante voting 

right on related party transactions. If minority shareholders will anyway not engage, ex post approval is 

sufficient, as it may hinder transactions. 

2.6.5. Are shareholders qualified to oversee RPTs? 

Including shareholders in the chain of acceptance of these transactions might be costly, and have 

implications for engagement. At the time of submission to shareholder voting, management has already 

assessed the transaction as a good idea, which they wish to carry out, thus making the process more 

bureaucratic. The usual role of management is therefore clearly diluted with the proposed article 9c, and this 

is not considered appropriate by the ICGN. According to the ICGN, transactions in the ordinary course of 

business should not be subject to this bureaucratic system as they are not of concern for neither the most 

engaged shareholder nor the minority shareholders. The ICGN therefore argues that this system possibly 

prevent the effective governance systems of concluding important transactions, and that 

                                                        
230 P. 33, Strand, T. (2015).  
231 P. 3, PensionsEurope (2014); p. 4, ECGS (2014); p. 6, Better Finance (2014). 
232 P. 168-169, Kraakman, R. H. (2009).  



 70 

‘Shareholders do not wish to micro-manage firms [..]’233 

However, the ICGN supports the ability of shareholders to prevent abusive transactions with detrimental and 

material impact on their investments, which is why they propose that only transactions outside the ordinary 

course of business should be subject to a shareholder vote. It is also emphasised that the definition of ‘related 

parties’ should encompass less, implying that shareholders should have a say on fewer transactions. They 

find that there are limits as to how engaged shareholders will be regarding these transactions, since even the 

most engaged shareholder is only interested in a transaction, if it potentially impact his residual claim, and he 

will therefore only engage where this is the case. For other transactions, the decision is delegated to 

management who is more specialised in the core business of the company. This is also the reason why 

shareholders do not in general have decision power on business transactions, except the case with 

restructuring, where some argue that the materiality of such decisions should foster shareholder approval.234  

Shareholders should approve large and important structural issues at the general meeting, since these 

decisions have a great impact on the residual left for the shareholders.235 When decisions are sufficiently 

important and valuable to the shareholders, the problem of collective action should be mitigated, since the 

shareholders will engage in order to ensure their residual claim. The participation of shareholders seems to 

be enhanced, when transactions with a shareholder result in exclusion of this shareholder in the voting, 

especially when the shareholder holds a large stock. Arguably this might result in participation of minority 

shareholders. However, it should also be noted that the information about the transactions is complex and it 

is therefore costly to cast well informed votes.  

It is the duty of management to conclude everyday business transactions, since it is one of the issues that 

shareholders delegate to management. If shareholders were involved in all transactions, there would be no 

reason to appoint a management. Management is entitled to this responsibility because they know the 

company and typically have expertise to exert business transactions given their professional and technical 

competencies. It is therefore questioned how shareholders will be able to screen related party transactions in 

an effective way. It is argued that small companies in small local markets may easily obtain shareholder 

approval given the scarcity of institutional investors and especially if minority shareholders are local 

financial institutions with ties to the company.236 It is on the other hand not likely that minority shareholders 

will oversee the transactions in large international markets with foreign shareholders.237 Considering that the 

proposal is aiming at increased cross-border shareholder engagement, the effect of the right to vote on 

related party transactions may be that shareholders are not able to evaluate the fairness of the transaction, 

since they will need individual and specific knowledge about the market, company, culture etc. On the other 
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hand, if shareholders are local competent institutions, they will more easily assess whether the transaction is 

fair and provide qualified engagement. Summarising on this, cross-border shareholders may be additionally 

disinterested, especially if Member States will be allowed to implement different rules in line with the 

Parliament’s proposal. It is therefore unlikely that cross-border shareholders will make the more complicated 

assessment of the fairness of the transactions. The effect is enhanced, by the high percentage cross-border 

holdings; approximately 44 % of shares in companies are held cross-border.238 So, even though we did 

conclude that minority shareholders would be inclined to vote on the matter, the international investment 

market make it costly for them to cast the votes. The effect of more minority engagement is therefore 

reduced. 

These governance perspectives specify that shareholders should not oversee these transactions. The mere 

international and cross-border investment market also fostered by the proposed directive reinforces the 

result, as foreign shareholders will not necessarily have the competencies to screen the fairness of a 

transaction.  

2.6.6. Concluding remarks 

Minority shareholders will have more incentives to engage, if the transaction is to be concluded with a large 

shareholder, as the large shareholder will thereby be excluded from voting. Minority shareholder will 

however not hold the costs of assessing complex transactions, and will therefore either refrain from voting or 

cast thoughtless votes. The effect of minority engagement is largest in countries where the prevailing 

cooperative ownership is concentrated, as the difference between minority and majority will be more 

obvious. Considering a large shareholder, he will suffer from being excluded from the voting, where he is the 

related party, which may damage his residual. The conclusion on large shareholders strengthens 

management’s incentives for circumvention, so minorities are not left with the decisive power.  

Given the differences in ownership structure across the EU, we find the optional character of the 

Parliament’s suggestion more appropriate to determine which transactions should be considered and by 

whom. The Parliament’s suggestion will increase shareholder engagement, as only transactions of great 

importance for their residual will be submitted to shareholder voting. 

We find that more rights will increase shareholder engagement, but only where it ensures efficient 

management of the company, since shareholders do not have interests in voting on usual business 

transactions. Management should continuously be able to conclude transactions that are not abusive or 

otherwise detriment to shareholder value, which favours another criterion than the Commission’s proposal. 

The distance between shareholder and company in today’s investment market complicates the shareholders’ 

assessment of a complex related party transaction, and the possibly increased engagement will therefore not 

be well informed. 
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2.7. Discussion 

In the previous sections, our focus has been on the individual sections of the proposal. We now turn to a 

discussion, where we include the implications of the articles together and consider them as a whole in 

fulfilling the objective of long-term shareholder engagement.  

We find it reasonable to suggest that if shareholder engagement is enhanced in one area of the proposed 

directive, shareholder engagement will also be enhanced in other areas, including areas outside the scope of 

the proposed directive. Since shareholders will spend costs on engagement by gathering and assessing 

information, they will at some point themselves experience economies of scale, due to their knowledge from 

previous participation. Also, facilitation of shareholder rights may enhance engagement. Engagement may 

also lead to increased dialogue, which is nevertheless also a part of the Commission’s definition of 

shareholder engagement. The effect is therefore self-perpetuating. When we for instance conclude that the 

regulation of related party transactions will encourage some minority shareholders to participate, where a 

transaction should be concluded with another shareholder, a likely consequence is that these shareholders 

acquire new knowledge that they will be able to use in other situations of engagement. This effect is limited 

when the shareholders has a diversified portfolio, because his costs of participation will simply be too high, 

if he must engage in all of them. Although the effect might be regarded as a sunk cost, it nevertheless makes 

it easier for shareholders to assess information in later resolutions. Therefore, engagement may in itself be 

reinforcing.   

We were only able to conclude on long-term shareholder engagement in a few sections of the analysis. In 

fact, it was merely regarding investment strategies, disclosure about relations with asset managers and the 

voting right on remuneration we were able draw conclusions on long-term engagement, as the provisions 

explicitly request identification of long-term performance. In line with our conclusions, the suggestion that 

engagement is long-term is however incomplete for shareholders who may by nature or other means be 

short-term oriented. The long-term engagement is furthermore obstructed by the technological progress that 

allow investors a more frequent trade and more prompt reaction opportunities to market shakes and other 

news in the investment market. The development radically changes how business is done and how fast the 

market is able to react.239  

Throughout the analysis, we have put great emphasis on the prevalent ownership structure in the different 

jurisdictions, and how regulatory strategies complement these. It is a common understanding that legal rules 

should be designed to match the characteristics of the economic realities240, which also account for the 

ownership structure. We find the approach of ‘one size fits all’ in respect of different Member States to be 

                                                        
239 P. 1001, Roe, M. J. (2013).  
240 P. 502, Ringe, W. (2015). Changing law and ownership patterns in Germany: Corporate governance and the erosion 
of Deutschland AG. The American Journal of Comparative Law, LXIII (Number 2), 493-538. 
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inappropriate, but it shall be noted that differences in ownership structures is also present within the 

jurisdictions, since the prevailing ownership structure does not account for every single company established 

in that Member State. The difficulties faced in the analysis about this subject may therefore not even be 

solvable at Member State level. The company is however expected to cope with the legal traditions of the 

country of incorporation, as to what is the most beneficial. The implemented rules will therefore be 

beneficial for some companies while being detrimental to others.  

At last, we want to draw attention to an issue not represented in our analysis. Although we find some of 

the rules very intrusive for Member States in the European Union, we also acknowledge that the 

Commission strives to assure cross-border investment through equal rights for shareholders. Since 44 % of 

shares are already held cross-border241, harmonisation in the area may prove beneficial for even more cross-

border engagement. Shareholders will be able to place investments cross-border without consideration for 

their rights, which may be lost, if the area is not harmonised. Insecurity may therefore play a big role, when 

shareholders contemplate their investments. Companies may also extract some value of harmonisation, since 

it eases their expansion to other Member States, due to reduced compliance costs.  

                                                        
241 P. 3, the proposed directive. 
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2.8. Conclusion 

The analysis shows that the objective of the proposed directive encompasses both overarching and specific 

objectives. We find that the overarching objective encompasses societal as well as governance related issues, 

and the specific objectives are mostly concentrated around governance mechanisms, and how they contribute 

to the overarching objective of long-term shareholder engagement.  

Articles 3a-3d fulfil their objective of facilitating shareholder rights, and furthermore lead to more 

shareholder engagement. The proposed provisions explicitly impose obligations on intermediaries, as they 

are crucial for optimising the relation between the companies and their shareholders. The incentives for 

intermediaries to provide services for companies and their shareholders adequately ensure facilitation. 

Shareholders and companies are enabled to initiate dialogue, and shareholders will furthermore have easy 

access to monitor the company and vote. However, the less invasive opt-in model for shareholder 

identification would accommodate the privacy concerns of identifying all shareholders. 

