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Executive Summary 

Modern public company ownership is dominated by institutional investors who manage the 

wealth of millions of individuals saving for retirement. This paper discusses the conflicting 

interests of investors and savers and why, as shareholders, institutional investors are weak owners. 

The resulting lax oversight of corporate executives by institutional investors prevents the 

maximisation of wealth for savers over the long-term. To mitigate the problem of weak company 

owners, use of a specialist advisory firm as a third party shareholder activist is studied by testing 

the influence of Hermes Equity Ownership Services (HEOS) on corporate governance, including 

company environmental policy.  

Evidence is found that HEOS creates larger changes in the corporate governance 

structures of companies in tests against a paired sample. This indicates that, on average, HEOS 

exercises more ownership rights than institutional investors do. HEOS does this by advocating 

for long-term strategic agendas with corporate executives and the incorporation of environmental 

information in the investment process. Tests performed on company environmental metrics 

indicate that HEOS increases the amount of environmental disclosure, which facilitates the 

evaluation of long-term risks. No evidence is found to support the contention that HEOS reduces 

the societal costs of environmentally damaging behaviour that are transferred to the millions of 

individuals represented by institutional investors. This last finding, however, is thought to be 

largely attributable to the short time frame of the tested data. 

 Subsequently, statistical analyses also reveal the inappropriateness of using rigid models 

for evaluating the corporate governance structure of individual companies. This result serves to 

explain the inconsistent results of previous studies that attempt to prove a connection between 

good corporate governance and increased financial returns.
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1 Introduction 

On March 15
th

 2002, the Asset Management arm of Deutsche Bank (DBAM) cast 17 million 

proxy votes on Hewlett-Packard shares it controlled on behalf of clients against a proposed 

acquisition of Compaq. DBAM had analysed the proposed deal and found that it would destroy 

value for its clients. On March 18
th

, Hewlett-Packard executives learned that DBAM had voted 

against the acquisition. Carla Fiorina, then CEO of Hewlett-Packard, called Deutsche Bank‟s 

investment banking division, which was managing the proposed acquisition of Compaq, and 

asked it to persuade DBAM to vote for the acquisition. DBAM changed its vote and Hewlett-

Packard paid US$ 24 billion paid for Compaq. Of that, US$ 14 billion was for intangible assets 

and goodwill. That US$ 14 billion has since been subject to an impairment write-off because the 

earnings of Hewlett-Packard have not justified the price paid. Deutsche Bank‟s failure to act in 

the interest of clients destroyed substantial value. 

 The institutional investment industry is fraught with such misalignments of the interests 

of institutional investors and the individuals who contribute the invested capital: the savers. 

While the Fiorina case is a notorious example of a specific conflict of interest within the 

investment industry, this paper discusses the more fundamental mechanics that make institutional 

investors weak corporate owners who in day-to-day business frequently fail to consider the long-

term generation of wealth for their clients. 

 Regulation of institutional investors partially alleviates the problem of weak corporate 

ownership, but there is also room for improvement within the industry. A new type of company, 

which on behalf of institutional investors actively engages with corporate executives in the 

interest of savers, could provide the improvement required. This paper tests whether such third 

party shareholder activism, as practised by Hermes Equity Ownership Services (HEOS), has a 

measurable effect on mitigating the problem of weak corporate owners and what the extent of 

that effect might be.  

 The following section describes the development in corporate ownership and analyses 

why the investment industry fails to exercise shareholder rights to the full benefit of savers. 

Section 3 compares the ability of HEOS and institutional investors to exercise corporate 

ownership rights and ensure that company executives work to further the wealth of capital 

contributors. Section 4 discusses the use of metrics on company environmental policies, 

environmental costs transferred to society, and corporate governance ratings as proxies to 
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measure the extent to which the aims of savers and executives are aligned. The section also builds 

hypotheses for testing whether active engagement with company executives by HEOS is 

beneficial for savers. Section 5 tests the hypotheses and section 6 discusses the results and their 

contribution to current and future research. Section 7 contains this paper‟s conclusion. 

2 Investment Industry Structure Creates Weak Owners 

This section outlines why the focus of institutional investors is not on wealth, or utility, creation 

for the individual savers who contribute the invested capital. Much of the problem has been 

caused by changes in the ownership structure of public companies over the past four or five 

decades, and the impact of these changes is explained. The engagement in company management 

is discussed and how that engagement with corporate executives can be expanded to contribute 

more wealth to savers. 

 

2.1 The Shift to Institutional Corporate Ownership 

Corporate ownership has changed dramatically over the past 50 years. The time when tycoons 

controlled the destinies of large multinational companies is over. The largest share owners today 

are not individuals such as Bill Gates, Jeffrey Immelt, or even the Queen of England. On the 

shareholder register of one of this decade‟s most successful computer manufacturers, Apple, not a 

single individual is found in the top ranks. Instead institutional investors such as Fidelity 

Management, Vanguard Group, and State Street dominate the ownership list (Bloomberg, AAPL, 

stockholders list). Whether in America, the UK, or Continental Europe, the picture remains the 

same: public company shares are primarily held by institutional investors. At the end of 2008, of 

the £580.2 billion in equities registered on the London Stock Exchange and held inside the UK, 

institutional investors held 80%, with only 20% held by individuals and the companies 

themselves (UK National Statistics, 2010). In fact, the percentage of outstanding shares held by 

individuals has decreased continuously since the 1960s (see Appendix A Table 1). 

The trend is not unique to the UK. In 1970, the US stock market was owned by only a 

small handful of wealthy individuals. For the average US company, institutional investors held 

only 19% of outstanding shares (The Conference Board, 2005). In contrast, by 2010 more than 63% 

of US shares were held by institutional investors (The Conference Board Statistics, 2011). 
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Outside the Anglo-American world, such as in Germany and Japan, investments by institutions 

have also dwarfed those of wealthy individuals
1
.  

 So who owns the capital managed by the institutional investors? Investment behemoths 

such as Fidelity Management and State Street invest on behalf of, and in trust for, millions of 

individuals. Anyone saving for retirement through a pension plan, a life insurance annuity, or an 

investment in a mutual fund will have his or her savings managed by an institutional investor. 

These individuals make up the majority of the developed world‟s population. In Denmark and 

Sweden, 85% of the population are members of a pension scheme (ATP, 2011; Pensions 

Myndigheden, 2010). In the US approximately 80% of the eligible working force had a 401(k) 

defined contribution plan (Federal Reserve System, 2007). In the UK more than 14 million 

people hold an individual savings account (ISA), where £67.7 billion of ISA capital is invested in 

company shares (HM Revenues and Customs, 2011). Today, the tycoons that theoretically could 

sway the destinies of the world‟s corporations are civil servants, assembly line workers, 

engineers, teachers and the working professions in general. Collectively, the working public 

through its savings holds the majority of shares in the world‟s largest public companies. This 

tectonic shift in corporate ownership, from wealthy individuals to the broader public, represents 

what has been dubbed the dawn of the “new capitalists” (Davis, S. et.al. 2006).  

The wealthy that once would have been tycoons have not disappeared, however. The 

“new capitalists” include the wealthy individuals whose invested savings will dwarf those of the 

average civil servant. But both civil servants and extremely wealthy individuals are likely to be 

invested through a collective investment scheme. Investment schemes such as pension funds, 

mutual funds, and insurance funds carry equal fiduciary duties towards all clients. Under standard 

trust laws, the board of the British Telecom‟s pension scheme, for example, or a fund manager at 

State Street, cannot pursue investment strategies that will benefit the wealthy while damaging the 

less affluent, or vice versa (Hudson, A., 2000). As a result, the influence on company agendas of 

less affluent individual citizens is amplified through collective investment schemes. 

This influence is strongest where corporate shares are widely held, such as the UK and the 

US (La Porta, R., et.al. 1998; Faccio, M., et.al., 2001). In continental Europe, Japan, South Korea, 

Brazil and other civil law countries, voting shares are often closer held. Voting and non-voting 

                                                 
1
 Based on statistics from the Deutches Aktieninstitute, Statistics Netherlands, Swiss Banking Institute, Hong Kong 

Exchanges & Clearing Ltd, Statistik Centralbyrån. 
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shares, voting restrictions, pyramid ownership schemes, and multiple votes per share, combined 

with a lack of data on real ownership, makes assessment of the influence of “new capitalists” in 

these regions a challenge (see for example the introduction to Becht, M. and Barca, F., 2001). 

This, however, does not change the fact that institutional investors in civil law countries are also 

increasing their holdings in both national and international company shares (The Conference 

Board, 2010). 

The global financial market is increasingly international and so are the equity portfolios 

held with pension funds. Foreign ownership of domestic UK equity has steadily risen since 1981 

to 42% foreign ownership in 2008 (Table 1). These foreign holdings are almost exclusively made 

up of institutional investors because private investments are heavily prone to home country bias 

(Hubermann, G., 2001; Lee, R. et. al., 2009). In other words, the broad working population is 

financing the majority of the equity stakes held internationally. Institutional investors from the 

US, the UK, and Canada alone accounted for an estimated 70% of the $32.1 trillion that made up 

the institutional investor capital in the ten largest international stock markets (The Conference 

Board, 2005). 

Currently, there is little evidence to suggest that this shift in corporate ownership will 

reverse for any region. The expanding middle-class in the BRIC region is likely to increase its 

aggregated savings through pension funds worldwide. Continued advancements in medical 

treatment are also likely to extend life expectancy, requiring larger savings for retirement. In the 

West, the working public is being dwarfed by pensioners as the post-World War Two baby-

boomers start to retire (OECD, 2011). As governments struggle to pay growing pension liabilities, 

working individuals who are paying into the public and private pension funds will likely be 

paying more, partly offsetting the decrease in total savings from the temporary drop in the size of 

the workforce (see for example DeVaney, S.A., Chiremba, S.T., 2005; The Economist, 2011).  

Furthermore, the shift from defined benefit plans to defined contribution plans in both 

private and public sectors in the West will increase the amount of savings accumulated by the 

work force. Country and state liabilities in defined benefit plans have in recent years been 

unfunded (Yang, T.S., Mitchell, O.S., 2005) and contributed less to the collective investment 

schemes (see for example CalPERS, 2011). But as defined benefit plans fade, collective 

investment schemes are likely to receive a surge of defined contribution-based capital (Baker, D., 

2011). 
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The dispersion of corporate ownership will continue, and companies will increasingly 

become accountable to a larger and more diverse group of owners. The role of institutional 

investors as owners of public companies will become increasingly important as capital continues 

to flow to collective investment schemes. The ability of institutional investors to act as corporate 

owners is becoming increasingly important for the wealth of individual savers. 

 

2.2 The Perilous Gap Between Good Investors and Good Corporate Owners 

This section briefly discusses the role of the company owner before embarking on an in-depth 

consideration of the ability of institutional investors to play that role. While whole libraries have 

been written on the subject of corporate ownership, this paper confines itself to a brief 

walkthrough of the theories necessary for understanding the problems that arise when companies 

have weak owners. The paper subsequently goes into depth on the ability of institutional 

investors to fulfil the role of corporate owners, and reflects on the related consequences. 

In their magnum opus, The Modern Corporation and Private Equity, Berle and Means 

(Berle, A., Means, G., 1932) explain how the structure of corporate law separates corporate 

ownership and control. The separation entails that the equity investors, the owners, surrender 

capital to those in control of the company, the executives, and effectively also surrender their 

rights as owners to ensure that companies are operated in their best interests. Academics, lawyers, 

politicians, and corporate governance professionals have, ever since, been occupied with aligning 

the interest of those who control the companies with the interest of those who own them. This 

central problem is known as the principal-agent problem
2
, or simply agency-problem, (Jensen, M. 

C., Meckling, W. H., 1976). Any agent acting for a principal owner will, without control 

mechanisms, extract rents to his or her own benefit at the cost of the principal. In all its simplicity, 

the primary aim of corporate governance is to ensure that the total cost for the principal is as low 

as possible, while minimising the constraints on agents to maximise the principal‟s utility. 

 In business and economics the standard agency-problem concerns itself with the 

conflicting agendas of company executives and shareholders. Traditionally those shareholders are 

also those who own the capital invested in the shares, and those who bear the risk attributed to 

                                                 
2
 The agency-problem is based on the assumption that participants in the principal-agent relationship are rational and 

utility maximising. These assumptions have been criticised by sociologists and psychologists (see, for example, 

Davis, J.H. et. al., 1997; Shankman, N.A., 1999), however, such criticism has so far lacked empirical support and 

theoretical backing. 
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those shares. Under modern ownership structure, however, the invested capital is not the property 

of the institutional investors who hold the shares, but the property of the millions of individuals 

who contribute capital through their savings. These days there is an additional agency-problem 

between the individuals saving capital for retirement and the institutional investors who manage 

that capital. 

 The alignment of management and shareholder interests has come a long way since the 

agency-problem was first made clear. Today, literally hundreds of different governance 

provisions exist to ensure that the primary aim of executives is to create long-term returns to 

shareholders (see for example ISS, 2010). Attempts to mitigate problems of reduced managerial 

effort, empire building and excessive management perks have been made by applying governance 

provisions that invoke variable management compensation packages, better monitoring by boards, 

and better reporting standards
3
. 

The intent of governance provisions is to safeguard shareholder value, but they can 

theoretically also stifle corporate performance. Economists as far back as Frank Knight (Knight, 

F., 1921) and Joseph Schumpeter (Schumpeter, J.A., 1932) showed that risk taking facilitates the 

world‟s economic growth and development. Most governance provisions restrain company 

executives from taking risks, in theory constraining their ability to maximise the utility of 

principals. There are, in other words, serious costs to regulation as it grows bureaucracy and 

makes companies more risk adverse (Downs, A., 1964). Unfounded, and perhaps unnecessary, 

governance provisions are therefore at risk of destroying more shareholder value than they create. 

Academics have for several decades studied the effects of different governance provisions 

on the financial performance of companies (Bebchuk, L, et. al. 2009; Bhagat, S. et. al., 2008; 

Daines, R. M. et. al. 2010; Gompers, P. et. al. 2003). Very few governance provisions have been 

found to universally create value to shareholders, making it impossible to create an empirically 

founded universal best-practice approach to the structure of corporate governance. This has 

important consequences for the process of evaluating the governance structure of a company. A 

differentiated approach is necessary as different governance provisions will affect different 

companies in different ways (The Millstein Center, 2009). 

                                                 
3
 Many of these provisions‟ effect on owners‟ wealth, however, remain un-documented, and their existence can be 

challenged. This a problem to which this paper will return in the section on “Measuring Governance”, but for now, 

the important fact is that there is a very large body of both theorists and practitioners actively working on the 

alignment managers‟ and owners‟ interest. 
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The endorsement of corporate governance provisions ultimately rests on those who hold 

the company shares. Arguably, governing bodies such as the UN and state institutions, together 

with external stakeholders, also influence the governance structure of companies. The ultimate 

influence, however, remains with shareholders
4
 (La Porta, R. et. al. 2000; Schleifer, A., 

Wolfenzon, D., 2002) and in theory corporations are run in the interests of those who hold the 

world‟s corporate shares: the institutional investors. For this statement to be true institutional 

investors must take part in monitoring the corporations and actively engage as corporate owners. 

Engagement by shareholders is designed to encourage executives and directors to adopt practices 

that insulate shareholders from self-interested executive decisions and manage companies in the 

long-term interests of shareholders. When shareholders fail to exercise their ownership rights, 

there is very little left to help insulate shareholders from myopic and self-interested executives. 

The factors influencing the ability of institutional investors to behave as active corporate 

owners and exercise their shareholder rights are many and varied. This paper identifies and 

discusses four factors that have a major influence: 

1. How institutional investment companies get paid (2.2.1) 

2. What constitutes success for asset managers (2.2.2) 

3. How the time frame for success influences corporate ownership (2.2.3) 

4. The career incentives of asset managers (2.2.4) 

2.2.1 Fee Based Incentives Create Conflict of Interests for Institutional Investors 

Institutional investors charge clients a management fee that is based on the volume of assets 

under management. As a result, the income for institutional investment firms is primarily based 

on how much money they manage and not how well they manage it. Admittedly, the volume of 

capital assigned to any institutional investment firm is dependent on the previous returns created 

by the firm which demonstrate its ability to manage the capital. But promotional sales talk, 

paying for distribution, and other activities can mask investment capabilities when it comes to 

attracting capital (Davis, S. et. al., 2006; Elton, E.J., Gruber, M.J., 2003; Plunkett, J.W., 2006). 