Articles 3f-3h fulfil their objective of improving engagement of institutional investors and asset 

managers, and they furthermore enhance long-term shareholder engagement. Investors will become aware of 

the connection between long-term engagement and their liabilities by the information they must disclose. 

Final beneficiaries and the companies will also benefit from the information, but less extensive information 

would be sufficient for their needs. The requirement of explaining every vote cast is onerous without 

creating corresponding value for receivers, and the obligation to explain voting behaviour should therefore 

only apply to investors that hold more than 1 % of total voting rights.  

Article 3i fulfils its objective of enhancing transparency of proxy advisors, but the outcome of the 

mandatory regulation is too extensive and detrimental to shareholder engagement. The substantial guarantee 

provision will entail no or vague recommendations from proxy advisors. Reliability and transparency of 

proxy advisors can be attained by a more subtle regulatory approach. Non-binding principles encompassing 

the central elements of the regulation is more appropriate implying no risk of pushing proxy advisors out of 

the European market. Although the provision fulfils its specific objective, it fails to improve the overarching 

objective of long-term shareholder engagement. 

Articles 9a-9b fail to fulfil their objective of strengthening the link between pay and performance of 

directors. Large shareholders will be incentivised to vote on remuneration, whereas small shareholders will 

refrain from voting. Shareholders are not able to examine the long-term elements of the remuneration 

package, and their engagement will therefore not ensure the link between pay and performance. A 

supervisory board will be more suitable to ensure this link. The overarching objective of long-term 

shareholder engagement is not achieved. 
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Article 9c fulfils its objective of improving shareholder oversight on related party transactions. The article 

increases shareholder engagement, but is detrimental to a majority shareholder involved in the transaction, as 

he is excluded from the voting. Minority shareholders gain increased incentives to engage, but their 

engagement will not be qualified. In order to respond to differences in the prevailing ownership structures 

among Member States, we find that Member States should be able to choose if shareholders or the 

administrative/supervisory board should approve these transactions. Shareholder engagement is dependent 

on effective management to ensure that all usual business transactions are not submitted to shareholder 

approval.  

Each of the proposed provisions encourages shareholder engagement, except the provisions regarding 

proxy advisors and remuneration. However, the provisions do not necessarily foster long-term engagement. 

It was merely the rules on institutional investors and asset managers that proved enhancing for long-term 

shareholder engagement, and these rules therefore fulfil their overarching objective.  
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Chapter 3. Game theoretical implications and efficiency  

3.1 Introduction and assumptions 

In Chapter 2 we analysed the implications of the proposed directive, and to what extent they contribute to 

long-term shareholder engagement. Besides a few places, it proved difficult to conclude that long-term 

shareholder engagement was encouraged. This chapter will focus on the decisions of shareholder and 

management, and if the rules affect their behaviour to become long-term oriented from a game theoretical 

approach.  

3.1.1. Introduction to the game 

We will form a dynamic signalling game of two players242, shareholder and management, in order to see how 

the players will interact, when the provisions in the proposed directive are applied. We have developed two 

games; one where management faces a minority shareholder and one where management faces a majority 

shareholder. As it was concluded in chapter 2, the effects and applications of the rules varied to a large 

extent for these different shareholders. The game is represented by incomplete information. The game is 

formed below in Figure 2. 

 

 

                                                        
242 P. 183-190, Gibbons, R. (1992). A primer in game theory. Financial Times Prentice Hall. 

FIGURE 2 
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The shareholder type will be randomly picked by nature (the white decision node on the vertical line) to 

be long-term or short-term, with probability Pr and 1-Pr, respectively. The shareholder will then observe 

whether he is a long-term or short-term shareholder (L or S, respectively) and will hereafter make a decision 

to engage in the company (EL or ES) or remain passive (PL or PS). Summed up the shareholder has following 

pure243 strategies: 

1- Play passive if nature draws long-term and passive if nature draws short-term. 

2- Play passive if nature draws long-term and engage if nature draws short-term. 

3- Play engage if nature draws long-term and passive if nature draws short-term. 

4- Play engage if nature draws long-term and engage if nature draws short-term. 

Shareholder’s 1st and 4th strategies are pooling strategies, because each type chooses the same message. The 

2nd and 3rd strategies are separating strategies because each type sends a different message.244 

Management can observe whether the shareholder chooses E or P, but is not able to determine whether 

the shareholder is short-term or long-term and management therefore acts in uncertainty, represented by the 

dashed lines in the model. Management has the following two options: to make decisions that will benefit 

long-term (L or L’) or make decisions that will benefit short-term (S or S’). Management has following pure 

strategies: 

5- Play long-term if shareholder chooses passive and long-term if shareholder chooses engage. 

6- Play long-term if shareholder chooses passive and short-term if shareholder chooses engage. 

7- Play short-term if shareholder chooses passive and long-term if shareholder chooses engage. 

8- Play short-term if shareholder chooses passive and short-term if shareholder chooses engage. 

Therefore, the game consists of a total of 8 outcomes, namely following: when the shareholder is long-

term the 4 outcomes are ELL, ELS, PLL’, and PLS’; and similarly 4 outcomes when the shareholder is short-

term, which is following ESL, ESS, PSL’, and PSS’.  

3.1.2. Assumptions 

We consider the following assumptions, when we determine the parties’ pay-offs in the different situations. 

We will determine the pay-offs arbitrarily based on the assessed value of the specific proposed provisions to 

shareholder and management, respectively. We will apply our conclusions from chapter 2 in the pay-offs for 

a minority shareholder, a majority shareholder, and management, respectively.  

In order to simplify the game, we need to make some assumptions about the game. First of all, we assume 

that both players are rational and act rational according to their knowledge, and in a way that maximizes 

their pay-off. When the shareholder engages, he is able to assess his interests and engages accordingly. The 

                                                        
243 P. 186, Gibbons, R. (1992).  
244 P. 186, Gibbons, R. (1992).  
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shareholder will always consider the information subject to his decision and the shareholder will make well-

informed decisions, when he engages. He will therefore not cast thoughtless votes. It is assumed that the 

shareholder will benefit more when management acts long-term than where management acts short-term, no 

matter the shareholder type. The shareholder thus has an incentive to signal that he is long-term, if it is not 

too costly. Both games include management and a single shareholder, and we therefore assume that 

collective action problems cannot be solved. When the shareholder engages, we assume that he uses all 

rights presented to him under the proposed directive, that is facilitation of engagement, proxy advisors, 

voting on remuneration policy and report, as well as voting on related party transactions. Regarding proxy 

advisors, we assume that they will only give vague recommendations for shareholders, because of mandatory 

regulation. For the simplicity of this analysis we therefore assume that they will not exit the European 

market.245 However, we do not specifically consider other regulatory measures that might affect shareholder 

engagement, as the core focus lies on the proposed directive.  

Management wants to follow own interests, which is assumed to be short-term interests. The reason for 

this assumption is that the current average tenure is approximately 7 years246, and as previously described, 

this fosters an inadequate focus on materialising its effort before resigning. Further, we assume that 

management will favour a remuneration package with short-term elements above long-term elements. Since 

collective action problems cannot be solved, actual punishment of management is not always available to 

discipline management.  

The additional costs and benefits of institutional investors and asset managers will not be included in the 

calculation of pay-offs, as this part of the proposed directive only applies to some shareholders, and we want 

to take a more general approach in the game. We do however consider these shareholders when we conclude 

on this chapter, as they are nevertheless an essential part of the proposed directive. Since they are not a part 

of the game, the conclusion can however not be as thorough as for the parties that are directly involved in the 

game.  

We will begin with a game with a majority shareholder and management. After having outlined some 

specific parameters that applies to a game with a majority shareholder and management, we will go through 

the pay-off of the players in the different outcomes. The sections describing the specific pay-offs for the 

players will in the beginning be more thorough, so the reader understands the reasoning behind the 

calculation. However, in the following section we will only mention the arguments briefly, in order of not 

being repetitive. Appendix I give an overview of how the pay-offs are composed.  

Following the determination of the players’ pay-offs, we will derive the games’ Perfect Bayesian 

Equilibriums. Afterwards we will go through the same analysis for a game with a minority shareholder. After 

                                                        
245 See more about proxy advisors in our analysis of this specific part of the proposal in section 2.4. of chapter 2. 
246 P. 996, Roe, M. J. (2013).  



 79 

having determined the equilibriums of the games, we will make an assessment of the equilibriums’ 

efficiency by using the notion of Kaldor-Hicks efficiency. In request of assuring a robust result, we will in 

section 3.5. and 3.6. discuss our simplistic assumptions, and how they may be modified.  
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3.2. Majority shareholder 

In this section we present a game of a majority shareholder and management. We will start by arbitrarily 

determine the pay-offs of the parties in the different outcomes, and then solve the game using Perfect 

Bayesian Equilibrium.  

3.2.1. Pay-offs  

The pay-offs of a game with a majority shareholder are represented in Figure 3. The numbers in brackets 

represent the shareholder’s and management’s pay-offs, respectively. 

 

 

Shareholder outcome preferences for a majority shareholder in the different scenarios are the following when 

he is a long-term shareholder:  

LELL > LPLL’ > LELS > LPLS’. 

The majority shareholder has the following priorities when he is a short-term shareholder: 

SPSL’ > SESL > SPSS’ > SESS. 

FIGURE 3 
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Management outcome preferences when facing a majority shareholder in the different scenarios are the 

following:  

SPSS’ > LELL = SESS > LPLL’ > SPSL’ = SESL = LPLS’ > LELS. 