To understand why this fee system prevents the institutional investment industry from acting as 

active corporate owners consider the following example:  

                                                 
4
 The accuracy of this claim varies from state to state. In general we see higher levels of legal stockholder protection 

in common law countries, than in many civil law countries and especially relative to countries with less developed 

financial systems. See La Porta, R. et. al. 2000. 
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An asset management firm invests £20 billion in the FTSE 100, meaning that it will own 

about 1.5% on average of each company in the index
5
. The firm charges 0.25% a year to 

manage the capital. An analyst identifies an underperforming company in which 

executives are doing a terrible job, engaging in related party transactions and at the same 

time tunnelling shareholder capital to company insiders. The analyst estimates that the 

company could be worth at least £12 billion instead of its current £8 billion if it were 

properly governed. She presents her findings to the portfolio manager, explaining how 

the shareholders of this company can have a £4 billion value increase if only they were to 

engage and replace the incumbent executives. The portfolio manager looks at the analysis 

and runs the figures on what it would cost to engage with the company. The additional 

resources and competencies required are not available in-house and the engagement will 

cost an estimated £1 million. At that price the manager concludes the engagement is not 

worth it. The analyst argues that £1 million is nothing compared to the potential value 

creation of £4 billion. The manager replies that the managed investment represents only 

1.5% of the company and a £4 billion increase in company value increases the value of 

the asset managed by no more than £60 million. The fee chargeable for managing the £60 

million is 0.25%, which amounts to £150 thousand, against costs of £1 million. Any 

engagement is not worth the cost. The analyst returns to her desk and the poorly managed 

company continues its practice of destroying shareholder wealth. 

The conflict of interest outlined in this example is probably one of the primary reasons why 

institutional investment firms are not actively engaged owners. It is not that they do not want to 

act as owners. It is because they make economically rational decisions and most likely sell or 

under-weigh
6
 shares in poorly managed companies instead of paying the costs of engaging with 

them. 

  

                                                 
5
 The total market cap of the FTSE 100 was £1,336 billion as of May 28

th
 2010 according to most recent FTSE 100 

fact sheet (FTSE, 2011). 
6
 Under-weigh, or underweight, refers to a position in a corporate equity that is considerably smaller than the relative 

position of that corporate equity in the portfolio‟s benchmark. 
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2.2.2 Success Criteria for Asset Managers Work Against Good Stewardship 

The criteria governing the success of a portfolio manager is this paper‟s second identified 

challenge to the institutional investor‟s ability to be an active corporate owner. Portfolio 

managers are generally rewarded on a relative return metric that measures their ability to beat an 

benchmark such as the FTSE 100. This relative measure, traditionally known as alpha, creates 

incentives that are often out of line with that of the individual savers.  

To spread risk, fund managers hold shares of dozens if not hundreds of companies in their 

portfolios. Individual fund managers will have preferences for certain companies that their 

analysts believe are undervalued, and will hold a proportionately larger volume in those 

companies relative to their performance benchmarks. Conversely, for companies that are thought 

to be overvalued a proportionately smaller amount is held relative to the benchmark (see for 

example Pozen, R. et. al., 2011).  

But why hold a percentage stake in a company that is believed will lose value? Because 

not holding a stake in, say, Royal Dutch Shell will bring the tracking error on the index up, and 

increase risk against the benchmark to a level that would make the portfolio manager 

uncomfortable (Monks, R., Minow, N., 1991). Despite the risk return relationship being fair, 

behavioural attributes as those described in prospect-theory (Kahneman, D., Tversky, A., 1979) 

keep managers close to the benchmark. The misalignment between the incentive of the manager 

and the return of the private savers occurs when, for example, Royal Dutch Shell decreases in 

value. The private savers, whose capital is invested, will have lost money, but because the 

portfolio manager was underweight in Royal Dutch Shell, the portfolio will have lost less money 

relative to the benchmark. The portfolio will have beaten the market and relative performance 

will increase, despite having destroyed value for the savers.  

A portfolio manager who engages with a mismanaged company and successfully prevents 

what would have been a total corporate meltdown, destroying billions in private individuals‟ 

savings, receives no personal benefit. Both the benchmark and all the other asset management 

companies most likely hold the same company in their portfolio. So saving the company will 

have no effect on relative performance. In fact, a portfolio manager that did engage with the 

mismanaged company and saved billions in pension savings would have to be considerably 

overweight in that company not to be worse off than competitors because the portfolio manager 
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incurred the costs of engagement and the competition will have gained value at no cost as a free 

rider (Roe, M., 1990). 

2.2.3 Short-Term Performance Measures Neglect Value Creation for Savers 

The time frame of private individuals saving for retirement or a new home is much longer than 

that of any portfolio manager. Fund ratings are often compiled on a quarter year basis (see for 

example Bowen, J.J., Statman, M., 1997; Lipper Index Service: Calculation Methodology, 2011). 

Fund managers‟ bonus packages are typically based on a similar short-term time frame 

(Carpenter, J.N., 2000; Pendergast, C., 1999). Provided that markets are efficient this should, in 

theory, have no negative effect on long-term returns. 

The problem is that short-term equity prices are not efficient. A growing body of literature 

shows that some types of information are very slow to be included in equity prices. Edmans 

(2011) shows that firms included in the list of the “100 Best Places to Work for in America” earn 

abnormal positive returns for a period of up to four years after the list was initially published; 

Lev and Sougiannis (1996) display how increased investment in research and development yields 

abnormal positive returns over the long-term; Chan et. al. (2001) show the same trend for 

advertising expenditure; Aboody and Lev (1998) demonstrate the problem relevant to software 

development costs; Deng et. al. (1999) do the same for expenses on patent citations; and 

Gompers et. al. (2003) display the same effect for improvements to six specific corporate 

governance provisions.  

Two hypotheses are generally presented when attempting to explain this anomaly. The 

first is that the presumed increase in value arising from such “soft” information is not high 

enough to cover the transaction costs associated with the broker‟s fee and the bid ask spread and 

therefore investors are reluctant to trade on the information (Ng, J. et. al., 2008). The second 

hypothesis is that the slow incorporation of such information is a result of stock market short-

termism. Combined, these two hypotheses go some way to explain why corporate strategies and 

changes in governance take time to materialise on income statements, and therefore rarely affect 

short-term equity prices (Clairfield A., 2005; UNEP, 2005). This is despite the fact that such 

strategies and governance changes are thought to have significant effect on the long-term wealth 

of the individual capital contributors (Bauer, R. et. al., 2004; Bebchuk, L. et. al., 2009; Drobetz, 

W. et. al., 2004; Gompers, P. et. al. 2003). The evidence of short-termism in the market is mixed 

(see for example Miles, D., 1993; Marsh, P., 1990), but the general reluctance of portfolio 
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managers to involve themselves in corporate issues with long time horizons is not. Short-term 

performance compensation in both corporate management and portfolio management prevents 

implementation of long-term corporate strategies and inclusion of these in analyst valuations 

(Schleifer, R., Vishny, R., 1990; Stein, J., 1989). 

2.2.4 Career Paths Align Interests of Asset Managers with Those of Executives 

A more subtle problem is that fund managers may identify themselves more closely with the 

executives of companies held in their funds than they do with those who contribute the capital, 

and as a result willingly underestimate the risk of investments in companies with a freewheeling 

executive staff. The introduction of restrictive governance provisions reduces the risk of negative 

long-term returns, but can be seen as an uneconomical braking of the executives that are going to 

boost equity value within the next three to six months. Many fund managers see themselves as 

part of a prestigious occupational group that is closer in equal to corporate executives than to 

those whose wealth they manage (Clearfield, A.M., 2005). Fund managers, and probably also 

analysts, are reluctant to see themselves as functionaries and this misperception is likely to 

subvert any governance or accountability goals set by investment trustees or compliance officers 

(Clearfield, A.M., 2005). Moreover, the realisation of any fund manager‟s dream of reaching 

executive stardom, and the pay check that follows, could heavily depend on their relationship 

with incumbent executives (Pound, J., 1988). There is, in other words, an inherent conflict 

between the long-term success and wealth of individual portfolio managers and the wealth of 

individual savers. 

 

2.3 Evidence Indicates Weak Ownership Structure and Room for Improvement 

The list of challenges to institutional investor activism identified in this paper is far from 

exhaustive. Different investment vehicles employ various investment strategies that all influence 

the ability of institutional investors to act as active corporate owners. Some investment funds 

may use “empty voting”, a practice where funds accumulate voting power in excess of their 

economic share ownership. Funds, and typically high frequency trading hedge funds, borrow 

company shares and later hedge the economic exposure in the derivatives market. Research has 

provided a number of examples where such behaviour promotes perverse voting incentives (Hu, 

H., Black, B., 2007). In a bid for Hong Kong based company Henderson Investment, a hedge 
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fund accumulated votes by borrowing shares and voted against the buyout proposal, profiting 

handsomely from its short position (see Brav, a., Matthews, R.D., 2011). Furthermore, 

institutional investors sometimes hold shares in an acquiring company as well as the target 

company in takeover bids. Here the investor may be inclined to vote for the takeover to gain from 

the takeover-premium on the target share, despite an internal belief that the deal will yield 

negative long-term returns. 

The fact that many asset managers do care about doing a good job as corporate owners 

seems to be more a testament to their personal morality than to the incentives of the investment 

industry. Admittedly, perfect alignment of the aims of asset managers and those who contribute 

the capital remains implausible in theory, and impossible in practice (Jensen, M.C., Meckling, 

W.H., 1976; Myers, S.C., 2000). There is, however, room for improvement. One improvement 

was made by the US Securities and Exchange Commission in 2004, which forced US mutual 

funds to file a form with the SEC containing the fund‟s complete proxy voting record for the past 

year. This has had a powerful effect on voting policies. In 2002, Vanguard, a US investment 

behemoth, voted “yes” on 90% of director elections. Anticipating the changes in legal 

requirements on voting disclosure, Vanguard voted “yes” on only 29% the following year 

(Global Proxy Watch, 2003).  

Following the 2008 financial crisis, the public have been expecting further regulation to 

improve the accountability of asset managers as corporate owners. Little has happened in terms 

of overt regulation, but initiatives such as the UK Stewardship Code put forward by the Financial 

Reporting Council in July 2010 are likely to help promote activity by investors as active owners. 

Also, the ratification of the Dodd-Frank Wall Street Reform and Consumer Protection Act has 

improved governance disclosure and is in general helping facilitate long-term investment 

strategies in the US. Initiatives under the United Nations principles for Responsible investment, 

such as the Engagement Clearinghouses, are promoting collaborative engagement between 

institutional investors, which allow investors to share the costs of monitoring and engaging with 

companies in an attempt to mitigate economic disincentives of active ownership. 

Empirical evidence of institutional investors‟ ability to act as corporate owners is mixed. 

Much research explores the argument that institutional ownership increases monitoring of 

companies because the large block holdings held by institutional investors increase the incentive 

to monitor companies, thereby mitigating agency problems (Admati, A. et. al., 1994; Huddart, S., 
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1993; Maug, E., 1998; Noe, T., 2002; Schleifer, A., Vishny, R., 1997). Such monitoring may 

counteract the economic disincentives described above. For example, Hartzell and Starks (2003) 

find that institutional investors do engage on cases of excessive executive compensation in 

portfolio companies. Also, Chung et. al. (2002) find evidence of less opportunistic earnings 

management for firms with high institutional investment ownership. 

In contrast, Renneboog (2000) finds no evidence of any monitoring or engagement by 

institutional investors for companies on the Belgian stock exchange. Duggal and Millar (1999) 

conclude that companies with a large proportion of institutional owners have the same level of 

anti-takeover provisions as those companies whose shares are closely held. Several studies try to 

measure the level of short-termism induced by institutional investors. Using R&D expenses as a 

proxy for long-term strategic management, Bushee (1998) argues that institutional investors on 

average reduce the enticement of corporate executives to behave myopically. Institutional 

investors with high portfolio turnover, however, significantly increase the probability that 

managers will reduce R&D expenditure to reach short-term earnings targets. Wahal and 

McConnell (2000) conduct the same test and find no evidence of abnormal reductions in R&D 

expenditure for companies with a high level of institutional ownership, regardless of the strategy 

of the involved institutional investors. 

Brickley et. al. (1988) arrive at a hypothesis that divides institutional investors in two 

groups: pressure-sensitive and pressure-insensitive investors. Pressure-sensitive investors, such as 

banks and insurance companies, are more likely to go along with the decisions of executives. The 

pressure-sensitive investors that have current or potential business with the company do not want 

to jeopardise their relationship with executives by voting against them (Payne, T. et. al., 1996; 

Van Nuys, K. et. al., 1993).
7
 A recent study by Morgan et. al. (2011) found that US mutual funds 

on average vote against shareholder proposals, but vote "yes" on board proposals. The efficacy of 

the average mutual fund vote is therefore dependent on the quality of the board. Socially 

responsible funds and funds with lower turnover ratios are found to be more likely to vote in 

favour of shareholder proposals, supporting the notion of a difference in voting policy for funds 

with a longer than average investment horizon (Morgan, A. et. al., 2011).  

                                                 
7
 See Gillan, S.L., Starks, L.T, 2003 for an extensive literary review on institutional investors‟ role as corporate 

monitors. 
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Language barriers are also cited as a significant impediment, especially to cross-border 

engagement with companies, together with basic impracticalities of having to travel great 

distances to engage (Goldstein, M., 2011). A final concerning discovery made in the Goldstein 

survey is general company reluctance to adhere to institutional investors‟ engagement agendas. 

Many institutional investors who do engage with portfolio companies are found to submit 

shareholder proposals without first contacting the company for an explanation of the current 

practice, often leaving companies with no chance to explain why matters are as they are. 

Moreover, companies report that institutional investors submit the same proposals to multiple 

companies regardless of the differences between those companies. This leaves executives and 

board members to evaluate irrelevant proposals, over time eliminating their belief in the value of 

investor engagement in their businesses. 

Hard evidence on the actual amount of time spent by institutional investors acting as 

corporate owners is difficult to come by. The latent reality that emerges from the body of 

evidence studied for this paper is that both positive and negative mechanisms influence 

institutional investors‟ ability to act as corporate owners. While there is little doubt that very 

large shareholders have incentives to provide extensive monitoring of firms, the existence of 

misaligned economic incentives works against good stewardship. Thomas Wade Jones, the 

former CEO of Citigroup‟s Global Investment Management arm, is honest about the situation: “I 

want to do what I get paid for, and shareholder activism isn‟t what I get paid for…If we spend 

money to do shareholder activism, Citigroup asset management shareholders bear the expense but 

don‟t get a benefit that is distinct from other shareholders”
8
. 

Despite the economic disincentives, a recent study published by Goldstein (2011) for the 

Investor Responsibility Research Center Institute (IRRCI) found that the level of engagement by 

institutional investors in the US is increasing. This study, of 161 institutional investors, however, 

also shows that 45% of asset owners (pension funds, trusts, etc.) and 43% of asset managers still 

do not initiate any engagement activity in the companies they invest in (Goldstein, M., 2011). 

 

2.4 Active Ownership Should Include Engagement in Environmental and Social Matters 

When institutional investors do engage with corporate boards and managers their agenda is 

typically focused on matters of corporate governance and corporate strategy. Smith (1996), for 

                                                 
8
 “Tom Jones to Keep Citigroup Fund Unit on Song”, The Financial Times, June 16, 2003. 
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example, shows that shareholder activism is generally successful in changing company 

governance structures. Data from the Investor Responsibility Research Center reveals that more 

than 500 US listed companies have received at least one proposal from institutional investors 

regarding corporate governance issues in a period from 1986 to 1989 (Biersach, J.W., 1990). 

Furthermore, hundreds of companies have received private proposals from institutional investors 

regarding matters of corporate governance (Wahal, S., 1996). 

Engagements in social and environmental matters are, however, few and far between 

compared with engagements in corporate governance and strategic issues. The IRRCI report finds 

that of those investors who do engage with company executives, 69% of engagements are aimed 

at matters related to corporate governance and strategy, while the remaining 31% deal with 

environmental and social issues (Goldstein, M., 2011). Moreover, there are indications that the 

level of institutional investor engagement becomes significant only when “it holds a large stake 

that it plans to maintain for some time”
9
. 

But how relevant to savers‟ utility is engagement by institutional investors in a company‟s 

approach to governance, strategic, environmental, and social issues? 

For decades academics and corporate governance professionals have attempted to prove 

that corporate governance has direct consequences for companies‟ financial success. Results are 

mixed, and a conclusive agreement on the various results published in academic literature has not 

been found. Studies that compare corporate governance with company performance over long 

time horizons have in general had more luck finding evidence that better governance leads to 

higher returns, and poorer governance to lower returns (Ammann, M. et. al., 2001; Baek, J.S. et. 

al. 2004; Bebchuk, L, et. al. 2009; Bhagat, S. et. al., 2008; Gompers, P. et. al., 2003; Joh, W.S., 

2003; Mitton, T., 2002) (see Schleifer, A. and Vishny, R.W., 1997 review of the governance 

literature up until 1997). The evidence remains questionable (Karpoff, J.M. et. al., 1996), but the 

consensus today is that better governance does improve the long-term risk-return relationship of 

equity portfolios. Also, corporate meltdowns such as Enron and WorldCom, and more recently 

Merrill Lynch and Lehman Brothers, have put further emphasis on the importance of good 

governance provisions.  

Good corporate strategies make sure that a dollar invested in the company gives a return 

that exceeds its opportunity cost of capital. Fortunately, the ability of companies to create returns 

                                                 
9
 Page 21, Goldstein, M., 2011  
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that exceed their cost of capital is a significant part of their market value. Therefore, the strategic 

decisions made by corporate executives are often directly observable in company share prices. 