3.2.1.1. Determinants for majority shareholder’s pay-off 

The pay-off for a majority shareholder is affected by long-term managerial decisions, the right to vote on 

remuneration, the right to vote on related party transactions and the shareholder’s cost of engaging. When the 

shareholder type is long-term, he gains great benefits, when management also decides on long-term. On the 

other hand, a majority shareholder looses some benefit when management decides on short-term, because his 

stake is so high that long-term managerial decisions are crucial for the yield of his investment. Further, the 

proposed directive eases engagement for a large shareholder, especially if he is a cross-border shareholder, 

due to intermediary facilitation of exercise of shareholder rights. We therefore find that the proposed 

directive saves a majority shareholder some costs of engagement.   

The proposed directive provides a right for shareholders to vote on remuneration policy and report, as 

described in section 2.5 of chapter 2. Since a majority shareholder has a large say in the company, he gains 

from this right. On the other hand, the right to vote on related party transactions has a negative effect for a 

majority shareholder’s pay-off, because we assume that a majority shareholder wants to conclude related 

party transactions and is excluded from the voting, although these transactions may also be concluded with 

other related parties than a shareholder.  

3.2.1.2. Determinants for management pay-off when facing a majority shareholder 

When determining management pay-off in the different scenarios of the game, we account the ability to 

pursue own interests and threat of being dismissed. The shareholder’s right to vote on remuneration policy 

every third year incline management to favour short-term decisions, as it is not certain of the content of the 

new remuneration policy. Management’s average tenure, which is approximately 7 years for a CEO, also 

inclines management to favour short-term decisions. When management is only hired for a relatively short 

period, it must show results during this period in order to pursue own interests in getting a new employment 

after termination of the current employment.  

The threat of dismissal is great, when management faces a majority shareholder, especially when 

management does not act in the interest of the shareholder. As previously described, a major shareholder will 

have both incentives and the power to punish and dismiss management, when it is not acting in the 

shareholder’s interests. However, the threat of dismissal is reduced when the shareholder is short-term and 

management decides on long-term, since the shareholder favour long-term benefits above short-term. On the 

other hand, the threat is relatively higher, where management conducts short-term decisions, while faced 

with a long-term shareholder. 
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3.2.2. Engaged majority shareholder  

3.2.2.1. Pay-offs in LELL  

The majority shareholder yields a pay-off of 5. When the long-term shareholder engages, he will use efforts 

in assessing the company information and voting. This constitutes a cost for the shareholder, although 

intermediary services reduce the costs of engagement. When management acts long-term, the shareholder 

benefits from his engagement due to his large stake in the company. Since the shareholder has a strategy to 

stay in the company in the long run, he benefits from the engagement over an extended period. Therefore, 

the benefits from engagement far exceed the costs.  

The shareholder is given further shareholder rights from the proposed directive, for instance by having a 

larger say on remuneration. Since he is a large shareholder, he is able to control how management is 

compensated for its effort, and when he is engaged, he assesses the information properly. However, the 

majority shareholder suffers from being excluded from voting on related party transactions. 

Management yields a pay-off of 3. When a long-term shareholder engages, and management chooses 

long-term, management acts as the large shareholder wishes. Management is therefore not faced with the 

threat of being dismissed, since it acts in the interest of the shareholder with extensive power. It is important 

to notice, that management has an interest in acting short-term. It makes sense for management to show 

results during their tenure, and not wait for the long-term benefits to materialize. Management is therefore 

not able to pursue own interests with this strategy. Management might not remain in the company long-term, 

but neither faces the risk of getting fired during its tenure, which can have the potential to damage their 

reputation in the same way as showing no major positive results.  

Therefore, the best possible outcome for management is when shareholders engage, and management 

chooses to act long-term. When the shareholder engages, management have greater benefits by complying 

with long-term interests, because they have assurance for their current decisions and future.  

3.2.2.2. Pay-offs in LELS  

The majority shareholder yields a pay-off of -2. The shareholder incurs costs from engaging, because he 

must assess the information in order to engage and choose how to engage. The costs of engaging is though 

relatively smaller, when he uses the intermediary when exercising his rights, and his costs are especially 

lowered if he is a cross-border shareholder. However, the benefits do not outweigh these costs, since 

management is not acting long-term. This is highly inconvenient for the shareholder, since he is largely 

affected by management’s decision due to his high stake in the company. The costs are therefore greater than 

the benefits. The imposed right to vote on remuneration is favourable for a long-term majority shareholder, 

as he is offered greater influence.   
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The shareholder potentially looses more in a situation where he is long-term, engages and management 

acts short-term (LELS) than where the shareholder is short-term, engages and management act short-term 

(SESS). This is due to the fact that a long-term shareholder is assumed to hold the stocks for a longer period 

than the short-term shareholder and he is therefore exposed to the detrimental strategy for a longer period, 

and faces potential losses. The long-term shareholder is dependent on the long-term return, which can be 

deteriorated by short-term decisions and fluctuations. 

Management yields a pay-off of -3. When a long-term majority shareholder engages and management 

decides on the short-term, several insecurities are present for management. First of all, management is a risk-

averse agent for the shareholder, and is therefore not appreciative towards these risks. Since management is 

short-term oriented although the shareholder placed engagement effort in showing that he is long-term 

involved, the shareholder will possibly react. A majority shareholder is decisive for management’s future, as 

he may fire management, which is the worst of all the possible outcomes for management. The risk that 

management will not sustain causes management to have large costs by being insecure about the future.  

Management do however gain some benefits from acting short-term and being more opportunistic, but it 

is only to a certain extent, as he is disciplined by the shareholder’s engagement in the remuneration policy, 

which limits his opportunism. The benefits of opportunism do not outweigh the costs of the insecurity of 

employment in this outcome. 

3.2.2.3. Pay-offs in SESL  

The majority shareholder yields a pay-off of 2. The short-term shareholder puts effort in engaging in the 

company, which is costly because he must assess the information prior to exercising rights, determine how to 

engage and pay for the engagement. Furthermore, the shareholder looses some value from being excluded in 

voting on related party transactions. Managerial long-term decisions are benefitting for the short-term 

shareholder, and the shareholder gains from voting on remuneration. However, since he is a short-term 

shareholder, he will not benefit from the knowledge he has acquired in the company to the same extent as a 

long-term shareholder, because he might not choose to stay in the company for a longer period. It is a sunk 

cost that will not be reimbursed. This situation is therefore more costly for the short-term shareholder 

compared to a long-term shareholder, which is why LELL > SESL is valid for shareholder pay-offs.  

Management yields a pay-off of -1. The difference between the outcome SESL compared to LELL is that 

management faces a greater risk of getting fired in LELL if it does not comply with a long-term shareholder, 

than if management does not comply with a short-term shareholder. This is due to the increased possibility 

that a short-term shareholder will ceteris paribus be more likely to exit than a long-term shareholder, and 

management should therefore not worry about being dismissed. The short-term shareholder will not be likely 

to fire management, and management will in this light prefer pursuing own interests, which is why 

management values SESS higher than SESL.  
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3.2.2.4. Pay-offs in SESS  

The majority shareholder yields a pay-off of -1. The costs of engaging encompass assessing information, 

which is a sunk cost that the shareholder will not necessarily benefit from in later periods because he might 

choose to exit. The shareholder furthermore holds a cost of being excluded in the voting on related party 

transaction, when he is to conclude such transactions with the company, because his large stake will not be 

represented in the voting.  

The shareholder prefers a long-term decision-making management to a short-term, which is why his pay-

off from SESS is less than for SESL. In this scenario, the shareholder will still gain some benefits from the 

remuneration rules, but less than a situation where the shareholder is long-term. However, since the 

shareholder might exit, his knowledge does not benefit him for long. The costs outweigh the benefits, due to 

the shareholder’s relatively big stake.  

Management yields a pay-off of 3. When management is subject to engagement from a short-term 

shareholder, management is inclined to act in its self-interest. Since management is interested in reaping 

benefits during its tenure, management will tend to appreciate the short-term. Management is however 

limited through the shareholder’s engagement on the remuneration policy. Management prefers to act short-

term when facing an engaging short-term shareholder above the SESL outcome. Although the majority 

shareholder possess the power of dismissal, management feels somewhat safe that a shareholder will not 

bother to dismiss management since the shareholder might as well exit in the near future. Management is 

therefore to a large degree able to act in its own interest, only restricted by the remuneration policy, and 

therefore finds this situation beneficial.  

3.2.3. Passive majority shareholder 

3.2.3.1. Pay-offs in LPLL’  

The majority shareholder yields a pay-off of 4. The shareholder appreciates that management serves his long-

term interests, without having to hold any engagement costs. However, the shareholder looses from being 

excluded from the voting on related party transactions.  

Management yields a pay-off of 2. Management gains benefits from acting in alignment with the 

shareholder, and is therefore not faced with the threat of dismissal. However, management is not able to 

follow its own short-term interests as described above in LELL. Management is nevertheless more satisfied 

in the LELL outcome, since it is more certain that management fulfils the shareholder’s needs.  

3.2.3.2. Pay-offs in LPLS’  

The majority shareholder yields a pay-off of -3. The shareholder is not engaging, and does therefore not 

incur costs of engagement. However, management is not acting in the interests of the shareholder, which 
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represents a great loss for the shareholder, because he has a big stake in the company and furthermore long-

term interests. He also suffers from being excluded from voting on related party transactions.  

Management yields a pay-off of -1. When management is short-termed, its interests are not aligned with 

the shareholder’s, and management therefore faces a risk of dismissal, particularly present when a major 

shareholder is able to have decisive influence on its future. However, management gains benefits by being 

able to follow own interests, before termination of its employment. Management is furthermore not 

restrained by the remuneration policy. Nevertheless, management is overall not satisfied since it faces the 

risk of getting fired, which outweighs the benefits of acting short-term. LPLS’ is therefore less attractive for 

management than LPLL’. Compared to the situation in LELS, management faces less risk of dismissal, when 

the shareholder is passive, because the shareholder has not expressed his particular interests by engaging, 

and management will therefore not to the same extent be held accountable for considering shareholder 

interests.  

3.2.3.3. Pay-offs in SPSL’  

The majority shareholder yields a pay-off of 2,5. The shareholder does not hold costs related to engagement, 

but gains benefits from management deciding on long-term, which he prefers compared to short-term. The 

shareholder does however hold costs from being excluded from the voting on related party transactions. 