Some strategies have larger impacts than others. Strategic blunders such as AOL‟s purchase of 

Time Warner are very visible to shareholders. AOL destroyed an estimated US$200 billion of 

AOL shareholder wealth (Bodie, M.T., 2006). Research attempting to link strategy to 

performance is scarce and somewhat futile, but by definition corporate strategies have a big 

impact on the market value of companies and are highly relevant to shareholders and the wealth 

of those who contribute the invested capital. 

Reasons for why investor engagement in environmental and social issues can be of 

benefit to shareholders are less obvious. A substantial volume of academic and business literature 

argues for the inclusion of social and environmental matters on company executive agendas (see 

for example Welford, R., Starkey, R., 1996; Freeman, R.E. et. al., 2004). The bulk of the 

literature, however, does not build its arguments on the established rule that the ultimate goal of 

companies is to increase the wealth of shareholders (Berle, A., Means, G., 1932). Instead, the 

literature argues from the premise that the ultimate goal for corporations is to increase the value 

of stakeholders, as opposed to shareholders. This alternative perception of the goal of the 

corporation, first presented by Merrick Dodd (1932) and later popularised by Freeman (1984), is 

known as stakeholder theory. Proponents of stakeholder theory believe that corporate law should 

be deliberately responsive to public interest concerns including health, safety, and environmental 

considerations. Much research has brought the two theories closer together by providing proof 

that socially and environmentally responsible companies outperform their peers and yield 

superior shareholder returns (Fisher-Vanden, K., Thorburn, K.S., 2011). The implication is that 

stakeholder theory is actually fully in line with what in financial and business research is the 

more commonly accepted premise that the goal of companies is to increase the wealth of 

shareholders.  

The evolution in corporate ownership over the past decade further narrows the difference 

between these competing perceptions of who and what corporations are liable to, making the gap 

between stakeholder and shareholder interests less obvious than it was four decades ago. As a 

result, the inclusion of social and environmental matters on shareholder engagement agendas 

becomes more pertinent today than before. This is despite the fact that empirical proof linking 

social and environmental matters to increased financial returns is generally less convincing than 
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that linking corporate governance to increased financial performance (Cormier, D. et. al., 1993; 

Hart, S.L., Ahuja, G., 1996; Russo, M.V., Fouts, P.A., 1997; Ziegler, A., 2007) (see Fisher-

Vanden, K., Thorburn, K.S., 2011 for a list of recent environmental studies and Renneboog, L. et. 

al., 2008 for a literary review of returns on social investment). 

2.4.1 Environmental Benefits Accrue to Shareholder Wealth and Not Returns 

Studies attempting to measure returns for companies with “responsible” social and environmental 

policies typically consider accounting performance and market equity values. Arguably, 

generating wealth for individual savers goes beyond returns on their equity investments and also 

includes the social and environmental aspects of company activities. For example, individual 

savers shoulder much of the cost associated with the environmental waste produced by public 

companies. Consider a company that contemplates dumping toxic waste in the River Thames: 

The company is faced with three alternative scenarios. The first sees the company coming 

to terms with the fact that it is a bad idea to dump toxic waste in the Thames and instead 

it pays for proper waste management. Proper waste management is expensive and reduces 

the company‟s cash holdings, leading to a lower market value of its common equity. In 

the second scenario the company dumps the toxic waste in the river and gets prosecuted 

by the government. The verdict forces the company to pay the cost of cleaning the river, 

again resulting in a reduction of cash holdings and a reduction in the company‟s market 

value. In the third scenario the company dumps the waste in the river and gets away with 

it, facing no charges by any parties. Eight years later, it is proved that serious disabilities 

suffered by a large number of children born seven years earlier is directly traceable to 

their parents‟ exposure to contaminated water flowing in the Thames at the time of 

conception. The children require expensive surgery and lifetime care, triggering an 

increase in national health taxes to pay for it. The company pays nothing, but the tax hike 

reduces the net-wealth of the millions of individuals who hold shares in the toxic-waste-

dumping company through their pension savings.  

While an implausible scenario, the example serves to prove that ultimately it is 

shareholders who bear the costs of socially and environmental irresponsible behaviour, one way 

or another. They will also bear a good part of the cost of generally poor employment conditions 

and health hazards at work. It is society that carries the cost of hospital expenses, insurance pay-
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outs, and increased social benefit expenses. Academic studies attempting to link environmental 

and social matters to returns on equity do so without considering the costs suffered by 

shareholders through other channels when the environment is not protected and the workforce is 

unhealthy. Put differently, the gross wealth of savers is considered but not the net-wealth. The 

studies adopt a faulty model for the purpose of arguing the inclusion of environmental and social 

matters in shareholder agendas, given that the broader public are ultimately also the shareholders. 

Clarkson and Li (2004), for example, test the connection between pollution output by companies 

and their market value in common equity using a standard regression model: 

                                (1) 

where: 

BV = the market value of common equity 

BV = book value of common equity 

AE = abnormal earnings to common equity based on the CAPM times beginning-of-period 

book value of common equity 

 Pollute = cost of reducing negative environmental impact 

For the purpose of measuring the net effect on shareholder wealth the model should be extended 

to include a variable that accounts for indirect costs transferred to shareholders. If the market 

price of common equity were perfectly aligned with its net-contribution to the average saver‟s 

wealth, the price would be discounted by the environmental and social costs transferred to those 

savers through, for example, increased income taxes. Expression (1) is rewritten to include a 

variable measuring the social and environmental costs transferred to shareholders: 

                                      (2) 

where: 

 CTS = cost transferred to shareholders from social and environmental burdens produced by 

the company 

Having established this model, the importance of shareholders engaging in matters of social and 

environmental corporate policy now boils down to whether or not                 is a zero-
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sum game
10

 for shareholders, as opposed to whether it represents a net contribution to company 

market value, which is the aim of the previously referenced financial research performed on 

company environmental and social policies.  

Whether                 is a zero-sum game depends on who can reduce pollution at 

least cost: the company or society, with society represented by state institutions. If it is accepted 

that the private enterprise is more efficient than state ownership (Boardman, E.B., Vining, A.R, 

1989; Schleifer, A., 1998; Megginson, W.L., Netter, J.M., 2001), it is safe to conclude that 

increasing company expenditure on social and environmental matters will be a positive to the 

shareholder such that                  . This makes the relevance of social and 

environmental matters on shareholder engagement agendas abundantly evident. 

Although institutional investors face several disincentives to engaging with companies, 

they are not in the business of losing money. In more recent years investors have increasingly 

voiced their opinion on various environmental matters, and predominantly on those closely tied 

to the market value of equity (Goldstein, M., 2011). The weak ties between the economic 

performance of institutional investors and environmental and social matters are likely to reduce 

their focus on these areas, despite their importance to savers. While it is true that in the example 

of the River Thames pollution case the portfolio manager also bears the cost of the resulting tax 

hike, that cost is more than outweighed by the bonus he receives during the period that the 

irresponsible company outperformed the market. There are no indications that portfolio managers 

will go as far as to promote poorer social or environmental practices through engagements to 

their own benefit, but there are arguably strong disincentives to engaging in social and 

environmental matters when they do not increase company market value. The only obvious 

incentive to environmental and social engagement comes from the reputational value of being a 

responsible investor and an active corporate owner. 

 

 

 

                                                 
10

 In theory, the two variables should have a Pearson correlation value of -1, but Pollute variable is heavily 

influenced by waste taxation making reality more complicated. However, following the free market philosophy, 

advocated by neoclassical economists such as Milton Friedman (Leube, K.R., 1987), the mere existence of such 

taxes are arguably due to the fact the companies are not run and valued in the interests of the millions of savers who 

ultimately own the company shares. 
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2.5 Summary 

Modern corporate owners include almost every single working individual in the Western World. 

Today, the bulk of individuals save through some kind of collective investment vehicle. This 

means that individual savers do not hold shares in the invested companies; they are instead held 

by the investors or pension funds that manage pension, car, college, and home savings.  

These vehicles are ill suited as self-governing agents working in the best interests of 

savers and even less well suited as corporate owners. The market economics that should ensure 

that institutional investors create value for their clients makes it economically irrational for the 

investors to behave as active corporate owners. The structure of management fees, relative 

performance measures, and short performance horizons are some of the most significant barriers 

to institutional investors functioning as active owners. Certain aspects of institutional ownership 

promote increased shareholder engagement. Very large block-holdings expose certain investors 

to the extent that they cannot afford not to engage with a company and monitor their investment. 

As a result some institutional investors do to a limited extent act as responsible corporate owners 

despite the presence of various economic disincentives. 

Those investors that actively engage with invested companies and make an effort to act as 

corporate owners should engage on matters related to both strategic and governance matters as 

well as social and environmental matters. Due to the high dispersion of corporate ownership 

among the general public, environmental and social matters are highly relevant to the 

shareholder-engagement agenda. There is little incentive, however, for portfolio managers to 

consider this relevance, given the current weak link between environment and social matters and 

the market value of equity. Recent evidence shows that these areas are targeted much less 

frequently than areas related to strategy and governance matters. Institutional investors are also 

faced by more mundane challenges to engaging with the companies they invest in. The time and 

money needed to engage closely with executives, the cost of seeking shareholder support, and a 

general lack of skills needed to invoke changes in large multinational corporations prevent the 

institutional investors from acting as corporate owners on a daily basis. 

Little attention has been given to the consequences of these misalignments between the 

aims of institutional investors and savers and the weakening in the structure of corporate 

ownership that results. Long-time shareholder activist, Robert Monks, famously wrote: 
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“capitalism without owners will fail”
11

. The potential loss to savers from weak company 

ownership structures is hard to estimate, but attempts have been made. In 1998, ANZ Bank 

estimated that poor corporate governance measures in New Zealand cost shareholders the 

equivalent of 7% of New Zealand‟s GDP in unrealised equity value (Healy, J., 2000). Michael 

Jensen (1989), in a study that included just the few US companies that were targeted for takeover 

over in a five year period, estimated that US$500 billion was lot due to weak management.  

 The value gap between the “well-owned” company and the “weak-owned” company is 

not the only consequence of the current weak ownership structure and resulting poor governance. 

A report by management consultancy McKinsey and Co. estimated that in countries prone to 

poor corporate governance, the opportunity existed to reduce unemployment rates by more than 2% 

if companies would only pursue the interests of their owners (Bughin, J., Copeland, T.E., 1997). 

In a later McKinsey and Co. survey on investor opinion, investors were on average willing to pay 

an additional 14% for well governed companies (McKinsey and Company, 2002). Despite the 

general lack of hard evidence on share price discounts and definite conclusions about the cost of 

weak ownership, there is some evidence that there is considerable additional value to extract for 

savers, both directly through increased equity value and through inclusion of societal and 

environmental costs. 

3 Restoring Shareholders as Active Owners 

The Case of Hermes Equity Ownership Services 

During the past two decades, the investment world has seen a collection of firms surface with the 

aim of helping institutional investors be better corporate owners. The majority of these firms are 

known as proxy firms. They supply cheap effective methods for institutional investors to exercise 

their shareholder votes. Some proxy firms also advise investors on whether to vote for or against 

management and shareholder resolutions, besides filing the actual proxy vote. 

One firm has taken the process a step further and provides complete ownership services to 

institutional investors. Hermes Equity Ownership Services (HEOS) “helps institutional 

shareowners around the world to meet their fiduciary responsibilities and become active owners 
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of public companies”
12

. The remainder of this paper deals with the ability of HEOS to act as an 

active corporate owner on the behalf of institutional investors and in trust of the savers. In 

particular, the paper examines whether HEOS functions as a better corporate owner than the 

average institutional investor and whether HEOS actively promotes the net-wealth of savers on 

the executive agenda. 

 HEOS is a division of the British Telecom‟s asset management company Hermes. For 

more than three decades, Hermes has been considered one of the world‟s leading responsible 

investors. In particular, Hermes Focus Asset Management, an investment boutique under Hermes 

fund management, has been spotlighted for its ability to create sustainable alpha
13

 through intense 

shareholder engagement across strategic, managerial and ESG areas (Becht, M. et. al., 2010). 

HEOS offers a similar level of engagement, but sells its services to pension funds and asset 

managers throughout the world, and acts as a third party shareholder activist on their behalf. 

HEOS advises 23 clients globally with more than UK£90 billion under management (HEOS web 

site, 2011). 

 The following section explains HEOS‟s business model, the principles under which it 

engages with companies on the behalf of shareholders, and the engagement process. HEOS‟ 

ability to narrow the accountability gap between investors and savers, as described in sections 

2.2.1 to 2.2.4, is subsequently also discussed. 

 

3.1 Facilitating Active Ownership: How HEOS works 

HEOS charges a fee for monitoring, voting shares, and engaging with the public companies in 

which its clients are invested. HEOS is not part of the process of deciding which companies its 

clients invest in and has no intentional influence on these decisions. The fee structure is 

determined on an individual client basis and varies from client to client, but the standard fee is 

based on the number of companies monitored.  

HEOS consists of a team of 33 individuals across 13 nationalities, speaking 17 languages. 

The team is constructed to include a wide range of experience and skill-sets in order to promote 

effective engagements at board level on matters concerning corporate, strategic, and ESG issues 

(HEOS web site, 2011). The team‟s experience spans corporate, political, and investment areas, 
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 Alpha refers to the return in excess of the expected risk adjusted return. 
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and includes former corporate governance public policy developers, management consultants, 

lawyers, equity researchers, and investment managers. The compensation policy for the personnel 

is flat rate and at the time of writing no performance-dependent remuneration is assigned to 

engagement teams. 

In determining which companies will benefit from intensive engagement, HEOS uses a 

proprietary screening process. The first element of this screen looks at the companies‟ ability to 

create shareholder value by comparing the weighted average cost of capital with cash returns to 

investors. The second element assesses the prospects for engagement success. Companies with 

extensively high levels of managerial ownership or dual class stock prevent minority 

shareholders from having much influence. Such companies are therefore excluded as possible 

engagement targets regardless of whether they are found to have poor results in the first step of 

the proprietary screening. Further screens are applied across a range of other metrics including 

ESG measures. All of HEOS‟ engagements are undertaken subject to rigorous initial assessments 

and an on-going review process to ensure that efforts are focused where they can add the most 

value to savers. 

The Hermes Responsible Ownership Principles (Hermes, 2010) set out HEOS‟ basic 

expectations of companies in which their clients invest. These expectations cover companies‟ 

decision and disclosure practices within business strategy, communications, financial structure, 

governance and management of social, ethical and environmental risks. The Hermes Responsible 

Ownership Principles, and their regional iterations, guide HEOS‟ engagements with companies. 

The HEOS approach to corporate engagements is differentiated. It respects the differences 

between different companies and different markets. This differentiated approach is a key 

distinction between HEOS‟ voting and engagement policies compared to those of proxy firms, 

which vote on a preconceived one-size-fits-all approach to corporate governance (Shareholder 

Communications Coalition, 2009; The Millstein Center, 2009). 

Depending on the nature of the challenges the companies face, and the attitude of the 

board towards HEOS‟ intervention, HEOS will escalate the intensity of engagement with 

companies over time. Some engagements involve one or two meetings over a period of months 

where others are more complex and entail multiple meetings with different board members over 

several years. The details of the engagement process vary from company to company and issue to 

issue, but the standard approach, once a company has been targeted for engagement, is for HEOS 



A CURE FOR OWNER IMPOTENCE 

26 

 

to contact the target and engage in dialogue with those responsible for the business area where 

HEOS has identified suboptimal practice. 

HEOS will challenge the company‟s current practices, seeking a rational explanation to 

why certain ESG practices or strategies look inadequate. Sometimes a company will supply 

adequate reasoning for its current practices, leaving HEOS to promote increased disclosure based 

on the fact that an enquiry was necessary to understand the company‟s practices. For example, 

the unexpected announcement of a secondary capital issue by a European company in 2010 was 

challenged by HEOS. The company argued that the additional capital was to create the necessary 

financial flexibility to complete some high return investments. The market, however, had reacted 

negatively due to a lack of clarity of the company‟s intentions, HEOS advocated for increased 

disclosure on its financial and expansion plans (HEOS, 2010). Other recent engagements include 

the separation of the role of CEO and chair, strengthening the role of the chairman to ensure that 

the CEO is held accountable to the board, and advocating better handling of social and 

environmental risk. 

While HEOS advertises that engagement with companies is robust, it also advertises that 

the aim is to deliver value to its clients, not to seek headlines through campaigns. Public display 

of engagements is thought to undermine the trust which would otherwise exist between a 

company and its owners. HEOS therefore aims to be honest and open with targeted companies 

about the nature of its engagements, but seeks to keep such engagements out of public sight. 

According to HEOS this approach has proved to be the most effective way to bring about change, 

and also protect HEOS‟ clients from the risk that a clients‟ position is misrepresented in the press. 

 

3.2 Varied Reasons for Why Institutional Investors Employ HEOS 

Given the disincentives for institutional investors to exercise active corporate ownership, as 

documented in sections 2.2.1 to 2.2.4, what motivates them to employ HEOS? If institutional 

investors are truly myopic they will have little incentive to pay fees to a company that 

presumably generates value and reduces risk only in the long run, and primarily to the benefit of 

savers and not investment managers. There seems to be no single clear reason for why 

institutional investors employ HEOS. Instead, there are a number of unrelated reasons. 