SPSL’ is preferred above SESL, because the shareholder does not hold costs of engagement, and therefore 

only yields benefits. 

Management yields a pay-off of -1. Management has no individual interests in the long-term, and 

therefore suffers from its inability to pursue own interests in this outcome. A short-term shareholder will not 

bother to replace management, and management does therefore not have anything to fear in this outcome.  

3.2.3.4. Pay-offs in SPSS’  

The majority shareholder yields a pay-off of -0,5. Without incurring any costs of engagement, the 

shareholder neither benefits from long-term managerial decisions. The shareholder suffers from the 

exclusion of the voting on related party transactions.  

Management yields a pay-off of 4. Management benefits in this outcome, because it is able to pursue own 

interests without limitations from the remuneration policy, and without any specific threat of being dismissed 

by the short-term shareholder.  

3.2.4. Perfect Bayesian Equilibrium  

Since we have now derived the pay-offs in the game, we are now able to find the equilibrium. We will start 

by assessing management’s best response, given the shareholder’s strategy. Afterwards, we will assess the 

shareholder strategy, given management’s strategy, and whether the shareholder has incentives to deviate. 

This will lead us to the Perfect Bayesian Equilibrium.  
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Pr account for management’s initial belief. Further, the actions of the shareholder can update 

management’s beliefs (i.e. updated beliefs). Below we will first examine management’s expected pay-off 

from playing long and short, respectively, when management is faced with an engaged majority shareholder.  

3𝑞 + −1 1 − 𝑞 = −3𝑞 + 3 1 − 𝑞  

=>  −1 + 4𝑞 = 3 − 6𝑞 

𝑞 =
2
5

 

Which means that management will choose long when 𝑞 > !
!
 , short when 𝑞 < !

!
 and he will be indifferent 

when 𝑞 = !
!
 . 

We will now turn to the scenario where management is faced with a passive majority shareholder:  

2𝑝 + −1 1 − 𝑝 = −1𝑝 + 4 1 − 𝑝  

=>  −1 + 3𝑝 = 4 − 5𝑝 

𝑝 =
5
8

 

Which means that management will choose long when 𝑝 > !
!
 , short when 𝑝 < !

!
  and he will be indifferent 

when 𝑝 = !
!
 . 

We will now examine management’s action given the shareholder’s strategy. When both types of 

shareholder choose to engage, that is the pooling strategy ELES, the initial belief of management will be 

similar to the updated belief, i.e. 𝑃𝑟 = 𝑞. When 𝑞 > !
!
, management will choose to act long-term. Given this 

knowledge, the long-term shareholder will not choose to deviate since 5 > 4. The short-term shareholder 

will choose to deviate, i.e. play passive, if management chooses long, since 2,5 > 2. However, management 

is aware that only a short-term shareholder will deviate and play passive, and management will therefore 

choose S’ that leaves him with 4 instead of -1. This will turn out as a less beneficial situation for the short-

term shareholder, who will loose -0,5 in SPSS’, and the shareholder will therefore not deviate. We therefore 

have a Perfect Bayesian Equilibrium, where 

𝑃𝐵𝐸 = ( 𝐸!𝐸!, 𝐿𝐿 , 𝑞 > !
!) 

When both types of shareholders choose to be passive, that is the pooling strategy PLPS, the initial belief 

will be similar to the updated belief, i.e. 𝑃𝑟 = 𝑝. When 𝑝 > !
!
, management will choose long-term. Given 

this knowledge, we can calculate if and when the shareholder will choose to deviate. In this respect, a long-

term shareholder will choose to deviate, when management chooses long-term, since 5 > 4. A short-term 
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shareholder will however not deviate, since 2,5 > 2. Since management knows that only a long-term 

shareholder will deviate, management’s reaction must be the one of the strategies LELL or LELS that offers 

him the highest pay-off. Management will choose long, as it will then receive pay-off of 3 instead of -3. This 

is therefore not a Perfect Bayesian Equilibrium.  

When the shareholder chooses a separating strategy of ELPS, management has an updated belief of 𝑞 = 1 

and 𝑝 = 0. This implies that management will choose L, when faced with a long-term shareholder, and S’ 

when faced with a short-term shareholder. The long-term shareholder will not deviate. The short-term 

shareholder will only deviate and choose ES when management chooses long, since 2 > − 0,5. Management 

will therefore be tricked into believing that the short-term shareholder is long-term, and the shareholder 

would gain 2. Since the shareholder has an incentive to deviate, this is not a Perfect Bayesian Equilibrium.   

When the shareholder chooses a separating strategy of PLES, management will have updated belief of 

𝑞 = 0 and 𝑝 = 1 and will therefore choose L’ and S respectively. The long-term shareholder will not 

deviate, since it will send a signal that he is short-term, and he will end up with -2 instead of 4. The short-

term shareholder will however choose to deviate, since it will lead to 2,5 instead of -1. This is therefore not a 

Perfect Bayesian Equilibrium.  

To sum up, the Perfect Bayesian Equilibrium of a game with a majority shareholder was where 

𝑃𝐵𝐸 = ( 𝐸!𝐸!, 𝐿𝐿 , 𝑞 > !
!), and is represented by the red lines in Figure 4. 

 

 

3.2.5. Concluding remarks on the equilibrium of a majority shareholder-game 

For the game with a majority shareholder, we found a pooling equilibrium of ELES, dependent on certain 

conditions. The result of this game shows that under some circumstances, engagement of both long-term and 

short-term shareholders foster long-term managerial decisions, when the engaging shareholder is a majority 

FIGURE 4 
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shareholder. Although the result is dependent upon the updated beliefs of management, it gives some 

implications about how shareholder and management will respectively react. The fact that ELES is the 

equilibrium reinforces the proposed directive’s objective, as it seems that both the long-term and short-term 

shareholder will engage and management will then choose long-term. It implies that when a majority 

shareholder engages, there will be incentives both for management and shareholder to appreciate long-term 

decisions by management. We are therefore able to confirm that the rules foster a long-term focus by 

management, and that they furthermore encourage a majority shareholder to engage.  
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3.3. Minority shareholder 

In this section we present a game of a minority shareholder and management. We will start by arbitrarily 

determine the pay-offs of the parties in the different outcomes, and then solve the game using Perfect 

Bayesian Equilibrium.  

3.3.1. Pay-off  

The pay-off of a game with a minority shareholder is presented in figure 5 below. 

 

Shareholder outcome preferences for a long-term minority shareholder in the different scenarios are the 

following:  

LPLL’ > LELL = LPLS’ > LELS. 

The preferences of a short-term minority shareholder are following: 

SPSL’ > SPSS’ > SESL > SESS. 

FIGURE 5 
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Management outcome preferences when facing a minority shareholder in the different scenarios are the 

following:  

SESS  = LELS = LPLS’= SPSS’ > LELL = SESL = SPSL’ = LPLL’. 

3.3.1.1. Determinants for minority shareholder’s pay-off 

The pay-off for a minority shareholder is determined by long-term managerial decisions, right to vote on 

remuneration and related party transactions and engagement cost, as it was for a majority shareholder. 

However, the parameters account differently for a minority shareholder. Similar to a majority shareholder, 

both a short-term and long-term minority shareholder benefits from long-term managerial decisions, and a 

long-term shareholder suffers if management does not consider his long-term interests. 

When a short-term shareholder engages, he faces great costs of engaging, relative to his small stock. 

When applying facilitation by intermediaries, shareholders need to pay them for their services. If shares are 

held cross-border, they may be inclined to use intermediaries, as it seems as an efficient solution compared 

with facilitation on its own. We found in section 2.2.6. of chapter 2 that a minority shareholder will not gain 

benefits by applying intermediaries to the chain. Facilitation by intermediaries is therefore not in general 

beneficial for minority shareholders. Proxy advisors, create efficiencies in relation to voting for especially 

small shareholders, as they provide recommendation prior to a voting. However, due to the mandatory 

regulation, we found that proxy advisors are not giving as specific advices, as they might have done before 

the proposal. The need for shareholders to check recommendations is therefore greater, thus time-consuming 

and costly. The potential effectiveness stemming from proxy advisors is therefore reduced. 

Due to rational apathy, a minority shareholder feels indifferent as to how its votes are cast, and does not 

gain any benefits, since votes will not matter for the outcome of for instance a voting on remuneration policy 

and report. The shareholder’s costs therefore exceed his benefits of voting, which is represented by the costs 

of engagement. There is however one situation where a minority shareholder will choose to vote. When a 

related party transaction is concluded with another shareholder, this shareholder is excluded from voting on 

the transaction. If the involved shareholder is a majority shareholder, the small shareholder may be 

persuaded that his vote matter. The benefits of this particular voting will therefore increase benefits of voting 

for a small shareholder.  

3.3.1.2. Determinants for management pay-off when facing a minority shareholder 

Management pay-off is dependent on the ability to pursue own interests and the threat of being dismissed, 

similar to the situation with a majority shareholder. In contrast to the situation with a majority shareholder, 

management does not face any threat of being dismissed when facing a minority shareholder, since a 

minority shareholder does not alone possess enough power to fire management. Furthermore, the small 

shareholder is not able to affect the remuneration policy, and cannot thereby influence management. Pay-off 
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is therefore only reduced, when management is not able to pursue own short-term interests, regardless of the 

minority shareholder’s interests.  

3.3.2. Engaged minority shareholder 

3.3.2.1. Pay-offs in LELL 

The shareholder yields a pay-off of -1. The shareholder yields benefits from management making long-term 

decisions. When the shareholder engages he will bear the costs of voting, which includes assessing the 

information, determining what to vote and vote through intermediaries. This cost is relatively large compared 

to his small stake. In general, when the shareholder engages through a proxy advisor especially in cross-

border situations, his costs related to engagement decrease. However, due to the proposed provisions proxy 

advisors will only give vague recommendations and the costs of engagement will therefore still be present, 

since the shareholder will have to place an extra effort in order to check up on the recommendations.  