The bulk of HEOS‟ client base is comprised of pension funds and other long-term 

investors. In recent years the general incompetence of pension fund trustees and the lack of 



Analysis of Hermes Equity Ownership Services for Strengthening Shareholder Influence 

 

27 

 

regulatory oversight of the trustees (Clark, G.L. et. al., 2006; Myners, P., 2001; Pension 

Regulator, 2005) has led beneficiaries to voice their opinion and require that pension funds act as 

responsible owners and increasingly promote a long-term investment and ownership agenda. 

According to Dr. Hans-Christoph Hirt, director and global head of HEOS corporate engagements, 

pension fund beneficiaries are increasingly demanding that pension savings be managed by 

institutional investors who match their fiduciary responsibility as corporate owners. As a result, 

there may be a comparative advantage in obtaining capital for the investment managers who 

advertise their employment of HEOS. Furthermore, the fact that HEOS has the competencies and 

expertise to initiate change across a host of areas that few institutional investors have access to 

in-house, goes some way to explain the employment of HEOS. 

The main reason for employing HEOS, however, seems to be that the inherent separation 

between investment managers and the compliance officers leaves compliance officers free to 

advocate increased ownership responsibility for institutional investors as a whole. Pension funds, 

especially, are likely to acknowledge their investment managers‟ weak position as corporate 

owners and employ HEOS for the benefit of the long-term performance of the fund as a whole, 

and not the performance of individual investors.  

Some investment managers might believe that active engagement reduces the risk of their 

equity portfolios in the short run, and some institutional investors might simply believe in “doing 

the right thing”, a belief that is often associated and observed in Scandinavian pension funds 

(Bengtsson, E., 2008). The competencies of the HEOS staff make HEOS a natural choice for 

those investors. 

When asked, HEOS representatives said that different clients have different reasons for 

using HEOS services. Most of these reasons are covered above, but intelligent ethical 

investments were mentioned in addition. The high level of engagement and HEOS‟ initiatives to 

combat unethical behaviour might allow investors to invest in companies that are considered 

unethical, by arguing that they are sponsoring attempts to raise ethical standards at these 

companies. In a study of investors‟ willingness to incorporate an SRI strategy MacKenzie and 

Lewis (1999) show that investors do have ethical concerns about investments but are reluctant to 

sacrifice the prospect of superior returns to satisfy those concerns. The equilibrium investment 

strategy for non-ethical investors is found to be a strategy where institutional investors contribute 

a relatively small amount of capital to ethical behaviour and avoid rigorous ethical thinking 
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(MacKenzie, C., Lewis, A., 1999). The employment of HEOS is a relatively cheap and effective 

way for institutional investors to reach this equilibrium. 

 

3.3 HEOS Faces Lower Barriers to Being an Active Corporate Owner 

In this section, the four challenges faced by institutional investors in acting as corporate owners, 

as explained in section 2.2, are considered in the context of HEOS. Specifically, the influence of 

these four challenges on HEOS‟ ability to act as an active corporate owner is discussed with the 

purpose of supporting the hypotheses developed in section 4. 

3.3.1 Fewer Conflicts of Interest Arise from HEOS Fee Structure 

Institutional investors face disincentives to engaging in active corporate ownership from the 

general pay structure of the investment industry (section 2.2.1) and in theory so does HEOS. The 

pay structure of HEOS presents no direct incentives to ensure engagement at any level. HEOS‟ 

regular fee structure is based on the number of companies monitored on the behalf of a client. 

The greatest cost to HEOS in terms of resource allocation is the actual engagement process. 

Arguably, HEOS has an incentive to monitor more companies and engage with fewer, thereby 

improving its profit margin and its financial success. It seems to be up to the stewardship of the 

HEOS business to ensure that engagements occur at an appropriate frequency, with the 

appropriate proportion of target companies. 

From a business-model perspective, HEOS has a powerful incentive to engage frequently 

with companies. Many of the arguments for employing HEOS rely on HEOS‟ reputation among 

pension funds and other large institutionalised capital contributors. Despite the lack of direct 

financial incentives for frequent engagements with monitored companies, HEOS is under 

pressure to maintain its position in the market. For this reason HEOS would not want to reduce 

engagement frequency relative to the volume of monitored companies. Moreover, engaging with 

monitored companies is HEOS‟ core business, making it unlikely that HEOS management will 

allow engagement frequency to decline as an effect of the fee structure.  

Companies in general are less likely to willingly engage in tasks that create unbudgeted 

costs (Barth, R., .2007). Corporate engagements are not an unbudgeted cost to HEOS, as is likely 

the case for most institutional investors, adding to the reasons for why HEOS is more likely to 

engage and act as a responsible owner despite the lack of direct economic incentives. 
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It is difficult to give any clear review of the overall incentive or disincentive of the often 

varying fee structure, but under the regular fee structure there are no direct incentives to ensure 

that HEOS diligently exerts its effort as a responsible corporate owner. The nature of the business 

does, however, provide strong incentives to engage frequently, whereas the business of 

institutional investors poses no such incentive. 

3.3.2 HEOS Success Criteria do not Impede Good Stewardship 

Unlike the investment industry, where success is measured in terms of short-term relative 

financial performance (sections 2.2.3 and 2.2.2), HEOS‟ success is measured in terms of absolute 

performance. What constitutes engagement success by HEOS is defined in The Hermes 

Responsible Ownership Principles (Hermes, 2010). The document outlines 12 principles that 

collectively define what HEOS expects of listed companies in terms of pursuing the benefit of 

shareholders. Based on the 12 principles, engagement success for the purpose of this paper is 

defined as any corporate change prompted by HEOS that furthers a company‟s behaviour towards 

one or more of those 12 principles. Assuming that the 12 principles exclusively seek to benefit 

savers, the success of HEOS‟ engagements should be directly aligned with the success criteria of 

savers.  

A relative performance measure within HEOS should measure the returns on engagement 

as the change in metrics directly and positively correlated with changes made to companies‟ 

strategic and ESG practices. The change in a company‟s governance rating relative to the average 

change in a benchmark could be a possible performance measure for capturing the effectiveness 

of governance focused engagements. This approach, however, requires a measure of governance 

that accepts that no one-size-fits-all best approach to corporate governance exists. The non-

constant nature of good governance models and the varying aims of HEOS engagements 

necessitate that the actual engagement success be independently judged from case to case. This 

makes the creation of a benchmark that represents index averages a daunting task, as every 

company contained in the benchmark would need independent and timely judgement of the 

changes made to ESG policies. 

Under the current absolute performance criteria explained above it is concluded that 

HEOS faces no disincentive from free-riding problems from other activist owners, and that only 

the changes in companies‟ ESG policies facilitated by HEOS form the basis of the judgement 

criteria. Engagement managers, however, have no directly financial incentives to engagement. 



A CURE FOR OWNER IMPOTENCE 

30 

 

The incentive for the engagement manager to push for improvement of inadequate ESG policies 

at an appropriate frequency is the need to live up to the 12 guiding principles for good corporate 

ownership defined by Hermes in order to achieve performance success and thus move up the 

career ladder. The drive is, in other words, left to the stewardship of the individual manager and 

“soft” incentives such as a manager‟s personal career aspirations within HEOS. 

3.3.3 Prospects of Long-Term Engagement do not Discourage HEOS  

The fact that HEOS is isolated from the investment decision bypasses the problem of short-term 

investment horizons and the time it takes equity prices to reflect the results of changes to 

corporate ESG and other strategic measures, as described in section 2.2.3. 

HEOS is not, however, isolated from the general problem of time constraints. The 

quantity of success, as measured in the previous paragraph, is dependent on the time spent on 

individual engagements. The specifics of countries‟ legislation, companies‟ ownership, and 

companies‟ governance provisions vary. These specifics have a direct influence on how easy or 

difficult it is to inaugurate change from a shareholder perspective. For example, the legal setting 

and the broader stakeholder view employed in Germany is likely to facilitate shareholder 

engagements such that environmental and social changes can be introduced within a shorter time 

frame compared with, for example, the UK (La Porta, R. et. al., 1997; Schleifer, A., Vishny, R., 

1997;, Schleifer, A., Wolfenson., D., 2002). HEOS engagement teams are divided into regional 

teams, each with its own geographical location. The frequency of successful engagements may 

therefore be higher for one engagement team than another, but the possible effect of regulatory 

differences on engagement-duration does not obstruct HEOS from collectively engaging across 

regions.  

Using a sample of 40 HEOS engagements spanning 13 countries, the time from the start 

of the engagement to the end of engagement was compared for engagements in common law 

countries against engagements in civil law countries. Engagements under civil law are on average 

found to be shorter than engagements under common law by only 1.5%. Using a one-way 

ANOVA variance analysis, no statistically significant difference is found in the average 

engagement-duration between civil and common law engagements (see Appendix B for test 

output). The sample generally displays high standard deviation in engagement-duration, ranging 

from 395 to 1643 days, and there is no immediate evidence that HEOS excludes engagements 

due to long-winded duration. Lastly, and most importantly, the fact that the performance of 
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HEOS engagement managers is measured and judged internally alleviates the problem that “soft” 

information is slow to be included in market equity prices. 

3.3.4 Engagement Manager Career Aspirations Work for Savers 

Personal career aspirations can come between serving the best interests of portfolio managers 

(see section 2.2.4), but HEOS personnel look less likely to face such a conflict. The career of 

HEOS personnel seem more likely to lead them to positions as shareholder representatives on 

company boards than taking up executive position in public companies. Moreover, HEOS 

engagement managers have little reason to simply accept the agendas of company executives, 

because these can directly conflict with the HEOS success criteria. Institutional investors, on the 

other hand, can still make positive alpha going along with agendas set by corporate executives. 

 

3.4 HEOS Principles Aim to Advance the Net-Wealth of Savers 

Economic disincentives challenge the ability of institutional investors to act as corporate owners. 

Furthermore, the prospect of a reduction in short-term and possibly long-term returns makes 

engagements in environmental and social matters unattractive to institutional investors. The 

opposite appears to be true for HEOS. 

In the first quarter of 2011, HEOS engaged with 46 companies on matters related to 

environmental conduct. According to The Hermes Responsible Ownership Principles (Hermes, 

2010) “companies should manage effectively environmental and social factors that affect their 

business and society at large with a view of enhancing their long-term sustainability… Where 

appropriate, companies should support voluntary and statutory measures which minimise the 

externalisation of costs to the detriment of society at large”. Following the argument that 

environmental and social costs ultimately get transferred to society at large, companies that 

adhere to the quoted HEOS principle should increase the net-wealth of savers. As such, the 

HEOS success criteria for engagements on environmental and social matters are well aligned 

with those of savers. Herein lies a palpable difference between the engagement-agenda of the 

average institutional investor and that of HEOS. 

 The ability of HEOS to create value to shareholders through engagements on matters 

related to corporate governance structure is primarily dependent on its ability to define the 

appropriate structure for individual companies. If HEOS worked from the basis of a one-size-fits-
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all best practice approach, it would add little or no value relative to the proxy firms that are 

already active on the voting agenda. It is HEOS‟ differentiated approach to best practice 

corporate governance company-by-company, country-by-country that drives value creation. 

 

3.5 Summary 

The ability of HEOS ability to act as a responsible corporate owner is much greater than that of 

the average institutional investor. The HEOS bypasses the use of relative performance as a 

measure of success, which otherwise acts as a major disincentive to responsible corporate 

ownership. Based on the duration of HEOS engagements there is no evidence of short-term 

incentives obstructing long-term engagements. In conclusion, the mild obstruction of the fee 

structure to being an active corporate owner is dwarfed by those challenges faced by institutional 

investors. As a consequence HEOS is expected to operate with a significantly higher degree of 

ownership responsibility than the average institutional investor. The disincentives to HEOS 

acting as an active owner will have no effect on the tests conducted in this paper, as tests are 

performed on companies that have been targeted and undergone rigorous engagement. These 

incentive problems are, however, relevant when considering the broader application of third party 

activism to mitigate the agency problems that exist between savers and institutional investors, 

and ultimately between savers and public companies. 

4 The Positive Effect of HEOS on Company Owner Activities 

This section builds the hypotheses for testing the efficacy of HEOS engagements. The aim is to 

measure whether the executives of companies targeted by HEOS are better aligned with the 

interests of savers than companies with no involvement by HEOS. Metrics on company 

environmental policies, environmental costs transferred to society and corporate governance 

structures are used as proxies for the alignment of success criteria between savers and companies. 

Preferably, a measure of company social conduct would be included, but lack of resources and 

the fact that no generally accepted social metric was available has limited this paper to only 

include metrics on environmental and governance practices. 

 Using ESG measures as a proxy for the degree to which ownership rights are exercised 

and the alignment of company goals with long-term investors and savers is not a new concept. 
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Some long-term institutional investors actively use “ESG performance as a proxy for 

management quality, in so far as it reflects the company‟s ability to respond to long-term trends 

and maintain a competitive advantage”
14

. Corporate environmental practice in particular is 

singled out as a proxy for the willingness of companies to accept that climate change in the long-

term will “gradually but powerfully change the economic landscape”
15

 with consequences for 

both savers, investors, and the companies themselves. „Long-term‟ is what poses the challenge to 

implementing these factors into the mainstream executive agenda, and why environmental 

policies and metrics should reflect the difference between companies who align themselves with 

the goals of savers and those who focus on short-term financial performance. 

 The following is a brief outline of the expected effects of HEOS engagements under the 

assumption that ESG metrics are appropriate proxies for measuring the alignment between the 

goals of companies and the net-contribution to savers. The metrics used for measuring HEOS 

engagements in company environmental policies and corporate governance structure are 

explained. Influences on the metrics other than those initiated by the company owners are 

discussed and resulting hypotheses are established under each metric.  

The goal is to test whether third party activism as performed by HEOS is a pertinent 

approach to mitigating the agency problem between savers and institutional investors, and 

ultimately between savers and public companies. 

 

4.1 Governance Metrics: Analysing the Degree to which Owners Exercise their Rights 

The greater interest being shown generally in corporate governance issues has led to the birth of 

several companies specialising in the assessment of governance provisions. The two most 

prominent of those companies today are accepted to be RiskMetrics Institutional Shareholder 

Services (ISS) and GovernanceMetrics International, which recently merged with The Corporate 

Library. Each of these companies applies a different methodology for “rating” corporate 

governance. 

 ISS‟s corporate governance quotient (CGQ) is currently the most widely used corporate 

governance rating. ISS publishes two ratings for the approximately 5700 companies covered: 

CGQ-industry, which assigns the rated firm with a score relative to its percentile placement in its 

                                                 
14

 page 44, UNEP, 2007. 
15

 page 45, UNEP, 2007. 
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Global Industry Classification Standard (GICS) industry group, and the CGQ-index, which is a 

company‟s percentile placement within its related stock index, such as the FTSE 250 or S&P500. 

A company with a CGQ-Industry score of 85 would imply that that company has better 

governance structure than 85% of its industry peers.  

The CGQ metric is based on information supplied by the rated company‟s public filings 

and questionnaires it has answered directly. The information is divided into four separate 

governance categories: board, compensation, anti-takeover/shareholder rights, and auditing. The 

variables under each of the four categories are weighted differently. The CGQ measure consists 

of 40% board related provisions, which ISS considers to be the most important governance 

category, and the provisions under the compensation, anti-takeover, and audit categories make up 

30%, 20%, and 10% of the CGQ measure, respectively (ISS, 2006). The individual weighting of 

the underlying provisions is determined by the degree of correlation between each provision and 

16 different performance measures (ISS, 2005).  

The tests conducted by ISS determining the level of correlation between provisions and 

performance measures have, however, not been published and have been questioned numerous 

times (see Rose, P., 2007 for review). Following the tests, several revisions were made to the 

CGQ index in June 2005 and again in November 2006. These changes were primarily targeted at 

recording additional provisions on executive compensation policies and removing excessive 

measures of governance provisions that could not be linked to company performance (ISS, 2006).  

The ISS database is used for testing purposes in this paper for several reasons. First, the 

CGQ metrics appear to be the most widely accepted rating system used by both investment 

professionals and academics. Statistical results presented later in this paper are comparable with 

other academic studies that apply the CGQ metrics. Second, the fact that ISS covers a wide range 

of non-US public companies makes it the only viable metric for measuring the sample supplied 

by HEOS as many of the companies contained in the sample are non-US companies. Third, the 

large and disparate volume of provisions measured by CGQ metrics increases the chance that 

they will record governance changes facilitated by HEOS. 

The concept of governance is briefly revisited, but this time from the perspective of a 

theoretical economist with the purpose of defining what determines the structure of governance. 

The specific structure depends on the provisions necessary to infuse order in the Commons Triple 

of Conflict (Hardin, G., 1968) and to ensure equal gain to the parties participating in voluntary 
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exchange. Asset specificity, which dictates the level of bilateral dependency between parties, and 

uncertainty, which generates the adaptive needs, determines the structure of governance 

(Williamson, O.E., 2002). 

In corporate governance, asset specificity is defined by the nature of equity and the 

market in which it is traded. Uncertainty is a function of the incentive intensity, the 

administrative control available to the corporate owner, and the contract law regime under which 

capital is invested. The corporate equity of the large cap companies that make up the sample 

tested in this paper are assumed to have asset specificity of near zero because corporate equity is 

traded as a common commodity in the open market and is practically perceived as legal tender. 

In theory, differences in the level of change in company corporate governance structure 

are attributable to changes in incentive intensity, the administrative control of shareholders, and 

the laws that govern shareholder rights. Differences in these determining factors, which are 

outside shareholder control, vary between companies, but are not necessarily purely an effect of 

the degree of corporate ownership. The legal structure governing shareholders rights is also a 

determining influence, as established above, but is outside the control of the shareholders. 

Adjusting for the effects that are outside their control ensures the CGQ metric reflects the degree 

to which shareholders exercise their rights. 

Given the disincentives to institutional investors engaging as active owners, the corporate 

governance structures of non-HEOS targeted companies is expected to reflect the personal 

agenda of corporate executives and to a lesser extent that of shareholders. It is assumed that the 

board of directors is active in ensuring power rests with shareholders, but without shareholder 

backing board influence is limited. Board selection committees, executive compensation 

packages, employee stock-option plans, and auditing committees are all elements that in part 

make up a company‟s corporate governance structure. If shareholders do no actively voice their 

opinion, such elements are at the mercy of corporate executives. 

When corporate owners actively engage, executive decisions are challenged with the aim 

of ensuring that the interest of shareholders is at the forefront of the executive agenda. This 

agenda is reflected in the governance structure as it dictates the power exercisable by the 

corporate owners and the level of alignment between the executives and the shareholders. 

Because HEOS faces fewer disincentives to engagement than institutional investors, and because 

the primary goal of HEOS is to improve companies‟ ESG policies through engagement, HEOS 
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targeted companies are expected to have higher positive movement in the CGQ-index and CGQ-

industry metrics during the period of engagement relative to the non-targeted peer companies: 

Hypothesis 1:                                           

Hypothesis 2:                                                 

where 

              = the HEOS engagement target  ‟s CGQ-index rating immediately 

following engagement termination. 

              = the HEOS engagement target  ‟s last CGQ-index rating prior to the 

month of engagement start. 

              = peer company  ‟s CGQ-index rating immediately following the 

engagement termination. 

              = peer company  ‟s last CGQ-index rating prior to the month of 

engagement start. 

It is important to note that these hypotheses implicitly assume that ISS and HEOS agree on what 

good corporate governance is, and that the CGQ metrics effectively distinguish between good 

and bad corporate governance. As explained in section 2.2, there is no clear definition of good 

governance in terms of which governance provisions to include or exclude. That is, the use of 

CGQ metrics for measuring the efficacy of HEOS corporate governance engagements is 

intrinsically biased. Because “good” governance is a non-constant, the CGQ metrics will assign 

positive value movements only to those governance changes that are in-line with ISS‟ best-

practice definition of corporate governance.  

The reason that governance raters do not individually assess company governance 

structures is presumably due to practical and economic constraints on the level of insight required 

to assess the appropriateness of a company‟s corporate governance structure. Specifically, 

anything contributing to incentive intensity of executives, the administrative control available to 

the corporate owner, and the contract law regime under which capital is invested needs to be 

analysed in-depth to evaluate a company‟s corporate governance structure (Williamson, O.E., 
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2002). The one-size-fits-all approach is an inherent problem in the governance rating industry 

(see Appendix H), and the empirical tests in this paper are likely to suffer from the inaccurate 

approach adopted by ISS when assessing good corporate governance. 

Additional hypotheses are set up in this study to run location tests of paired distances to 

measure change in CGQ scores over time within the HEOS sample. The CGQ metrics are not 

independent measures of HEOS targeted companies‟ corporate governance structure but are 

index and industry relative scores. A paired difference test that compares pre- and post-

engagement CGQ values within the HEOS sample will therefore reveal whether HEOS creates 

greater than average positive movements in companies‟ corporate governance structure. If the 

peer sample is representative of the aggregated movements in the two CGQ measures relative to 

the HEOS sample, a paired difference test within the HEOS sample should yield the same results 

as the portfolio test hypotheses above. The additional hypotheses are: 

Hypothesis 3:                                   

Hypothesis 4:                                         

 

4.2 HEOS Puts Environmental Performance on the Executive Agenda  

A metric on environmental disclosure and policy is used to assess the long-term view of 

corporate executives and the level of information disclosure required by shareholders to facilitate 

a long-term investment strategy. An additional environmental metric, which measures the costs 

transferred to society from the environmental impact of companies, is used to assess the level at 

which the net-wealth contribution to savers is incorporated into the corporate executive agenda.  

The materiality of the metrics relative to corporate financial performance and corporate 

net-wealth contribution is important. The closer the link between an environmental metric and 

financial performance, the more likely institutional investors will call for a company‟s 

improvement within that metric, regardless of its materiality to the savers. Preferably, the 

environmental metrics will have a high level of materiality to savers and to society in general, 

and low materiality to institutional investors. Research reveals only a tentative link between 

environmental policy and positive abnormal returns, but some environmental factors will have 

direct materiality to institutional investors and company executives. 
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 A metric is considered to have high materiality to institutional investors if it significantly 

influences a company‟s short-term financial performance, and high materiality to savers if it 

significantly influences the environmental burden transferred to society. For example, the 

introduction of a CO2 emissions tax has a material effect on company financial performance, 

because companies face an additional cost in doing business. The volume of CO2 emissions also 

poses a significant cost to society under the assumption that excess CO2 has an adverse effect on 

the world‟s climate. In contrast, a company sponsoring the cleaning of a toxic river will have 

materiality to savers as it lowers the cost for society to clean the river. Such support is, however, 

an initiative that does not constitute materiality to institutional investors as there are no direct 

causal mechanisms that lead to financial returns (Busch, T., Hoffman, V.H., 2011). 

 Restrictions to data access and the fact that much of the environmental data published on 

companies is driven by the investment community make finding metrics with high saver 

materiality and low investor materiality challenging. Two different environmental metrics are 

used as a proxy for measuring the degree to which shareholder rights are exercised to the benefit 

of savers. The two metrics are: 

1. Carbon Disclosure Score (CDS) 

2. Environmental Impact Ratio (EIR) 

Both metrics are included to get a complete view of company environmental performance. The 

approach follows methodology in literature on organisations and their relationships to the 

environment (see Miller, D., Friesen P. H., 1982, and 1983), and the relationship between 

changes in strategy and performance outcome (Ginsberg, A., 1988). Separate metrics are used for 

first evaluating the degree to which environmental performance is included in company processes 

and then the result of those processes in reducing environmental impact. 

The CDS metric is considered to be a process-based metric as it includes measures of 

companies‟ internal efforts to address environmental performance. As such, the CDS measure 

serves as a proxy for company commitment to adding wealth to savers by decreasing adverse 

environmental effects from company operations. Moreover, the CDS measures the level of 

disclosure on environmental performance. This allows for the incorporation of more long-term 

business considerations in institutional investor investment processes. 
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The EIR measures the outcome level of company environmental policies and calculates 

the environmental costs transferred to society. It is used as a proxy for the incorporation of net-

wealth contribution to savers on the executive agenda. 

4.2.1 Long-Term Perspective of Owners Measured by Carbon Disclosure Scores 

The CDS reflects the comprehensiveness of a company‟s response to a questionnaire written 

jointly by the Carbon Disclosure Project and global advisor Price Waterhouse Coopers LLP. The 

questionnaire measures the level of company disclosure on climate change issues and the steps 

actively taken by companies to promote a low-carbon economy. It includes data points on 

greenhouse gas emissions, the significant risks and opportunities related to climate change, and 

on the actions companies are taking to manage those risks and opportunities. The CDS is 

normalised to 100-pointscore, where a high score means the company has good internal 

environmental management and a thorough understanding of the business issues raised by 

climate change (Carbon Disclosure Project, 2010). Companies that have declined to participate 

and disclose information to the Carbon Disclosure Project are given a score of zero. 

Non-disclosure implies that corporate owners are not able to manage their exposure to 

environmental risk, leaving HEOS and other responsible corporate owners with no possibility to 

evaluate and initiate change in a company‟s environmental policy. Effectively, non-disclosure is 

worse than low disclosure as it leaves corporate owners with no foundation to engage. 

 The horizon for improvements in financial performance from positive change in 

environmental policy is, however, long-term at best and questionable in general as described in 

section 2.4. The long-term perspective, the cost of advocating for increased environmental 

disclosure in companies, and the low correlation between environmental disclosure and alpha, 

discourages an economically rational investor from engaging with companies on matters related 

to environmental disclosure. Moreover, a company that advances its environmental policy may 

find itself sacrificing short-term financial performance, which would have a direct negative effect 

on the financial benefits flowing to investment managers. 

 The materiality of the metric is low from the perspective of short-term investors. Positive 

changes in the CDS are expected to be negatively correlated with short-term financial 

performance given the costs of invoking change in companies to reduce their environmental 

burden (Fisher-Vanden, K., Thorburn, K.S., 2011). CDS, however, may reveal long-term risks 

associated with companies‟ environmental policy, thereby gaining materiality to institutional 
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investors with long investment horizons. Investors who advocate for increased environmental 

disclosure can be expected to incorporate a more long-term perspective into the investment 

process. Therefore, the level of environmental disclosure and companies‟ environmental policy 

acts as a proxy for the length of the strategic time horizon promoted by investors, and in part the 

alignment of the investment strategy with the wealth of savers. 

 The level of environmental disclosure and the structure of environmental policy are not 

exclusively influenced by corporate owners. Most companies voluntarily disclose environmental 

information. Corporate executives set the initial corporate strategy for environmental policy and 

the resulting level of disclosure. The level of voluntary environmental disclosure is generally 

studied from the perspective of Strategic Legitimacy Theory (Nascimento, A. R., 2009). 

Legitimacy Theory argues that environmental disclosure is internally promoted by the company 

to the extent that it can receive approval (or avoidance of sanctions) from groups in society to 

which it finds financial benefit (Kaplan, S.E., Ruland, R. G., 1991). The level of voluntary 

environmental disclosure exercised by companies is therefore thought to be largely dependent on 

which sector the company does business in and its customer base, seen in isolation from active 

owners. In statistical tests performed in section 5 of this paper, controlling for the industry in 

which a company is involved and for geographical placement enables isolation of the 

environmental advocacy conducted by corporate owners. 

 Although HEOS is in theory obstructed on some accounts from actively engaging as 

corporate owners (see section 3.3), it is unlikely these will have any effect in practice. Moreover, 

HEOS has a proven track record of engaging with companies on environmental issues in 

accordance with guideline set out in The Hermes Responsible Ownership Principles (Hermes, 

2010). The tested hypothesis seeks to determine whether engagement by HEOS in companies 

creates a measurable difference in their environmental policies and level of disclosure compared 

with non-targeted peer companies.  

Given the disincentives faced by institutional investors to engaging on matters concerning 

environmental policy and disclosure, the high level of environmental focus practiced by HEOS in 

its engagements should reveal that targeted companies have a higher CDS. The resulting 

hypothesis is: 

Hypothesis 5:                     
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where 

       = the HEOS-target  ‟s CDS for 2010. 

      = non-targeted peer company  ‟s CDS for 2010. 

Historical CDS data is not attainable and tests are conducted on the most recent score published 

in the first quarter of 2011. Implicitly it is assumed that HEOS engagements create sustainable 

change in targeted companies. Approximately 55% of the sample companies are still undergoing 

HEOS engagement and should not be affected. There is a risk, however, that companies no 

longer under engagement will slip back into “bad habits”, reducing their CDS. 

4.2.2 Environmental Impact Ratio Signals Extent of Incorporation of External Costs 

The second environmental metric, the Environmental Impact Ratio (EIR), is pulled from the 

Trucost environmental risk database. Trucost collects data on companies‟ direct and indirect 

environmental impact measured across CO2 and greenhouse gas emissions, water abstraction, 

land pollution and natural resource use. Environmental impacts are calculated in financial terms. 

When a firm uses a natural resource or emits a pollutant, the resulting damage to the environment 

or human health is usually borne by society rather than by the firm itself. These societal costs are 

not recorded on a company's balance sheet and are therefore external environmental costs. 

Quantities of resources used, pollutants emitted and waste generated due to business activities are 

multiplied by environmental external costs. The costs are based on Trucost‟s library of prices for 

over 700 natural inputs and outputs. According to Trucost, valuation draws on extensive 

academic research into the pricing of environmental externalities. 

The EIR metric comprises total environmental external costs of business activities (direct 

from operations and indirect from supply chains) divided by company revenue. The 

environmental impact (EI) of companies on society is equal to               . For most 

companies EI makes up a significant part of costs transferred to society (CTS) introduced in 

equation 2 in section 2.4.1. Depending on the level of environmental costs relative to social costs, 

EI will be strongly or weakly positively correlated with CTS. A positive correlation entails that 

any reduction in EI will accrue directly to the net-wealth of shareholders, as discussed in section 

2.4.1. 
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The incentives for institutional investors to engage in matters that reduce a company‟s EI 

are few, if any. They might benefit from a reduction in overall societal costs, but it is a trivial 

gain relative to the financial performance bonuses from successful investments. Combined with 

the general disincentives to actively engage with companies, engagement with the aim of 

reducing EI is a not relevant to institutional investors from an economic perspective, given the 

attributes of the investment industry discussed in sections 2.2.1 to 2.2.4. 

In order to understand the hypothesis formulation and the implication of the test results 

presented in section 5.2.3, it is important to note that the EI metric does not include externalities 

such as fines, taxes, or additional compliance costs frequently used in arguing the economic 

rationale for companies to improve environmental performance (Holman, W.R. et. al., 1885; 

Wood, D.J., Jones, R.E., 1995). If the sole driving force of corporate environmental policy is 

minimizing direct pollution costs from taxes and fines, then any firm that goes beyond 

environmental compliance will forfeit profits it could gain from continuing to legally externalise 

those costs. In other words, any reduction in EI in excess of that needed for compliance 

internalises otherwise external costs on income statements. Economically rational corporate 

executives that are not held accountable to the net-wealth of savers will not seek to reduce EI. 

HEOS emphasises the importance of improving environmental performance in areas that 

go beyond a mere focus on the bottom line of an income statement. Non-targeted companies, 

given the general disincentives that institutional investors also face to promoting action to reduce 

external environmental costs, are not expected to pursue strong changes in their environmental 

impact relative to HEOS targeted companies. The expectation is that HEOS targeted companies 

effectively reduce the financial burden passed to society from environmental output relative to 

likeminded companies that experience weak ownership that promotes the agenda of company 

executives or institutional investors. The hypothesis is defined as: 

Hypothesis 6:                                   

where    denotes the metric for the company   targeted by HEOS, and    denotes the metric for 

the HEOS-target‟s peer company  . 

 The resource based view has brought together competing theories on the relevance of 

reducing EI with the aim of improving financial returns. Section 6.3 discusses the possible 

implication of competing theories on the statistical support for hypothesis 6. 
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4.3 Alternative Active Owners and Their Influence on the Research Hypotheses 

The HEOS fee structure might tempt company management to increase the volume of companies 

covered and dilute the quality of engagement, but that approach would ultimately undermine the 

business model. Moreover, HEOS engagement managers have no incentives to follow that path. 

Compared with the previously documented strong disincentives that institutional investors face to 

be active owners, the HEOS disincentives are negligible. As a result, the business goals of 

companies HEOS has engaged with are likely to be more closely aligned to maximising the net-

wealth, or utility, of savers, than companies that are not targeted by HEOS. This, however, is 

under the assumption that there are no other activists in the market. As previously explained, 

some investment professionals attempt to be active corporate owners. Activist hedge funds and 

pension funds, such as CalPERS, engage with public companies on a regular basis.  

Activist hedge funds, however, face many of the same disincentives as the average 

institutional investor because their focus is on market equity value (Brav, A. et. al., 2008). At a 

more intermediate level of shareholder activism, US labour union pension funds have been active 

in using federal law to invoke shareholder proposals that seek to improve the governance of 

public companies (Randall, T. 2008). Public pension funds rarely step forward with their own 

activist agenda apart from low cost initiatives such as “withhold the vote” campaigns (Randall, T. 

2008). Survey evidence on public pension fund activism published in a 2008 paper by Choi and 

Fisch shows that pension funds only undertake a very limited amount of non-litigation oriented 

activism. Generally their activism is limited to supporting the agendas of activist hedge funds and 

labour union pension funds (Choi, S. J., Fisch, J. E., 2008). Due to the limited scope of activist 

hedge funds on matters that generate higher investment returns and their short time horizon for 

achieving these returns, it is unlikely that activism by public pension funds has much effect on 

areas not covered by activist hedge funds. 