Either way, the shareholder has a relative small stake in the company, and his voice will therefore not 

affect management’s decisions and he will not benefit from engaging. However, since he is a long-term 

shareholder, he might benefit from engaging and assessing information, because he will hold on to the shares 

for a while. Following this reasoning, if he cannot use the information to engage, he can use it to determine 

whether he should sell in a later period. Also, a small shareholder might benefit from the provision on related 

party transactions, where a large shareholder is the related person and is excluded from the voting. The effect 

of the small shareholder’s vote is thereby relatively larger. However, overall the shareholder’s costs exceed 

his benefits, which is why he has a negative pay-off. 

Management yields a pay-off of -2. As was shown in chapter 2 the average tenure for a CEO is shorter 

than what can be considered long-term. When management is acting long-term it is not reaping off any 

benefits from pursuing own interests, since its long-term efforts might not materialise until they are no 

longer a part of management, which incur the risk of not being acknowledged for their efforts during their 

tenure. Management will therefore have a negative pay-off in this scenario. Since the shareholder is a 

minority, management is not gaining any benefit from aligning interests with the shareholder, because the 

shareholder does not possess the power to dismiss management.  

3.3.2.2. Pay-offs in LELS 

The shareholder yields a pay-off of -4. When management acts short-term, although the shareholder is long-

term, the shareholder will have a negative benefit, and is worse off than where management acts long-term. 

Similar to LELL, the shareholder will hold costs of engaging, which will be large relative to the shareholders 

small stock. The shareholder is left with a loss, because the shareholder will furthermore not gain benefit 

from management’s decisions. The shareholder will gain some benefit from the provided right to vote on 
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related party transactions, if the large shareholder is blocked from the vote, but it will not be sufficient to 

deter the overall loss.  

Management yields a pay-off of 3. When management is acting short-term, its own opportunistic interests 

are pursued. A minority shareholder is not able to neither fire management alone nor affect it in any other 

way by engaging. In other words, management do not face any hazards when not complying with a minority 

shareholder’s priorities. Management gains benefits by being able to pursue own interests while not facing 

risks of shareholder objections that matter. 

3.3.2.3. Pay-offs in SESL  

The shareholder yields a pay-off of -2. When a short-term shareholder engages and only holds a small stock, 

he faces relatively great costs of engaging. He benefits from long-term managerial decisions and further from 

voting on related party transactions, as his votes in some instances will account for more. However, his gain 

is not remotely as big as the long-term shareholder’s, because the short-term shareholder will soon enough 

choose to exit. 

Management yields a pay-off of -2. When management decides on the long run, it has no benefits. Rather, 

long-term decisions are costly, because there is no fulfilment of own short-term interests. Management is 

imposed with the risk of showing no results, because the decisions pay off several years after termination of 

his employment in the company. 

3.3.2.4. Pay-offs in SESS 

The shareholder yields a pay-off of -3,5. Although the shareholder holds costs of engagement, he will not 

benefit from any long-term decisions. The shareholder does however gain benefits when voting on related 

party transactions with a large shareholder involved in the transaction. The benefit from the voting on related 

party transactions is however worth less to a short-term shareholder than to a long-term shareholder. 

Management yields a pay-off of 3. When management conducts short-term decisions its own interests are 

pursued. Since a minority shareholder has no influence, management is not afraid of being dismissed, and it 

can calmly pursue own interests. 

3.3.3. Passive minority shareholder 

3.3.3.1. Pay-offs in LPLL’  

The shareholder yields a pay-off of 2. If the shareholder is long-term and management conducts long-term 

decisions, the shareholder will minimize his costs by remaining passive, as interests are already aligned with 

management. The shareholder will not use his rights given to him by the proposed directive, but will neither 

incur costs of engaging. In this instance, the shareholder achieves his goals without incurring any costs and 

furthermore gains benefits by having long-term priorities. 
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Management yields a pay-off of -2. Management has a negative pay-off by deciding on long-term, 

although only the minority shareholder monitors. This is due to management’s own opportunistic priorities 

to prove that it achieved great results during his tenure, which is obstructed when it makes long-term 

decisions. Since the minority shareholder imposes no real threat on management, the disadvantage merely 

accounts for management’s own concerns about the reputational effect for future employments. 

3.3.3.2. Pay-offs in LPLS’  

The shareholder yields a pay-off of -1. In this outcome, the interests of the shareholder are not achieved, 

since management decides on short-term, but the shareholder does anyway not hold any costs of engaging. 

The shareholder neither gets the benefits from long-term decisions, as was the case in LPLL’. In other words, 

the shareholder suffers from the fact that management does not meet his long-term interests. 

Management yields a pay-off of 3. A passive minority shareholder imposes no threat that can encourage 

management to achieve the goals of this shareholder. Therefore, management favours short-term decisions 

that assure an affirmative reputation on the job-market, although it is not what the minority shareholder 

wants. In this instance, management is able to pursue own interests with no concern given to shareholder 

interests, as management is not able to see horizon of the shareholder and is anyway not interested due to the 

small stake a minority shareholder holds in the company.  

3.3.3.3. Pay-offs in SPSL’  

The shareholder yields a pay-off of 1. By remaining passive, the shareholder faces no costs of engagement. 

The shareholder gains from long-term decisions managerial decisions. As his costs are minimised, and 

benefits maximised this is the short-term shareholder’s preferred outcome.  

Management yields a pay-off of -2. When management conducts long-term decisions, it does not pursue 

own interests. Since management is a risk-averse agent, management holds a cost serving long-term interests 

by risking its own competitiveness on the job-market, in case its tenure did not show any favourable results.  

3.3.3.4. Pay-offs in SPSS’  

The shareholder yields a pay-off of 0. The shareholder does not yield any benefits in this scenario, since 

management is not acting long-term, although the shareholder prefers long-term decisions. The shareholder 

holds no costs of engagement. 

Management yields a pay-off of 3. When management faces a short-term minority shareholder, and 

chooses short-term perspectives for management decisions, management is fulfilling its own interests. 

Management is thereby able to prove positive results during its employment period. 
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3.3.4. Perfect Bayesian Equilibrium 

We are now ready to derive the Perfect Bayesian Equilibrium of the game.  

Management’s best response given shareholder’s strategy will be calculated below. When the shareholder 

has a pooling strategy, ELES, the outcome is following: 

−2𝑞 + −2 1 − 𝑞 < 3𝑞 + 3(1 − 𝑞) 

−2 < 3 

Since short-term decisions gives a higher pay-off, management will always choose to act short-term. Both 

types of shareholders will choose to deviate, because they will then increase their pay-off by choosing 

passive. This is therefore not a Perfect Bayesian Equilibrium. 

When the shareholder has a pooling strategy of PLPS, management’s pay-off is similar to the above. 

Management will therefore choose to act short-term in all situations. Given this knowledge, the shareholder 

will not deviate, as his benefit is greater in the pooling strategy, than if the shareholder chose to deviate by 

playing engage, because −1 > −4. A short-term shareholder will neither deviate, as he knows management 

has a dominant strategy of playing short, which leaves the shareholder with pay-off -3,5. We therefore have a 

Perfect Bayesian Equilibrium, where 

𝑃𝐵𝐸 = 𝑃!𝑃!, 𝑆!𝑆!  

When the shareholder chooses the separating strategy of ELPS, 𝑞 = 1 and 𝑝 = 0 are management’s 

updated beliefs, and management will choose short at both information nodes. This is not a Perfect Bayesian 

Equilibrium because the long-term shareholder would rather choose to be passive instead of engage, as 

−1 > −4. 

When the shareholder chooses a separating strategy of PLES, 𝑞 = 0 and 𝑝 = 1 are management’s updated 

beliefs, and management will again choose short in both situations. The short-term shareholder will rather 

choose to be passive to minimize his losses, because 0 > −3,5. This is therefore not a Perfect Bayesian 

Equilibrium. 

To sum up, the Perfect Bayesian Equilibrium was 𝑃𝐵𝐸 = 𝑃!𝑃!, 𝑆!𝑆! , and is represented by the red 

lines in Figure 6 below.  
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3.3.5. Concluding remarks on the equilibrium of the minority shareholder-game 

For a minority shareholder, we found a pooling equilibrium of PLPS. The equilibrium implies that both the 

short- and long-term shareholder will remain passive, and management will in both situations decide on 

short-term. First of all, this result shows that a minority shareholder is not incentivised to engage in the 

company, no matter his type. Second, since incentives to engage were not created by the rules, management 

is given leeway to behave opportunistically. Attention should be given to this result, since it proves a lack of 

incentives although we have assumed that both types of shareholders benefit by long-term decisions. It is 

interesting to see this result, when we have considered all the initiatives by the Commission to enhance 

minority shareholder’s engagement in deriving the pay-offs. The result shows that the rules do not to the 

necessary extent consider incentives to engage for a minority shareholder.  

FIGURE 6 
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3.4. Kaldor-Hicks efficiency 

After having deduced the Perfect Bayesian Equilibriums of the two signalling games, we will now assess 

whether they prove to be efficient, in order to answer our main problem statement that is if the proposed 

rules affect the economic efficiency. According to the Kaldor-Hicks efficiency notion, the equilibriums must 

be a situation where enough value is created to theoretically being able to compensate the losers from the 

measure. This efficiency notion implies that we should consider if the equilibriums create enough value to be 

considered efficient. We begin with the majority shareholder equilibrium, and then move on to the minority 

shareholder and at last we will conclude on the efficiency.  

3.4.1. Efficiency in the game with a majority shareholder 

Below we have inserted the game with a majority shareholder, and the pay-offs represents the total pay-off 

of the parties. We coloured the equilibrium path for this game red.  