 The main alternative contribution to improvements in active corporate ownership is 

performed by proxy firms. Many institutional investors choose to outsource the task of voting 

shares to proxy firms. Proxy firms either vote on behalf of the institutional investor or simply 

advise the investor on how to vote. Voting through proxy firms is big business. The two current 

leading proxy firms are RiskMetric‟s Institutional Shareholder Services (ISS) and Glass Lewis & 

Co. The larger of the two, ISS, issued proxy and vote recommendation for more than 37,000 

shareholder meetings and was thought to vote on behalf of more than 1.3 trillion shares in 2010, 
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representing by some estimates almost half the world‟s publicly issued common stock (Hyatt, J., 

2010). The institutional investors, however, often find that proxy firm guidelines on voting do not 

evaluate the facts and circumstances of each public company with respect to the matters to be 

voted on. Instead, these guidelines encourage a “one-size-fits-all” or “check the box” 

methodology (Shareholder Communications Coalition, 2009; The Millstein Center, 2009). 

Shareholder resolutions are not filed on the initiative of proxy firms and due diligence is not 

carried out before voting with respect to individual companies. In other words, the tendency of 

institutional investors to rely on proxy firms does little to counteract the agency problems 

between savers and institutional investors. 

 The use of proxy voting firms by institutional investors is a cheap way for them to 

demonstrate their fiduciary responsibility to clients. In the US, investment advisers are required 

to adopt policies and procedures to ensure that proxies are voted in the best interest of clients. 

The US Employee Retirement Income Security Act of 1974 similarly requires that voting is 

carried out in the interest of savers. Actively voting stock is expensive for diverse equity 

portfolios. Through economies of scale, proxy voting firms provide cheap solutions to 

shareholder voting that allow institutional investors to provide lawful investment services while 

minimizing the cost of corporate oversight. 

 The investment community is thought to have largely accepted the argument that 

improved corporate governance leads to improvements in medium and long-term returns, and on 

average lowers the risk of corporate equity investments. As such, it is expected that a significant 

proportion of public companies in developed economies are subject to some form of governance 

related activism. Although the prerequisite for executing engagements on governance related 

matters is likely to be stronger for HEOS than for the average activist investor, the fact that other 

activists are in the market could lessen the possible difference in governance practice between 

companies that HEOS targets, and those it does not target. The more tentative alignment between 

company environmental and social practices and investor returns stimulates fewer corporate 

engagements in these matters than in governance issues (Goldstein, M., 2011). Therefore, 

differences between HEOS targeted and non-targeted companies are expected to be more 

prominent when measured on environmental metrics. 
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5 Method, Sample Testing and Results Provide Evidence For and Against 

The two corporate governance metrics, CGQ-index and CGQ-industry, attempt to measure the 

quality of company governance and are used as proxies for measuring the degree to which 

shareholders exercise their rights as company owners. The two environmental measures, CDS 

and EIR, are used as proxies to measure how well executive management goals are aligned with 

contributing net wealth to savers. The aim is to shed light on whether third-party activism, such 

as that performed by HEOS, is a probable solution to the loss of wealth in companies resulting 

from weak ownership and whether such activism can align the goals of savers and executive 

management by making net-wealth contribution the primary goal of widely held public 

companies. 

 The following section explains the data set with emphasis on the peer company selection 

process and the statistical tests applied to test the six hypotheses established in the previous 

section of this paper. The last part of this section presents the test results and corresponding 

support for the hypotheses. 

 

5.1 Paired Sample Created to Test the HEOS Effect 

HEOS supplied a list of 40 companies in which it has been, or is, rigorously engaged. Each 

company‟s initial engagement date and engagement termination date, for those engagements no 

longer active, was also disclosed. Moreover, detailed engagement reports were supplied for 

individual companies giving insight into the specific corporate changes prompted by HEOS. The 

list of companies contains primarily large cap companies from developed countries. 

For each company the weighted average cost of capital (WACC) and the cash return to 

shareholders was fetched for the date set one month before the initial engagement by HEOS
16

. 

Also, country of incorporation, primary industry classification code and annual turnover figures 

were found for each company. These metrics were used to create the paired sample with peer 

companies used for statistical testing. 

The paired sample approach is used to reduce the influence of confounding factors on 

both governance and environmental metrics, and to mimic the preliminary screening process by 

HEOS. The selection criteria for peer companies are structured as follows: 

                                                 
16

 Data was pulled from the Thomson Reuters Datastream. 
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1. WACC/cash return to shareholders 

2. Market Capitalisation 

3. Industry classification 

4. Country of Incorporation 

When possible the selection criteria are followed stringently. A more pragmatic approach is 

sometimes necessary, however, to balance the various influencing factors. 

 The first selection criterion is copied from HEOS‟ preliminary screening process. The 

screen is applied to select companies that could have been targeted by HEOS based on their 

WACC relative to cash return to shareholders. Applying this criterion, however, does not 

guarantee that the selected peer company has the same chance of being selected for engagement, 

or that it has the same suboptimal governance structure or environmental management strategy as 

the HEOS-targeted company. Moreover, the paired peer company sample has not been cross-

checked with HEOS‟ monitoring list to ensure that peer companies are not screened by HEOS, 

and therefore have so far not been eligible for engagement. The peer sample has, however, been 

checked with HEOS‟ engagement list to ensure that HEOS has not had active engagements with 

any of the companies included in the peer sample. 

 Market capitalisation is included as a second criterion to ensure that the companies in the 

paired sample receive approximately the same amount of investor and analyst attention as the 

companies targeted by HEOS. Investor coverage is thought to have two different implications for 

companies. One is the level of external monitoring (however weak it may be), and the other the 

level of ownership dispersion of the company. The level of external monitoring and the 

ownership structure have, in theory, an effect on the management of the company, and thus on 

the alignment of interests between the company and savers (Chen, C. R., Steiner, T. L., 2000). 

 The third selection criterion, industry classification, is applied to counteract the diverging 

environmental impact of different industries, which has implications for the value of companies‟ 

CDS and EIR. The nature of an industry has a highly significant impact on the level of emissions 

to turnover. Tests were run across industry sectors on the 3931 companies in the Trucost database 

and in most cases the differences were significant at a 99% confidence. The results are not 

published in this paper, but averages for the industries represented in the HEOS sample are 

displayed in Appendix C Table 6.  
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The differences in legislative and judiciary regimes from country to country strongly 

influence the level of shareholder protection relative to the protection of other corporate 

stakeholders (La Porta, R. et. al., 1997). National legal constraints on board structure, voting 

rules, and share voting rights contribute to different corporate governance structures. To bypass 

the effects of variable governance on statistical testing, peer companies are, when possible, 

selected within the same country as the HEOS-target company. Where this selection criterion 

compromises one or more of the previous three criteria, a company is selected from a country that 

operates under approximately the same legal basis as the HEOS-target company. For example, 

two French target companies are paired with German companies under the assumption that both 

companies operate under a civil law framework and a bank-based capital market. According to 

ISS, the CGQ metrics take cross-border legal differences into account and these are adjusted 

accordingly. The inflexible structure of the CGQ, however, makes the accuracy of this alignment 

questionable and as a precaution companies are paired within the same country when possible. 

Differences between countries‟ environmental legislation and carbon taxes are also likely to 

influence the amount of emissions produced by companies. 

 Several of the 40 companies in the original sample supplied by HEOS were either not 

covered by ISS, the Carbon Disclosure Project, and Trucost, or had been merged with another 

company since engagement was terminated. Companies for which data could not be obtained 

have been removed from the sample. The final sample contains 31 HEOS targeted companies and 

31 peer companies.  

 

5.2 Tests Indicate where HEOS Activism Is and Is Not Measurable 

Before statistical testing of the six hypotheses set out in section 4.1 and 4.2, multivariate outliers 

are excluded from the dataset by plotting the ordered squared robust Mahalanobis distances (MD) 

of the observation against the empirical distribution function of the MD
2

i (Filzmoser, P. et. al. 

2005). The observation exclusion criterion is set by the boolean vector with a confidence level of 

90% (see Appendix D for graphical interpretation). If observations are pairwise outliers, such that 

the HEOS-target company and its peer are both given a value of 1 in the boolean vector, they are 

not excluded from the sample. This challenges the ability to get statistical significance because 

the sample variances increase. Excluding these observations, however, will misrepresent the 

population of companies. Companies in specific industry sectors, such as the oil industry and 
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heavy metal mining and processing, will be systematic outliers due to very high values in the EIR 

metric. 

Based on the test, three observations were removed from the dataset. One company had 

an extraordinary and unexplainable jump in CGQ-industry and CGQ-index metrics of 90, when 

there were no public announcements on governance changes during the period of engagement 

that could logically have created this movement. Another two companies were removed due to 

inexplicably high differences between CGQ-index and CGQ-industry metrics. The corresponding 

peer companies were also removed from the sample. The final dataset used for testing contains 

56 observations of which 28 are HEOS-targeted companies. 

5.2.1 Evidence Fails to Support Hypotheses 1, 2, 3 and 4 

The first step in testing hypotheses 1 and 2 is conducting univariate variance analysis to test for 

significant differences between the HEOS sample and the paired sample as measured by the 

change in CGQ-index and CGQ-industry metrics during the engagement period. The CGQ metric 

is a percentage rank score of companies‟ corporate governance structure that can attain value 

between 0 and 100.           can thus attain values between -100 and 100 for both the index 

and industry metric. Standard t-tests and ordinary least squares regressions assume normally 

distributed variables. The ranked nature and the value limits of the CGQ metrics violate this 

assumption. Tobit-regression accommodates the nature of the data by assuming that observation 

values are truncated and does not assume that data is from a normally distributed population 

(Amemiya, T., 1973). The Tobit model is a latent variable model that tests the returns coefficient 

estimates of the latent response variable. Because the CGQ metrics are truncated between 0 and 

100 a latent variable approach is used to include the fact governance can deteriorate despite 

having a value of 0 at time t=0, and vice versa for companies with CGQ scores of 100. It is 

important to note that the Tobit model makes the same assumption about error distribution as 

normal ordinary least squares (OLS) regressions, but the size of the Tobit regression estimates is 

much more vulnerable to violations of this assumption. The Tobit model will overestimate the 

coefficient values if error distribution suffers from heteroscedasticity. The sign of coefficient is, 

however, seldom affected (see chapter 7 in Long, J.S., 1997). Because the Tobit model uses logit 

estimators, dependent variables must be non-negative. The lower limit of          is moved to 

0 by adding 100 to each observation such that data is within an interval of 0 to 200. The Tobit-

regression model is: 
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where             is the response variable defined as the change in CGQ metric during the 

period of HEOS engagement and        is the independent dummy variable that splits the 

sample between HEOS-targeted companies and peer companies.    is the error term. 

The significance of the  -coefficient measures the statistical difference between sample means 

and the resulting hypotheses are: 

         

         

The Tobit regressions on CGQ-index and CQG-industry return positive coefficients for the 

dummy variable (see Table 1). The sample indicates that the non-targeted HEOS companies have 

larger positive movement on average in governance structure. Both  -coefficients were not 

statistically significant within a reasonable confidence level (p-value=0.1588 and p-value=0.2034 

respectively) and the    hypothesis cannot be rejected for the CGQ-index and the CGQ-industry. 

 The robustness of the results is checked using Bartlett‟s test of equal variances on the 

regression residuals for the two samples. The    hypothesis of equal variances is rejected with a 

p-value=0.0495. The size of the coefficient estimates from the Tobit regression tests on CGQ-

index and CGQ-industry presented in Table 1 are most likely inflated, and p-values are 

underestimated. 

 To crosscheck the results, and to give a better indication of the true value of the 

coefficient estimates, a standard OLS regression is run on the same variable setup as displayed 

above. Because the observations are truncated to the 0 to 200 interval the OLS regression will 

likely overestimate the p-value and possibly underestimate the  -coefficient value. The OLS 

regression returns the same coefficient estimate as the Tobit model for both metrics, but as 

predicted the coefficient is assigned a considerably higher p-value for the  -coefficient (p-

value=0.3277 for CGQ-index). The actual p-value for the significance of the dummy beta 

coefficient of CGQ-Index derived from the Tobit regression is somewhere between 0.1588 and 

0.3277 (test for the CGQ-Industry metric returned a similar result). 

The CGQ metrics measure the ranking of a company‟s governance structure relative to 

the governance structure of all other companies in the corresponding index or industry. A second 
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test can be conducted to assess whether HEOS-targeted companies on average show greater 

positive movement on governance structure relative to all other index and industry peers, 

allowing for testing of Hypothesis 3, and 4.  

This test will be more prone to bias measurements from confounding factors compared 

with the Tobit-regression. It does give an indication, however, of the ability of HEOS to create 

higher than average positive movements in companies‟ governance structure. The data remains 

non-normal due to the truncated nature of CGQ metrics. The traditional non-parametric statistical 

hypothesis for one sample repeated measurements, the Wilcoxon signed-rank test, is applied to 

assess whether population means differ. The test statistic is: 

   ∑    

 

   

 

where    is the rank of absolute non-zero differences for the CGQ-metrics and    is the dummy 

indicator for positive and negative movements in CGQ-metrics. The tested hypothesis is: 

           
         

 

           
         

 

The test results do not reject the    hypothesis for any reasonable confidence level (CGQ-index 

p-value=0.1375, CGQ-industry p-value=0.145). Based on the sample it cannot be concluded that 

HEOS-target companies have larger positive movement in their governance structure as 

measured by ISS relative to all index and industry peers. 

 The Tobit-regression does not support multiple response variables and therefore does 

not support multivariate testing where CGQ-index and CGQ-industry are tested collectively 

against the dummy variable. Recent research has presented a possible expansion of the Wilcoxon 

signed-rank tests to support multivariate Wilcoxon regression estimates (Zhou, W., 2010; Zhou, 

W., Wang, J., 2011). The extension of the Wilcoxon signed-rank test into multidimensional space 

is, however, untested and currently at an experimental stage. Moreover, programming scripts 

have yet to surface for the implementation into the statistical software package “R” used in this 

paper. Alternatively, the two CGQ metrics could be tested collectively against the dummy 

variable using non-metric multidimensional scaling (MDS). The MDS finds dissimilarities 
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between variables in the data matrix based on either Euclidean or statistical distances. The goal of 

testing the two CGQ metrics collectively in a multivariate model is to gain insights to the 

interaction between these two dependent variables. It is possible to get a different result from a 

multivariate statistical method when the univariate tests do not reject the    hypothesis. 

Multivariate tests reveal whether the univariate test-results could contain type 2 errors. In 

particular, if HEOS engagement has different effects on the dependent variables, but the 

dependent variables are strongly correlated within any particular treatments giving a small 

multivariate error term (Johnson, R.A., Wichern, D. W., 2007). Because MDS uses distances, as 

opposed to correlations, between variables it will not capture the possible difference in 

hypothesis testing relative to the Tobit-regression model applied above. As such MDS analysis 

will not add any additional insight relative to the Tobit-regression and the Wilcoxon signed-rank 

test. Therefore, multivariate testing of the two CGQ metrics is not conducted. Such tests, 

however, may find different results than those that are derived in this paper. 

 The final test conducted on             uses linear algebra to uncover the relational 

change of the index and industry governance metrics. Principal component analysis is applied to 

quantify the importance of variability in the two metrics and to filter out any “noise” in the 

sample (see for example Kristensen, B. et. al., 1994). PCA loadings of the first principal 

component are then used to construct a latent variable that is assumed to measure the true 

movement in companies‟ governance structure during the HEOS engagement period. The newly 

constructed latent variable faces the same truncated interval as both the CGQ metrics. The Tobit-

regression is performed with the new latent variable as the response variable and the dummy 

variable as the predictor. 

 The results mimic the univariate tests performed for the individual CGQ metrics, with 

the exemption of a slightly larger positive coefficient estimate. The coefficient estimate is not 

statistically significant at an appropriate confidence level with a p-value=0.1709. 
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Table 1 

 

The arrows indicate that the CGQ-index is tested together with the CGO-industry measure. *significant at 90% confidence level, 

**significant at 95% confidence level, ***significant at 99% confidence level. 

Based on the sample tested in this paper no support was found for Hypothesis 1, 2, 3, and 4 set 

out in section 4.1. In fact coefficient estimates for the dummy variable were found to be positive, 

implying that peer companies on average had a larger positive change (or smaller negative 

change) during HEOS‟ engagement periods than HEOS targeted companies. In fact, there are 

indications that HEOS engagement reduces the positive movement in companies‟ relative 

governance ranking across CGQ-index and CGQ-industry metrics. The result is discussed in 

section 6.1. 

5.2.2 Statistically Insignificant Evidence Supports Hypothesis 5 

The CDS has the same basic construction as the two CGQ metrics in terms of being truncated to 

a specific interval [0;100]. The CDS metric is, however, not a relative index or industry score so 

observations are independent to movements in other companies‟ CDS. Companies can, in other 

words, not perform worse if they have a score of 0 or better if they have a score of 100, unlike the 

CGQ metrics. Recall that CDS is the latest (1
st
 quarter 2011) score given to HEOS target and peer 

companies, and not the change in CDS during the time of engagement. Therefore the tested 

hypothesis does not shed light on the question of whether HEOS creates higher positive 

movements in the CDS. The test will, however, reveal whether HEOS engagements improve the 

aggregated level of environmental disclosure relative to peer companies, and whether HEOS 

targets attribute more resources to managing environmental risks compared to non-targeted 

companies. The data is treated as standard interval data and is tested using OLS regression (see 

Appendix F for test assumption) The OLS regression model tested is: 

ΔCGQ peer sample test CGQ  repeated measurements

index industry index industry

Tobit-regression Coefficient estimate 3.7631 3.1475

t-stat 1.0041 0.8326

p-value 0.1588 0.2034

Wilcoxon rank-sum Coefficient estimate 4.7250 3.6609

t-stat N/A N/A

p-value 0.1375 0.1450

Coefficient estimate → 4.8841

t-stat → 0.9550

p-value → 0.1709

PCA Loadings-variable 

regression

Corporate Governance Test-results
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where      is the carbon disclosure score for company i and        is the independent dummy 

variable that splits the sample between HEOS-targeted companies and peer companies.    is the 

error term. 