 

 

When analysing this game, we begin with the case for a long-term majority shareholder and then turn to a 

short-term majority shareholder. Total pay-off in the equilibrium is 8, whereas the alternative outcome of 

LPLL’ yields a total pay-off of 6. When a majority shareholder is long-term, and management decides on 

short-term, total pay-off will be -5 where the shareholder engages and -4 where the shareholder is passive. In 

FIGURE 7 
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this case, efficiency is gained in the equilibrium for this part of the game, since 8 is the greatest possible total 

pay-off.  

When considering a short-term shareholder, the total pay-off in equilibrium is 1. If management chooses 

short, that is SESS, total pay-off is 2. When the shareholder is passive, and management is either long-term 

or short-term oriented, the total pay-offs are 1,5 and 3,5, respectively. Since the equilibrium pay-off of 1 is 

less than the alternatives, Kaldor-Hicks efficiency is not achieved in the equilibrium of this part of the game.  

3.4.2. Efficiency in the game with a minority shareholder 

In order of recalling the game with a minority shareholder, we have inserted the game below in Figure 8. The 

equilibrium path red is coloured red, and the pay-offs represents the total pay-off of the parties. 

 

We start out with the equilibrium for a long-term shareholder. In the equilibrium, total pay-off equals 2, 

whereas total pay-off is 0, if management is long-term oriented, that is, LPLL’. When the long-term minority 

shareholder engages, total pay-off yields -3 and -1, respectively. Efficiency is achieved in the equilibrium 

with a long-term minority shareholder, since 2 is greater than the alternative pay-offs. 

For a short-term shareholder, the equilibrium yields total pay-off of 3. If management is long-term in its 

decisions total pay-off is -1. When a short-term minority shareholder engages, total pay-off is -4, when 

FIGURE 8 
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management is long-term and -0,5, when management is short-term. As implied, this equilibrium is efficient, 

as it yields the highest total pay-off possible for shareholder and management.  

3.4.3. Implications of the efficiency 

According to the derived objective of the proposed directive, it aims at encouraging long-term shareholder 

engagement. In chapter 2 we found that the proposed rules generally encourage shareholders to engage. This 

was withdrawn in the game theoretical sections, where we found that it only paid off for majority 

shareholders to engage, and that management would then conduct long-term decisions that contribute to the 

overall purpose to have long-term fundamentals incorporated in companies. For minority shareholders it did 

not pay off to engage, and their strategy would therefore be to remain passive. However, as can be seen, the 

latter was efficient, whereas the first was not.  

The Kaldor-Hicks efficiency results show that our findings of equilibrium do not always entail efficient 

outcomes. The pooling strategy of ELES proved to be the equilibrium for the game with a majority 

shareholder, but the equilibrium is less efficient than other outcomes. The outcome is therefore not Kaldor-

Hicks efficient, as the parties would be better off in another situation. The equilibrium of the game with a 

minority shareholder, which was the pooling strategy of PLPS, proves to be Kaldor-Hicks efficient, as it is not 

possible to make a Kaldor-Hicks improvement from this state. 
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3.5. Modifications for the simplistic game 

Although we have found some truly interesting equilibriums in the games in light of the proposed rules, we 

recognise that the game theoretical approach is very simplistic. In order to solve a complex real-life situation 

with several rules to consider, we had to lay down several assumptions upon the model, as seen in section 

3.1.2. However, in order to make our analysis useful and apply it to the real-life case, some of our 

assumptions need to be modified. We start by considering modifications that may alter the result of our 

analysis to ensure that our result is robust. 

3.5.1. Shareholders may benefit from both short-term and long-term decisions 

The game lacks future implications of the assumption that short-term shareholders benefit from long-term 

managerial decisions. The pay-offs in the game for a long-term shareholder was relatively larger than when 

we considered a short-term shareholder. The reasoning is besides the above arguments that a short-term 

shareholder who engages and soon exits has spent costs that will not be reimbursed by the pay-offs of long-

term managerial decisions. Although this mechanism seems to hamper the realization of short-term 

shareholder’s benefits, it may also enhance these shareholders’ focus on long-term priorities, as is actually 

provided for in the proposed directive. When a shareholder is anyway engaging, it might at a later stage 

encourage the same shareholder to stay in the company and realise these pay-offs. The argument gets even 

stronger, when we consider that shareholders are not necessarily one or the other type247, as this flexibility 

may ease the change from considering short-term priorities to suddenly prioritise long-term elements. All in 

all, this implies that a repetition of the game with the same shareholder may encourage long-term interests, 

although he was initially a short-term shareholder.  

Long-term decisions are not always beneficial for short-term shareholders. One of our assumptions was 

that even a short-term shareholder gains from long-term managerial decisions. The assumption was well 

founded to account in the model, since we incorporated the Commission’s notion that long-term elements 

shall be promoted in all cases. By assuming that long-term managerial decisions are valuable for both long-

term and short-term shareholders, we accounted the wanted outcome for the Commission, as the rules apply 

to all shareholders. However, to state that all shareholders will benefit from long-term decisions is a very 

simplistic approach, and not necessarily accurate. For instance, a short-term shareholder will not necessarily 

benefit from long-term decisions since these decisions may not pay off until after the shareholder sells his 

shares.248 This could for example be the case for R&D expenditures, which is typically seen as a long-term 

investment for the company, but is certainly not beneficial for a shareholder who sells his shares before the 

                                                        
247 As assessed in detail below in section 3.5.2. 
248 P. 137, Gaspar, J., Massa, M., & Matos, P. (2005).  
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investments pay off.249 We do however recognise that expenditures on for instance R&D may have a positive 

affect on share price, where the market is able to value the expected pay-off from the investments. We can 

therefore merely conclude that some long-term investments may be carried out at the expense of short-term 

gains, which is why the short-term shareholder will not always benefit from long-term management 

decisions. It is interesting to note, that even with the extensive assumption that long-term managerial 

decisions would benefit all shareholders, the solutions to the games did only in some circumstances foster 

engagement of a majority shareholder, and would never lead to engagement of a minority shareholder. It is 

therefore interesting to wonder, how a solution would turn out where long-term decisions are not necessarily 

a superior preference to all shareholders.  

In the light of long-term and short-term modifications of shareholder behaviour, we would like to draw 

attention to predominant long-term shareholders, as these may conversely benefit from short-term 

investments. In both games we assumed that long-term shareholders did not reap any benefits from short-

term decisions. However, there may be several reasons why long-term shareholders would benefit from 

short-term investments as well. In particular, it was argued during the informal discussions ahead of the 

proposed directive that long-termism is nothing else than an accumulation of short-term events.250 Moreover, 

in order to comply with the fiduciary duty, that is the obligation to act in the client’s best interests, even a 

long-term shareholder is sometimes necessitated to sell off shares, for instance if the stock price is 

overestimated. Selling shares after a short holding period can therefore also be in the client’s interests, 

although it may not contribute to long-term strategies. After all, the overall objective for a shareholder is to 

gain benefits. Based on this reasoning, it is suggested that even the long-term shareholder type sometimes 

also yields benefits from short-term managerial decisions. In this respect, it would be uncommon if a long-

term shareholder, such as an institutional investor, were not able to show any results for several years, but 

only after a long time. No rational final beneficiary would choose such an investor to take care of his funds, 

not even in a situation where it found itself having a long-term horizon. This incentivises the long-term 

investor to show short-term results as well. However, short-term goals may contribute to the long-term 

portfolio return. It is nevertheless hard to conclude whether these modifications would alter outcomes, as it 

would be very dependent on external conditions. 

These modifications alter the outcome of the game, as there is no fine line as to what benefits certain 

types of shareholders. Furthermore, it is not evident that the shareholder is a prejudiced type. 

                                                        
249 See for example a survey of more than 400 financial executives, The Economic Implications of Corporate Financial 
Reporting, where it was concluded that more than 80 % would decrease spending on fundamentals, such as R&D and 
maintenance in order to meet short-term earnings target. Graham, Harvey, & Rajgopal. (2005). 
250 P. 4, European Commission. (2013). Summary of the informal discussions concerning the initiative on shareholders 
engagement. Brussels: European Commission. 
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3.5.2. Unawareness of shareholder type and the possibility of misleading engagement  

The simple assumption that long-term shareholders will always engage by encouraging long-term strategies 

is questioned. The game specifies that the shareholder observe his own type, before he chooses to engage or 

remain passive. This notion causes some problems; first, it can be imagined that shareholders do not see 

themselves as either short-term or long-term shareholders for the specific investment when they initially buy 

shares. Both shareholder types may however become aware of their expected investment horizon, when they 

have more information to tell whether the company is a good fit for short- or long-term investments, 

respectively. It is not exactly clear that all shareholders at any point define themselves as one type or the 

other. It can therefore not be a real-life condition that all long-term shareholders always encourage long-term 

decisions and vice versa. They are not aware of their specific type, inherently because they do not 

necessarily have a type. Further, where the shareholder engages either short-term or long-term, his 

engagement might not have the expected outcome. The particular outcome of this modification for the game 

may be that management has a hard time figuring out whom it serves, and what interests it shall ensure – and 

there may be inconsistency in engagement that confuses management. Further it shall be noted, that a certain 

action cannot guarantee to have the expected outcome. This can be due to other conditions that impact the 

management’s decisions, such as market conditions. 

In this respect, the second problem is that the link between investor behaviour and managerial decisions 

can be questioned, which may confuse management. This reasoning is in line with our model, since 

management is not sure if engagement signifies a long-term or short-term shareholder, and also makes sense 

since the notion of a specific shareholder type may not be valid. There is great debate around the link 

between shareholder investment horizons and management decisions in literature.251 The big issue is that a 

tendency to have a short-term horizon for investments may compromise management’s decisions, which 

consequently also turn out as short-term. As we also discussed in chapter 2, management is for instance 

impelled by its short tenure to show results during this period, and this is not affected by shareholder 

engagement. It is obviously the Commission’s suggestion that there is a link, and that one may therefore 

experience societal losses from spillovers fostered by cut expenditure on R&D when shareholders are 

particularly short-term oriented.252 However, management is concerned with pursuing own interests and 

shareholder interests to the extent that the shareholder possess decisive power over management’s future. 