 The OLS regression returns a large negative coefficient for the explanatory dummy 

variable of -11.257, with a p-value=0.1981(see Appendix F Figure 6 for a graphical 

interpretation). It cannot be concluded that HEOS targeted companies have a higher average CDS 

that is significantly different from 0 with a reasonable level of confidence. The value of the  -

coefficient estimate supports the original hypothesis that HEOS targeted companies on average 

will display a higher CDS than non-targeted peer companies. 

Table 2 

 

*significant at 90% confidence level, **significant at 95% confidence level, ***significant at 99% confidence level 

Based on the sample tested, statistically insignificant support is found for Hypothesis 5, that the 

expected value of the carbon disclosure score is higher for HEOS targeted companies than for 

non-targeted peer companies (results are displayed in in Table 2). 

5.2.3 No Statistical Evidence to Support Hypothesis 6 

To clarify the effect of HEOS engagements on the change in environmental costs transferred to 

society, differences in movement of EIR over the engagement period for the two samples are 

tested. The tested metric measures the change in dollar cost relative to turnover that is transferred 

to society through resource consumption and pollution output. 

The environmental impact ratio contains continuous values from 0 to 100, and the 

resulting delta metric measuring change in EIR over time contains values from -100 to 100. 

Standard OLS regression is used to test the significance of the  -coefficient for the dummy 

variable separating the two samples. 

Peer sample tests

CDS

OLS-regression Coefficient estimate -11.3570

t-stat -1.3032

p-value 0.1981
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Unlike CGQ metrics, the EIR is independent of industry and index company averages. 

Based on the sampled data there is indication that movement in companies‟ EIR during 

engagement is dependent on the value of the EIR metric at t=0. In other words companies display 

a larger movement in EIR if the initial EIR is large. The logic is sound in that reducing 

environmental output is easier if the company is a larger polluter and natural resource consumer 

than if the company has already introduced measures to reduce its pollution and dependence on 

natural resources. 

The resulting OLS-regression model is: 

                                                 

where             is the change in company i's environmental impact ratio from the year prior to 

engagement to the year engagement is terminated.        indicates whether company i has 

been targeted by HEOS or not, and         is company i's EIR value for the year prior to 

engagement start.    and    are the independent variable coefficients of variables        and 

        respectively. The tested hypothesis is: 

          

          

where the expected value of    is positive, implying that non-targeted companies have had a 

larger positive movement in EIR or a smaller negative movement compared to HEOS targeted 

companies. 

Data is available from 2006. Eight of the HEOS engagements included in the sample 

started before 2006. For these companies the start year is set to 2006. The eight engagements 

starting before 2006 may therefore not capture the entire reduction or increase in environmental 

impact relative to turnover during the engagement period. This could potentially reduce the 

measured change in EIR promoted because decisions to change production facilities, establish 

new sourcing methods, and other emissions influencing decisions might not materialise before 

the year following ended engagement. For those companies still under engagement, change in 

EIR is calculated from the year of initial engagement to the most recent data held in the Trucost 

database. 
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Table 3 

 

There is no statistical evidence that companies targeted by HEOS on average display a larger 

reduction of the environmental costs transferred to society. The coefficient estimate in fact 

indicates that on average non-targeted companies had a 5.8 basis points larger reduction to the 

environmental impact ratio (see Appendix G for graphical interpretation). 

5.3 Summary 

The tested dataset displays results demonstrating variable levels of support for the six hypotheses 

presented in section 4.1 and 4.2. In general the significance of the coefficients is low, which is 

largely attributed to the small sample size. 

 Tests on CGQ metrics returned positive coefficient estimate, implying that non-targeted 

companies on average experienced a larger positive movement (or smaller negative movement) 

during the period of engagement. According to this result, HEOS stymies positive movements in 

company governance provisions. Tests on repeated measures for the HEOS sample show that 

HEOS targeted companies do not on average have stronger positive movement in corporate 

governance structure relative to all other companies included in the CGQ-index and the CGQ-

industry metrics. 

 CDS tests reveal that on average HEOS targeted companies have a higher CDS than non-

targeted peers. The coefficient estimate for the difference in samples is, however, insignificant 

and cannot be concluded to be different from zero at any reasonable confidence level. 

 The EIR test finds a very small insignificant difference in average movement during the 

engagement period between the two samples. There is no evidence that HEOS promotes 

reductions in the environmental costs transferred to society compared with reductions achieved 

by peer companies. 

  

EIR

OLS-regression Coefficient estimate -5.78E-04

t-stat -0.2350

p-value 0.8149

Environmental Impact Ratio Test-results
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6 Discussion 

This section discusses the validity of tests and results and builds on these to arrive at a final 

conclusion on the hypotheses presented under section 5.2 and the overall research question of 

whether the HEOS model is suitable for mitigating the agency-problem between savers, the 

institutional investors that represent them and company executives. Section 6.1 discusses the 

results of test performed on the CGQ metrics and forms a new hypothesis built on reflections of 

ISS‟ rating methodology and the importance of a differentiated approach to best practice 

corporate governance for each individual company. Section 6.2 discusses the results for tests 

performed on Company Disclosure Scores and looks at the confounding factors that might have 

influenced results. Section 6.3 discusses the results from EIR testing with emphasis on the time 

frame of data and the irrelevance/relevance of environmental impact to corporate executives and 

institutional investors. 

 

6.1 Assessing the Validity and Implications of Tests on Corporate Governance 

The results of the statistical tests on governance metrics indicate that HEOS target companies 

have a lower than average positive movement (or larger negative movement) across governance 

metrics compared to the peer sample and compared to all other companies included in the CGQ-

Index and CGQ-Industry metrics. Although the results are statistically insignificant, they indicate 

trends contrary to expectations documented and reviewed in this paper. As explained below, the 

results must, however, be interpreted with caution as the appropriateness of CGQ metrics for 

measuring the effect of HEOS engagements in corporate governance is questionable. 

6.1.1 Possible Bias in Results Owing to Omitted Variables 

Regression models used for testing the efficacy of HEOS engagements are run using only a 

single explanatory variable that specifies whether or not HEOS has engaged with the related 

company. Tests therefore assume that the sample selection process has included all confounding 

variables that may influence changes to company governance structures and that these variables 

remain of equal value, both for HEOS targeted companies and for peer companies throughout the 

engagement period. The accuracy of the tested models is also exposed to large changes in the 

sample selection variables over the period of engagement. Resource constraints have prohibited 

the inclusion of time movement in sample selection variables as independent variables in 
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regression models. In light of the determining factors of governance set out by Oliver Williamson 

(2002) described in section 4.1, consideration is given to the possible influence of changes in 

omitted variables related to the laws that govern shareholder rights, the administrative control of 

shareholders, and the incentive intensity of executives. 

National laws that govern shareholder rights in publicly traded companies are assumed to 

be equal for all companies within any industry sector (La Porta et. al., 2000). That is, shareholder 

protection by federal law does not vary for individual companies in specific industries within 

countries. Where HEOS targeted companies have been paired with peer companies that operate 

under a different legislature, there is, however, an inherent risk that during the period of HEOS 

engagement, the shareholders of either company faced legal changes that caused the board of 

directors or company executives to introduce substantial change in governance structure.  

Administrative control exercisable by shareholders is influenced by a host of factors. 

Board competence, pyramid ownership, proxy voting processes, and votes per share policy to 

name a few. But the most prominent influence is likely to come from the concentration of share-

ownership (La Porta et. al., 1998). Substantial changes in the ownership structure over the period 

of HEOS engagement can affect the governance structure if a single majority shareholder arrives. 

Research shows that the presence of very large shareholders does have significant effect on the 

governance structure of individual companies (La Porta et. al., 1998). Previous research also 

finds that the degree of internationalisation has significant influence on corporate governance 

structure (Sanders, G., Carpenter, M. A., 1998). A higher degree of internationalisation increases 

the complexity of company business and challenges information processing, increasing 

information asymmetry between executives and shareholders. Substantial change in the 

international presence of HEOS-targeted or peer sample companies during the engagement period 

could effectively bias the results derived from statistical testing on CGQ metrics, along with any 

substantial changes to tested companies‟ ownership structure. 

Incentive intensity for corporate executives to pursue the net wealth of savers is largely a 

direct consequence of the governance structure. Causality can, however, be questioned. 

Management behaviour can be constrained by cultural norms within the company and company 

level democracy and dictatorship would be a persistent feature of a corporate culture; governance 

structure would be a symptom, but not a cause, of this culture (Gompers, P. et. al., 2003). 

Substantial shifts in corporate culture and the employment of new executives can contribute to 
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changes in corporate governance structure irrespective of how well institutional investors or 

HEOS exercise active ownership. 

6.1.2 Relaxing CGQ Assumption Reveals that HEOS Increases Owner Activity 

The omitted variables may influence the tests performed in section 5.2.1. The results, however, 

may more likely be biased by the assumption that CGQ-metrics truly do measure good and bad 

corporate governance. Commercial governance raters and scholars generally agree that corporate 

governance covers four broad categories, as previously mentioned: board, compensation, anti-

takeover/shareholder rights, and auditing. Raters, however, far from agree on the optimal 

structure of the provisions under these categories, or the relative importance of these categories 

(see Appendix H for a walkthrough and discussion of the methodology of different commercial 

and academic governance ratings). 

The ISS rating methodology includes more than one hundred governance provisions, 

where Bebchuk et. al. (2009) found only six governance provisions to have statistically 

significant positive effect on shareholder wealth. Despite ISS describing its rating methodology 

as statistically and scientifically rooted, the CGQ still includes many provisions that are 

questionable in terms of their influence on company risk and performance. Such inconsistencies 

raise the question: Do CGQ metrics measure good governance, or simply an arbitrary perception 

of best practice corporate governance?  

The ratings approach employed by ISS is in sharp contrast to the differentiated approach 

to corporate governance employed by HEOS (HEOS, 2011). Using ISS CGQ metrics for the 

purpose of measuring the effects of HEOS engagement is not as appropriate as initially perceived. 

The uniform approach adopted by ISS to governance assessment and the lack of support for its 

best practice assumptions
17

 are not likely to accommodate the differentiated approach to best-

practice governance structure employed by HEOS. 

According to a McKinsey survey on investor opinion, a majority of investors are prepared 

to pay a premium for companies exhibiting high governance standards (McKinsey and Company, 

2002). Premiums averaged 12-14% in North America and Western Europe; 20-25% in Asia and 

Latin America; and more than 30% in Eastern Europe and Africa according to the investor survey. 

If these investors use ISS measures to assess companies, executives and directors have a high 

incentive to believe ISS‟s definition of best practice good governance, and apply it to the 

                                                 
17

 For a detailed discussion of the assumptions made by commercial governance raters see Rose, P., 2007 section 3. 
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company accordingly. Again, the ISS definition includes governance provisions that have an 

unclear and undocumented effect. This leaves companies at risk of imposing unnecessary 

governance provisions, that can act as restraints, destroying long-term return growth, instead of 

supporting it. As such, CGQ metrics may be a very poor measure for the degree to which 

shareholders exercise their owner rights. 

In 2008 ISS was managing over $26 trillion in assets for investment clients using its 

proprietary corporate governance rating and proxy voting services (Daines, R.M. et. al., 2010). 

Those votes follow the ISS perception of best practice corporate governance structure. Combined 

with the widespread use of the CGQ metrics, there are reasons to believe that companies in 

general move towards the corporate governance structure advocated by ISS. If HEOS disagrees 

with any of the ISS best practice assumptions and changes the governance structure of a company 

by including or removing provisions not supported by ISS, the CGQ metric for that company will 

decrease. 

For these insights to have pertinence the sample tested in this paper should not show an 

increase in the CQQ metrics for HEOS targeted companies compared with non-targeted 

companies, which was the original hypothesis, but an increase in governance movement overall, 

both positive and negative. With the aim of clarifying whether or not HEOS increases ownership 

engagement on companies, a more appropriate test on CGQ metrics is to see if there are 

significant differences in variance or absolute values of governance changes between the two 

samples. In fact, it would be expected that the peer sample shows moderate positive change 

across CGQ metrics due to the dominant presence of ISS in the equity market, and that the HEOS 

sample shows a higher degree of both positive and negative change across CGQ metrics because 

HEOS is still a stronger activist than ISS and has a different perception of what may be classified 

as good governance. 

Boxplots of the two           measures (index and industry) show that this insight does 

have pertinence (see figures 1 and 2). The left dataset in the two plots, marked 0, clearly displays 

a higher level of absolute movement than the peer sample, marked 1, which, as predicted, 

displays a small degree of positive movement.
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Figure 1 

 

Figure 2 

Box plot of the change in CGQ-Index metrics over the 

engagement period showing HEOS target companies and 

peer companies. 0 denotes the HEOS sample and 1 the peer 

group sample 

Box plot of the change in CGQ-Industry metrics over the 

engagement period, showing HEOS target companies and 

peer companies. 0 denotes the HEOS sample and 1 the peer 

group sample

To get coefficient estimates on the mean difference in absolute change in governance scores the 

Tobit-regressions performed in section 5.2.1 are repeated but on absolute values of change. In 

other words, by relaxing the assumption that CGQ can distinguish between good governance and 

bad governance, the tested variable for the purpose of measuring the efficacy of HEOS 

engagements on corporate governance becomes |           | and the model is rewritten: 

|           |                             

Table 4 

 

*significant at 90% confidence level, **significant at 95% confidence level, ***significant at 99% confidence level 

Based on the results in Table 4 there is evidence that HEOS targeted companies experience 

greater absolute change in their governance structure than peer sample companies. There is, in 

other words, statistical support for the contention that HEOS exercises ownership rights to a 

CGQ-Index CGQ-industry

Tobit-Regression Coefficient estimate -4.9562** -4.0401*

t-stat -2.0585 -1.5669

p-value 0.0210 0.0600
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larger extent than the corporate owners of the peer sample companies. Moreover, the results 

imply that HEOS and ISS often have a very different perception of what is good corporate 

governance for individual companies. The result supports the discussion spearheaded by the 

Millstein Center referenced in section 2.2. (The Millstein Center, 2009) that a differentiated 

approach to corporate governance is necessary because different governance provisions will 

affect different companies in different ways. 

Although ISS claims that all provisions included in the CGQ metrics are scientifically 

rooted and all create value to shareholders (ISS, 2005) the claim is unproved. One concern is that 

ISS analysts show little regard for getting the theoretical implications of each provision in place 

before any empirical testing is done. As always when testing the explanatory power of 

governance provisions on company performance the results are prone to questions of causality. 

The only real solution is to ensure that the theories underlining the purpose of the statistical test 

are solid. ISS research could simply be scouring data to find explanations for relations between 

provisions and performance. Such research methods can easily end up with explanations of 

causal relations that are more likely to be the relational exception than the rule. The inclusion by 

ISS of a wide range of governance provisions does, however, make the CGQ metrics good 

proxies for the degree to which shareholders exercise their owner rights on companies, because 

these metrics capture most of the change induced by the owners. 

The size of the sample tested in this paper does not allow for any further analysis to locate 

where HEOS and ISS differ in their judgement of good corporate governance. Cluster analysis 

may reveal that differences in the perception of good governance are specific to certain industries 

or certain countries. Many of the industries and countries are only represented by a single 

company in the current sample and cluster analysis provides no interpretable results. The 

indication that ISS CGQ metrics most probably fail to appropriately measure good corporate 

governance encourages further research. That a substantial proportion of the world‟s equity is 

voted on the background of an inappropriate perception of the optimal governance structure is 

cause for concern, and could potentially have dire consequences for the net wealth of savers. 

The statistical results on absolute change in CGQ metrics support the contention that 

HEOS exercises ownership rights at a higher level than the average institutional investor. The 

role of HEOS as a promoter of superior governance structure, however, remains unresolved. 

HEOS‟s ability to endorse corporate governance structures that minimise monitoring costs, 
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bonding expenditures, and residual loss, and at the same time minimise the constraints on the 

ability of agents to maximise the principals‟ utility, is thought to be primarily dependent on the 

quality and experience of HEOS employees. In conclusion, the basic model behind third-party 

activism does seem to increase the extent to which ownership rights are exercised on companies. 