Management cannot conclude that all shareholder decisions are short-term or long-term as described above. 

Management may however be more inclined to comply with shareholder interests, when it is clear which 

                                                        
251 See for instance Porter (1992), p. 8 and Roe (2013), p. 985-986 who assume there is a link, although on distinct 
premises. Contrary have Wahal & McConell (2000), p. 319 and Froot, Perold & Steine (1992), p. 57 not found any 
obvious links between management horizon and shareholder horizon.  
252 P. 8, Porter, M. E. (1992). Capital choices: Changing the way America invests in industry. Journal of Applied 
Corporate Finance, 5(2), 4-16. 
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type it is faced with. Nevertheless, it can be imagined that it will not always be clear which decisions 

management should conduct in order to comply with shareholder interests.  

These modifications alter the outcomes of the game, as the direct link between shareholder interests and 

management may not be present. All decisions will therefore not be a signal of either long- or short-term 

interests, but will depend on the specific conditions of the decisions. 

3.5.3. Collective action can be reduced, but is not likely 

Since the individual games represent a single shareholder and management, shareholders were not able to 

mitigate collective action problems. As seen in the pay-offs, this affected management decisions, since 

management paid no attention to the interests of a single minority shareholder. Minority shareholders may 

have more incentives to engage than the game showed, since shareholders are in fact able to cooperate. As 

we concluded in chapter 2, shareholders may prevent collective action problems, by cooperating. In this 

respect, it was argued that proxy advisors were particularly able to mitigate these problems by providing 

economies of scale, when several shareholders engaged through the same advisor. Although we also 

concluded that proxy advices might provide vague recommendations, due to extensive mandatory regulation, 

they are still able to optimise engagement for minority shareholders. However, it is at the same time obvious 

that considering a single minority shareholder in the game is not optimal to show these efficiencies. Since 

collective action problems are actually solvable, the incentives for minority shareholders to engage may be 

greater than what we assumed in the game, and this may affect management’s decisions as well. As 

collective action problems are not completely mitigated, the occurrence of collective actions may 

nevertheless be limited and thereby limited in their discipline of management. 

3.5.4. Specifically on institutional investors and asset managers 

As previously described, we have not included institutional investors and asset managers in the games. Since 

these investors are subject to more regulation than the regular minority or majority shareholder in the 

proposed directive, their situation is remarkable and the findings in the games cannot be directly applied to 

them. The reason why we did not develop an individual game for these shareholders is that it would require 

an entire new form of game, as we would have to show how the investment strategies and policies contribute 

to a greater probability of them becoming a long-term shareholder in the next game. It therefore seems more 

sensible to consider the implications to the above games by the specific modifications and herein how the 

provisions affect their behaviour. We will therefore briefly describe how their expected behaviour complies 

or varies with the equilibriums above.  

First of all, institutional investors are required to develop an investment strategy that should identify the 

contribution of the investment to medium to long-term performance of their assets, fosters a greater long-

term focus. Regardless of the shareholder being a minority or majority shareholder, the implication is that 

awareness will increase around long-term priorities, even when the shareholder is initially short-term. Since 
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the investment strategy fosters focus on long-term strategies, an institutional investor may altogether favour 

long-term strategies above short-term. Due to the provisions, the benefits seem greater for an institutional 

investor, because it reinforces his original or initial priorities stemming from his long-term liabilities. An 

institutional investor therefore reaps off even greater benefits by long-term managerial decisions, than what a 

‘regular’ shareholder do, also in terms of the competitive advantage following the proposed directive.  

Institutional investors and asset managers will be imposed with increased costs, both when they hold a 

minority and majority stake. Institutional investors must develop both an investment strategy and 

engagement policy, whereas an asset manager is only required to develop an engagement policy. Where an 

institutional investor or asset manager, on behalf of an institutional investor, engages, he must further hold 

costs of explaining his voting behaviour. Where an institutional investor or asset manager remains passive, 

he must still explain why he did not engage which is also costly, although less than explaining why he 

engaged. However, it can be suggested that where management follows the investor’s interests, although he 

remains passive, the institutional investor or asset manager incurs fewer costs, since it will be easier to 

explain and have less reputational effects. When management is on the other hand not following the 

shareholder’s interests, particularly majority shareholders will face reputational effects of their passivity, we 

believe. Since such a shareholder will hold a great stake in the company, he carries a great risk for the final 

beneficiaries. In this light, if the institutional investor remains passive, the final beneficiaries may withdraw 

their assets and find a more active institution to invest their assets. This was also discussed in section 2.3. A 

majority shareholder therefore faces more costs due to this insecurity, when remaining passive, than a 

minority shareholder. On the other hand, if the majority shareholder engages he may gain competitive 

advantage, which will increase his benefits. 

These contributions do not seem to alter the outcome of the two games. Although the institutional 

investor and asset manager reap off great benefit from long-term managerial decisions, they also face higher 

costs, and even more when they are subject to reputational effect, which we find is the case for an 

institutional investor who holds a majority stock and remains passive. When considering a majority 

shareholder, the benefits of remaining passive do therefore not outweigh the costs, but may do so in a game 

with a minority shareholder. The majority shareholder has higher gains when he engages, due to reputational 

effects, as this can account for a competitive advantage. However, in the long run the preference for long-

term managerial decisions may change the shareholder’s prospect of being a long-term shareholder instead 

of a short-term shareholder. The probabilities of meeting a long-term or short-term shareholder may 

therefore differ to the long-term shareholder’s advantage, as was also the case described in section 3.5.2. The 

encouragement seems strengthened. A minority game with institutional investors and asset managers may 

therefore in time be solved differently than the one above, however, the majority game might turn out the 

same. Since we do however merely consider a finite game the equilibriums seem to be approximately the 

same.  
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3.6. Discussion 

The above modifications to our simplistic game seem to alter our result of the game. First of all, it seemed as 

if our conclusion may be even worse than what we concluded in the equilibriums, due to the less likely 

assumption that a short-term shareholder always benefit from long-term managerial decisions. In the extreme 

case, it implies that a short-term majority shareholder will refrain from engaging and a short-term minority 

shareholder will gain even more benefits by remaining passive, as their respective pay-offs are then reduced 

by long-term managerial decisions. Contrary to this, our conclusion that engagement may encourage more 

engagement leads short-term investors to have focus on long-term priorities. The overall effect of these 

modifications may therefore turn out as status quo for the pay-offs of the game. Our suggestion is however 

that the first modification will outweigh the benefits of the engagement, with the result that a majority 

shareholder faces reduced pay-offs when he is short-term and management acts long-term, and that our 

conclusion concerning a minority shareholder holds and is perhaps even reinforced given these 

modifications.  

Furthermore, a shareholder’s decisions will depend on pay-offs by engaging or remaining passive, 

respectively, instead of which type he seems to be. These pay-offs differ to a large extent from decision to 

decision, and there may therefore not be consistency in the shareholder’s preferences. The imposed right to 

identify shareholders may enhance dialogue between shareholders and the company, and remove some of the 

obstacles for engaging shareholders. On behalf of these modifications, it seems hard to conclude any specific 

moderations of the model, since the game seems blurrier and not as firm as represented in this thesis. At a 

glance, the benefits may nevertheless increase for engaging shareholders, since dialogue leads to better 

alignment with management.  

At last, we suggest that a minority shareholder’s pay-off may be greater in a real-life situation, where 

collective action problems can be solved. The proposed directive imposes extensive mandatory regulation on 

proxy advisors, and thereby extracts some of the engagement pay-off, because a proxy advisor will only give 

vague advice.253 However, our suggestion is that the benefits of engagement may encourage more minority 

shareholders to engage, as collective action problems are solvable.  

                                                        
253 Concluded in section 2.4. 
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3.7. Conclusion 

The game with a majority shareholder shows that the shareholder will engage, and management will conduct 

long-term managerial decisions, independent of the shareholder type. We are therefore able to confirm that 

engagement leads to long-term managerial decisions, concerning a game with a majority shareholder. This 

outcome is not efficient, as other outcomes yield higher total pay-off. The outcome of the game is dependent 

on the assumption that a shareholder favours a long-term managerial decision above short-term, but this is 

not always the case.  

Considering a minority shareholder, he will remain passive, whereas management will conduct short-term 

managerial decisions, independent of shareholder type. In this game, the shareholder did not have incentives 

to engage that could encourage long-term managerial decisions. The outcome of the game proved to be 

efficient, as it maximises total pay-off. The encouragement of engagement may be fostered by the ability to 

mitigate collective action problems, which was not represented in our game.  

We were not able to include institutional investors and asset managers in the games, as they face more 

extensive regulation. We find that these investors benefit more from long-term managerial decisions than a 

regular shareholder, because they are more aware of their type and their actions. However, a majority 

investor faces more costs when he remains passive due to the risk of poor reputation. The majority investor 

may obtain reputational effect by engaging, if the engagement leads to the desired outcome. A minority 

investor faces increased costs from regulation, without reputational benefits.  
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Chapter 4. Conclusion 

In this chapter we will answer our problem statement, as it is defined in section 1.2. of chapter 1. 

Our analysis shows that for the directive to fulfil its objective, the provisions shall achieve both overarching 

and specific objectives that contribute to long-term shareholder engagement.  

The section on institutional investors and asset managers and the section on remuneration both proved to 

have a link to long-term shareholder engagement. The specific provisions regarding institutional investors 

and asset managers fulfil their objective to improve engagement of these investors and the provisions 

furthermore contribute to long-term shareholder engagement. The required disclosure of information 

contributes to the investors’ self-awareness and value of the required information. The right to vote on 

remuneration did not sufficiently create a link between pay and performance. Since shareholders are not able 

to evaluate long-term elements of remuneration packages, we find a supervisory board more suitable. Long-

term shareholder engagement is therefore not achieved for this part, although the provisions specifically 

contain elements that contribute to long-term company performance.  

For the remaining sections of the proposed directive, we did not find a direct link to long-term 

shareholder engagement. The provision seeking to enhance transparency of proxy advisors is the most 

detrimental part of the proposal, as the extensive mandatory regulation and its consequence are a regular 

hindrance for minority shareholder engagement. A likely result of the regulation is that proxy advisors either 

exit or provide less specific advice, which will lead to higher engagement costs for shareholders. In line with 

the Council’s suggestion, our analysis finds a principles-based approach to be more appropriate. The 

provisions with the objective of facilitating exercise of shareholder rights and improving shareholder 

oversight on related party transactions succeed in achieving these specific objectives. However, other more 

flexible measures would be able to achieve the same goal. In particular, an opt-in identification model is 

more suitable to respond to the privacy concerns of the facilitation measure of identifying all shareholders. 

Furthermore, it should be optional whether the Member States impose shareholder approval or have an 

administrative/supervisory board to approve related party transactions. These articles lead to increased 

engagement, but fail to fulfil the overarching objective of long-term shareholder engagement.  

Overall, the main parts of the proposal fulfil their specific objectives, and lead to increased engagement, 

but they do not fulfil the overarching objective of long-term shareholder engagement.  

On the other hand, our game theoretical analysis shows that management, when faced with an engaged 

majority shareholder, will conduct long-term decisions. The outcome demonstrates that the rules foster a 

long-term focus by management as well as engagement of shareholders, but is dependent on the shareholder 

preference of long-term elements. Even though this assumption was also incorporated in the game with a 

minority shareholder, it did not result in engagement or long-term managerial decisions. The analysis of a 
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minority shareholder therefore supports our corporate governance findings that minority shareholders are not 

encouraged to engage by the proposal. 

Economic efficiency is not achieved in light of the objective of the proposed directive to encourage long-

term shareholder engagement. Although the outcome of the analysis of a majority shareholder fulfils the 

objective of long-term shareholder engagement, this equilibrium is not efficient. The proposed rules do 

therefore not fulfil the Kaldor-Hicks criterion when considering a majority shareholder. Contrarily, the result 

of the analysis of a minority shareholder proves to be efficient, but it does not lead to long-term shareholder 

engagement as minority shareholders remain passive. In light of the objective of encouraging long-term 

shareholder engagement, efficiency is therefore not achieved. 
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Chapter 5. Perspectives for further research 

In this last part of the thesis, we want to point out some issues that relate to the subject, but that we were not 

able to include in our analysis.  

Due to space limitation, our problem statement did not account measures that might contribute to long-

term shareholder engagement, which is not directly related to the proposed measures. An example hereof is 

the controversial French rule offering double voting rights to shares that have been held by the same 

shareholder for at least 2 years.254 Listed companies are offered flexibility and can determine if they want a 

longer holding period before assigning the double voting right. The measure is a direct response to the 

problem of short-termism. By providing double voting rights, a minority shareholder might be incentivised 

to engage, at least after the two years, as he gains great power in the company. Furthermore, the inherent 

long-term element of the measure might contribute to the overarching objective of the proposed directive. It 

would therefore be interesting to analyse different voting rights that foster long-term shareholder 

engagement. Such analysis could also include an assessment of pyramid voting and dual-class-shares to 

evaluate if some of these approaches could promote the long-term strategy. 

Another interesting topic is the effect of investor behaviour on long-term managerial decisions. During 

the writing process, we encountered investor behaviour as an element that might affect the link between 

investment horizons and managerial decisions. The link seems to be highly affected by investors’ rationality 

and behaviour. Investor preferences might encourage long-term managerial decisions in other ways, but 

should be investigated more thoroughly.  

 

 

 

 

 

 

 

 

 

                                                        
254 P. 63, OECD (2012). Related party transactions and minority shareholder rights. OECD Publishing. Also analysed 
in Rose, C. (2008). A critical analysis of the ‘one share–one vote’ controversy. International Journal of Disclosure & 
Governance, 5(2), 126-139.	 
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Appendix I 

Majority shareholder 

Strategy Shareholder (Parameters that determine output: long-term managerial decisions, 

remuneration, related party transactions, engagement costs. Note that II&AM 

benefits/costs are not included.) 

Management (Parameters that determine output: opportunistic behaviour, remuneration policy 

and threat of dismissal).  

LELL 

(5, 3) 

Benefits: From long-term managerial decisions (+5) and remuneration (+2) 

Costs: Engage (-1) and related party transactions (-1) 

Comments: He is a long-term shareholder and therefore he benefits more from 

long-term than SESL. We argue that his engagement costs are not big compared 

to his stake in the company. 

Benefits: No threat of dismissal (+5) 

Costs: Cannot pursue own interests, and is restrained by remuneration policy (-2)  

LELS 

(-2, -3) 

Benefits: From remuneration (+2) 

Costs: Engage (-1), related party transactions (-1), and he suffers from the lack of 

long-term managerial decisions (-2) 

Comments: He is a long-term shareholder and therefore loose more from short-

term managerial decisions than SESS. 

Benefits: Can pursue own interests, but is restrained by remuneration policy (+2) 

Costs: High threat of dismissal (-5)  

SESL 

(2, -1) 

Benefits: From long-term managerial decisions (+3) and remuneration (+0,5) 

Costs: Engage (-1) and related party transactions (-0,5) 

Comments: He is short-term and he therefore doesn’t benefit from long-term and 

remuneration rules as long time as a long-term investor. Further, he doesn’t loose 

as much on related party transactions as a long-term shareholder. Engagement 

costs are the same. 

Benefits: No eminent threat of dismissal (+1) 

Costs: Cannot pursue own interests, and is restrained by remuneration policy (-2) 

 

SESS Benefits: From remuneration (+0,5)  Benefits: No threat of dismissal (+1) and can pursue own interests, but is restrained by 



(-1, 3) Costs: Engage (-1) and related party transactions (-0,5) 

Comments: We argue that he doesn’t suffer as much as a long-term investor, and 

output is changed accordingly. He doesn’t suffer from management not making 

long-term decisions as a long-term shareholder would. 

remuneration policy (+2) 

Costs: None 

LPLL’ 

(4, 2) 

Benefits: From long-term managerial decisions (+5) and remuneration (0) 

Costs: Engage (0), related party transactions (-1)  

Benefits: No threat of dismissal (+4) 

Costs: Cannot pursue own interests (-2) 

LPLS’ 

(-3, -1) 

Benefits: None 

Costs: Engage (0), related party transactions (-1), and he suffers from the lack of 

long-term managerial decisions (-2)  

Benefits: Can pursue own interests (+3) 

Costs: High threat of dismissal (-4)  

SPSL’ 

(2,5, -1) 

Benefits: From long-term managerial decisions (+3) and remuneration (0) 

Costs: Engage (0) and related party transactions (-0,5) 

Comments: He is short-term and he therefore doesn’t benefit from long-term as 

long time as a long-term investor. Further, he doesn’t loose as much on RPT as a 

long-term shareholder. 

Benefits: No threat of dismissal (+1) 

Costs: Cannot pursue own interests (-2) 

SPSS’ 

(-0,5, 4) 

Benefits: From remuneration (0)  

Costs: Engage (0) and related party transactions (-0,5) 

Benefits: No threat of dismissal (+1) and can pursue own interests (+3) 

Costs: None 

 



Minority shareholder 

Strategy Shareholder (Parameters that determine output: long-term managerial 

decisions, remuneration, related party transactions, engagement costs. Note 

that II&AM benefits/costs are not included.) 

Management (Parameters that determine output: whether management can pursue opportunistic 

behaviour and whether they face the threat of being dismissed).  

LELL 

(-1, -2) 

Benefits: From long-term managerial decisions (+2), remuneration (0) and 

related party transactions (+1) 

Costs: Engage (-4)  

Comments: He has a higher cost from voting compared to a majority 

shareholder relative to his stake in the company. 

Benefits: No threat of dismissal (0) 

Costs: Cannot pursue own interests (-2) 

LELS 

(-4, 3) 

Benefits: From remuneration (0) and related party transactions (+1) 

Costs: Engage (-4) and he suffers from the lack of long-term managerial 

decisions (-1) 

Benefits: No threat of dismissal (0) and can pursue own interests (3) 

Costs: None 

SESL 

(-2, -2) 

Benefits: From long-term managerial decisions (+1), remuneration (0) and 

related party transactions (+0,5) 

Costs: Engage (-4) 

Comments: He is short-term and he therefore doesn’t benefit from long-term as 

long time as a long-term investor. Further, he doesn’t gain as much on related 

party transactions as a long-term shareholder. 

Benefits: No threat of dismissal (0) 

Costs: Cannot pursue own interests (-2) 

SESS 

(-3,5 ,3) 

Benefits: From remuneration (0) and related party transactions (+0,5) 

Costs: Engage (-4)  

Benefits: No threat of dismissal (0) and can pursue own interests (3) 

Costs: None 

LPLL’ 

(2, -2) 

Benefits: From long-term managerial decisions (+2) and remuneration (0) and 

related party transactions (0) 

Benefits: No threat of dismissal (0) 

Costs: Cannot pursue own interests (-2) 



Costs: Engage (0)  

LPLS’ 

(-1, 3) 

Benefits: Related party transactions (0) 

Costs: Engage (0), he suffers from the lack of long-term managerial decisions 

(-1)  

Benefits: No threat of dismissal (0) and can pursue own interests (3) 

Costs: None 

SPSL’ 

(1, -2) 

Benefits: From long-term managerial decisions (+1) and remuneration (0) and 

related party transactions (0) 

Costs: Engage (0) 

Comments: He is short-term shareholder and he therefore doesn’t benefit from 

long-term managerial decisions as long time as a long-term shareholder.  

Benefits: No threat of dismissal (0) 

Costs: Cannot pursue own interests (-2) 

SPSS’ 

(0, 3) 

Benefits: None  

Costs: Engage (0)  

Benefits: No threat of dismissal (0) and can pursue own interests (3) 

Costs: None 
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