 

6.2 HEOS Promotes Disclosure of Environmental Information 

Statistical testing of the mean difference in CDS between the two samples revealed that HEOS 

targeted companies on average had higher CDS than non-targeted peer companies. The  -

coefficient estimate is, however, not significantly different from zero. The result supports 

Hypothesis 5. It is heavily influenced, however, by the volume of non-disclosing companies in 

the peer group sample: 36% of peer group companies have not disclosed or have been unwilling 

to participate in the Carbon Disclosure Project against only 14% of the targeted companies (see 

Appendix F for graphical interpretation). Concluding from the statistical results in section 5.2.2 

that HEOS-targeted companies on average do more to promote a low-carbon economy than do 

peer companies is a step too far. The result and the tested data does, however, indicate that HEOS 

successfully promotes the level of environmental disclosure through the Carbon Disclosure 

Project among public companies eligible for shareholder engagement. Disclosure is likely to be 

the first step in the direction of more socially responsible behaviour by companies, and the first 

step towards companies considering the net benefit contributed to savers. Whether institutional 

investors use the disclosed environmental information to build long-term investment strategies 

remains unanswered, but results do indicate that HEOS helps facilitate the process of such 

strategies by promoting the availability of the necessary information. 

 The CDS, and indirectly the test results, are subject to criticism. Head of Corporate 

Affairs at Danske Bank (the largest retail bank in Denmark), Anne Søgaard Melchiorsen, 

expresses some concern regarding the willingness of companies to be part of the CDP. CDP 

questionnaires are described as being extremely time consuming and built on a “one-size-fits-all” 

format that includes questions that are often irrelevant to any particular company. Despite the 

irrelevance of the questions, the CDS partly builds on the number, of questions answered by the 

company. There is, in other words, a risk that reluctance by companies to be part of the CDP, or 

simply receiving a low CDS, is a consequence of failed CDS methodology and not a consequence 

of poor environmental disclosure or lack of proper environmental oversight. Several of the 
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companies included in the two samples have, prior to 2010, filed to receive a CDS, but have 

stopped pursuing it. This could, in other words, be attributed to the cost of filing and the 

irrelevance of the questionnaire to the particular companies, and not because the company 

exercises low environmental disclosure in general as hypothesised in section 4.2.1. 

 Omitted variable bias can also affect the results of the test performed on the CDS. If 

companies disclose information on environmental performance and strategy to a competing 

metric they may not feel the need to also disclose to the Carbon Disclosure Project. The question 

of disclosure or non-disclosure, however, is in theory only affected by very few variables besides 

those included in the sample selection process. From the perspective of Strategic Legitimacy 

Theory voluntary environmental disclosure is influenced by industry and customer base, which 

are accounted for in the sample selection process. In the belief that HEOS and peer sample 

companies are accurately paired within industry classification and regional presence, peer sample 

companies experience the same level of legitimacy-based motivation to disclose environmental 

information as HEOS targeted companies. For large multinational companies the perception that 

the client base is a direct response to a company‟s country of incorporation is, however, 

questionable. If companies within the same industry, incorporated in the same countries, have 

very different client bases the results will be biased given the perception that the level of 

voluntary environmental disclosure is influenced by a company‟s customer base. 

 Unlike the data tested on the corporate governance structure of the sample companies, 

CDS tests are conducted on 2010 data and not on the change in CDS during the period of HEOS 

engagement. HEOS targeted companies may therefore simply have been part of the Carbon 

Disclosure Project before HEOS engaged. However, it seems unlikely this should be the case. 

Recall that HEOS generally targets companies that do not perform well across ESG measures. 

Provided that samples are accurately paired according to the sample criteria described in section 

5.1, the statistical results present a good indication of the ability of HEOS to increase corporate 

and executive consideration of long-term performance and the indirect costs of doing business 

that eventually might affect the company‟s net-wealth contribution to savers. 

 It is concluded that HEOS, to a greater extent than institutional investors, promotes 

information disclosure that facilitates the incorporation of long-term information into investors‟ 

investment decisions. Further research is required, however, to make any conclusions about the 
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differences in environmental policies adopted by targeted and non-targeted companies, due to the 

large number of non-disclosing companies in the peer sample. 

 

6.3 Time frame Too Short to Test HEOS Effect on Environmental Impact Ratio 

The aim of testing for mean differences in the movement of EIR is to clarify whether HEOS 

successfully promotes reductions in the environmental burden transferred to savers. HEOS 

targeted companies are expected to place stronger emphasis on reducing external costs 

transferred to shareholders than non-targeted peer companies. This is so because HEOS actively 

promotes an environmental policy that goes beyond corporate financial returns, where 

economically rational institutional investor and corporate executives do not. 

 Statistical testing reveals that there is no significant difference in the change of EIR 

during the engagement period of HEOS targeted companies compared with peer companies. The 

dummy coefficient-estimate is small, implying that the average difference in             between 

the two samples is small. The majority of companies included in the two samples display a slight 

decrease in             during the engagement period. 

 The fact that no differences are found in             between the HOES sample and the 

peer sample is thought to be attributable to the time frame of the data. Throughout the paper 

emphasis has been put on the time that it takes for changes in companies‟ corporate governance 

structure and environmental policy to materialise in financial metrics, and there is no obvious 

reason why this is not also the case for the external financial metric EI. From the day that changes 

are made to a company‟s environmental policy to the day that the environmental output shows 

substantial change, a lot of time is likely to have passed. Initiatives such as restructuring sourcing 

channels, advancements in production processes, and establishing an environmentally friendly 

culture take time to become observable changes in actual environmental output. 

The EIR values for sample companies are recorded for the year that HEOS terminated 

engagement and the most recent year available for companies still under engagement. There is, 

therefore, an inherent risk that environmental policy changes promoted by HEOS have not 

materialised in financial metrics based on environmental output, i.e. EIR. This also explains the 

difference in results from tests performed on CDS and EIR. The CDS records companies‟ 

environmental disclosure and policy, but does not record the actual outcome of the policy. In 
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other words, HEOS requirements for policy changes can be enacted at short notice and be 

captured by the CDS, but policy outcome takes time to materialise and are not captured by EIR 

within the short time frame of the tested data. 

 The general decrease in EIR for the majority of companies in the sample raises questions 

about the contention contained in section 4.2.2, that any reduction in EIR forfeits profits by 

internalising otherwise external costs. There are two explanations for why company EIR has in 

general decreased during the engagement period. First, the contention that a reduction in EI 

forfeits profits is false. Second, the external impositions that make up environmental regulations 

and taxes on polluting have changed during the engagement period. 

 The resource-based view of companies‟ environmental policies argues in favour of the 

first explanation for the general reduction in EI in the tested samples (Wood, D.J., Jones, R.E., 

1995). The argument put forward is that a company‟s competitive position is not exclusively 

determined by its external environment. Better access to human capital, and advancements in 

companies‟ research and development (R&D), are some of the reasons thought to explain why 

corporate executives voluntarily reduce a company‟s EI (Russo, M. V., Fouts, P. A., 1997). It 

may well be true that reductions in EI improve a company‟s access to human capital and 

advancements in R&D. That does not change the fact, however, that these improvements have yet 

been proved to materialise on the bottom line. Empirical evidence is too weak to conclude that 

the reduction in EI observed in the peer sample is caused by a faulty contention (that reductions 

in EIR forfeit profits), as discussed in section 2.4. The lack of empirical evidence does not, 

however, necessarily imply that the first explanation is wrong.  

 The second possible explanation for the observed decrease in EIR relies on changes of 

external impositions to reduce pollution. Any increase in, for example, carbon tax will affect the 

equilibrium between the cost of further reducing carbon output and taxes on that output. Even if 

companies do not adjust carbon output, the added taxes paid on that output are deducted from EI. 

As a result, company EIR will decrease provided that carbon emissions are adjusted to reach 

equilibrium. The majority of developed economies have seen increasing carbon taxes in recent 

years. Carbon taxes on fossil fuels and electricity have risen continually since 2006 (see for 

example VTPI, 2010) lowering the equilibrium carbon emission level of companies. This fact, 

combined with a fall in the futures price on Certified Emissions Reductions and Renewable 
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Energy Certificates (see Reuters Point Carbon for quotes), is likely the cause of the reduction in 

EIR found in the tested samples. 

 In conclusion, no evidence is found that HEOS successfully reduces the financial cost of 

pollution transferred to society by promoting corporate environmental responsibility among 

executives that would ultimately benefit the net-wealth of savers. This finding is thought 

primarily to be an effect of the short time span of the measured change in companies‟ EIR. Tests 

need to be conducted on a dataset that spans several years from engagement termination to 

conclude whether or not Hypothesis 6 can be discarded as untrue. 

7 Conclusion 

The paper tests whether third party activism as performed by HEOS is a pertinent approach to 

mitigating the agency problem between savers and institutional investors, and ultimately between 

savers and public company executives. Modern corporate ownership structure has extended the 

original agency problem between company owners and executives, to include an agency problem 

between those who contribute the invested capital, the savers, and the investors who manage it. 

This extended agency problem has negative consequences for owner engagement with public 

companies, the degree to which ownership rights are exercised, and the alignment of executive 

and saver interests. 

 Using ISS governance metrics, no evidence is found that HEOS creates greater 

improvements in company corporate governance structure than the average institutional investor. 

Evidence, however, is found that HEOS creates larger absolute change in company corporate 

governance structure and exercises a higher level of active ownership than the average 

institutional investor. This finding comes to light after relaxing the assumption that CGQ metrics 

distinguish between good and bad corporate governance, confirming the contention that a one-

size-fits-all approach to corporate governance is inappropriate. Moreover, that finding sheds light 

on why research attempting to prove that better corporate governance structure leads to superior 

financial returns has produced inconsistent results. Most of the research on returns attributable to 

good corporate governance, discussed in section 2.4, uses either ISS CGQ metrics or some other 

pre-established model for measuring “good” corporate governance. This paper‟s findings indicate 

that the inconsistent research results are potentially caused by the application of a single 
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corporate governance model that is far from appropriate for all companies. Under the assumption 

that good governance leads to good performance, tests on a sample that contains an overweight of 

companies where the applied governance model is fully appropriate will find that good corporate 

governance correlates with superior financial performance. Tests on samples that contain an 

overweight of companies for which the applied single governance structure is inappropriate will 

find that good corporate governance has no effect on performance. 

 Evidence is found that HEOS promotes information disclosure. In terms of mitigating 

agency problems between savers and institutional investors, increased disclosure facilitates the 

inclusion of more long-term data in investment decisions. It cannot be concluded, however, that 

HEOS influences company environmental policy. 

 Based on EIR, no evidence is found to support the contention that HEOS actively 

promotes the net-wealth of savers. This result, however, is thought to be an outcome of the short 

time frame of the data and not necessarily the corporate environmental engagements initiated by 

HEOS. 

 Overall, third party activism as performed by HEOS is found, on average, to increase the 

degree to which institutional investors exercise their rights and engage with large public 

companies. Therefore, the agency problem between savers and institutional investors is mitigated. 

It cannot, however, be concluded that HEOS, as a third party activist, does more than the average 

institutional investor to promote the net wealth of savers as the ultimate goal for corporate 

executives. There is no evidence that HEOS mitigates the agency problem between savers and 

public company executives by improving company corporate governance or reducing the 

environmental costs transferred to savers. 

 To determine whether third party activism can mitigate agency problems on a greater 

scale more evidence is needed. In particular, statistical testing must go beyond companies that 

have been the subject of intense engagement to include companies that are monitored by HEOS 

but not targeted for engagement. This would test whether HEOS monitors companies as actively 

as it engages with them. Moreover, tests would clarify whether the incentive issues that might 

hinder engagement with companies by HEOS, as described in section 3.3, are a problem for the 

use of third party ownership services to mitigate the agency problems between savers, 

institutional investors and public companies. 
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9 Appendix 

9.1 Appendix A 

Table 5 

UK share ownership statistics 

            Year 1963 1969 1975 1981 1989 1993 1997 2001 2002 2004 2006 2008 

Rest of the world 7% 7% 6% 4% 13% 16% 28% 36% 36% 36% 40% 42% 

Insurance companies 10% 12% 16% 21% 19% 20% 24% 20% 20% 17% 15% 13% 

Pension funds 6% 9% 17% 27% 31% 32% 22% 16% 16% 16% 13% 13% 

Individuals 54% 47% 38% 28% 21% 18% 17% 15% 14% 14% 13% 10% 

Unit trusts 1% 3% 4% 4% 6% 7% 4% 1% 1% 1% 2% 2% 

Investment trusts 
11% 10% 11% 7% 

2% 3% 1% 2% 1% 3% 2% 2% 

Other financial institutions 1% 1% 1% 7% 8% 8% 10% 10% 

Charities 2% 2% 2% 2% 2% 2% 2% 1% 1% 1% 1% 1% 

Private non-financial companies 5% 5% 3% 5% 4% 2% 1% 1% 1% 1% 2% 3% 

Public sector 2% 3% 4% 3% 2% 1% 0% 

 

0% 0% 0% 1% 

Banks 1% 2% 1% 0% 1% 1% 0% 1% 2% 3% 3% 4% 

Total 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 

Source: UK National Statistics,2010 
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9.2 Appendix B 

 

The test on differences in the average length of engagement period between companies operating 

under common law and companies operating under civil law returns a non-significant difference 

at 90% confidence level of approximately 13 days. 

Anova: Single Factor

SUMMARY

Groups Count Sum Average Variance

Common law 20 20059 1002.95 107607.9

Civil law 20 19802 990.1 77109.57

ANOVA

Source of Variation SS df MS F P-value F crit

Between Groups 1651.225 1 1651.225 0.017878 0.894337 4.098172

Within Groups 3509633 38 92358.76

Total 3511284 39
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9.3 Appendix C 

Table 6 

  

Industry Average of Scope 1 (tonnes) / 

Turnover (mUSD)

Average of Electricity 

(mwh) / Turnover (mUSD)

Aerospace 19.20 51.89

Apparel Retailers 12.04 72.19

Asset Managers 0.74 30.00

Automobiles 14.24 33.98

Banks 1.76 31.25

Brewers 135.48 65.83

Broadcasting & Entertainment 3.54 22.50

Building Materials & Fixtures 2638.84 323.01

Clothing & Accessories 99.89 86.19

Coal 2228.48 142.21

Delivery Services 204.21 30.19

Electrical Components & Equipment 44.16 87.54

Food Retailers & Wholesalers 15.92 89.24

General Mining 1208.70 691.21

Heavy Construction 243.30 31.73

Industrial Machinery 119.06 103.47

Publishing 10.46 40.48

Software 5.23 29.02

Telecommunications Equipment 10.90 51.31

Travel & Tourism 150.79 116.77
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9.4 Appendix D 

Observations to the left of the confidence adjusted quartile line are singled out as outliers. 

However, only those observations that are not pairwise singled out have been removed from the 

sample. 

Figure 3 
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9.5 Appendix E 

Figure 4 

 
Figure 4 displays the data placement between the two samples. The peer sample (dummy value=1) 

shows higher average movement in CGQ-index values compared to the HEOS sample 

Figure 5 
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Figure 4 displays the data placement between the two samples. The peer sample (dummy value=1) 

shows higher average movement in CGQ-industry values compared to the HEOS sample 

 

9.6 Appendix F 

Jarque-Bera test of normality (Jarque,C.M., Bera, A.K., 1980) is used to test the assumption of 

population normality from the two samples. Neither HEOS sample of peer companies are 

statistically non-normal. Jarque-Bera test results for the two samples do not reject the    

hypothesis that samples are from normally distributed populations. The resulting p-values for 

HEOS and peer samples are: p-value=0.1886 and 0.1972 respectively. 

Homogeneity of the regression residuals is tested using Bartlett‟ test of equal variances. The test 

returns an insignificant test stat of 0.5239 with a p-value=0.4692. The    hypothesis that residual 

variance for the two groups is equal is not rejected. 

Figure 6 
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9.7 Appendix G 

Figure 7 

 

9.8 Appendix H 

This overview will briefly describe and discuss the methodologies applied for measuring 

governance, both in the commercial and academic worlds. The purpose is to facilitate the 

understanding of possible complications in using such metrics for measuring the impact of 

engagements by HEOS and in general the problems it creates when trying to link financial 

performance with corporate governance. The proficiencies and deficiencies of each index will be 

discussed briefly in extension of the corresponding index‟s description. A discussion of ISS‟ 

governance metric is not included in this section (see instead section 4.1). 

9.8.1 Commercial Governance Indices 

GovernanceMetrics International is an international governance rating agency that provides 

governance ratings and research to investors, including some advisory services to non-profit 

organisations. GovernanceMetrics International (GMI) collects data on hundreds of individual 

governance provisions, ranging from takeover defences and board composition to executive 

remuneration. Also included are measures of company compliance with securities regulations, 

listing requirements of stock exchanges, and general corporate governance guidelines, such as the 

United Nations Global compact. The GMI rating is developed from examining SEC regulations, 



A CURE FOR OWNER IMPOTENCE 

88 

 

exchange listing requirements, and other sources of governance guidelines and contains measures 

on more than 250 different governance provisions (GMI, 2011). The list of provisions included in 

the GMI measure is, however, not publicly available and in general GMI has a low disclosure 

policy regarding its rating methodology. The governance provision list is structured such that the 

data will attain one of three values: yes, no, or not disclosed. Each provision is then weighted 

according to investor interest and a single aggregated rating scale between 1 (lowest) and 10 

(highest) is given to the rated firm. The GMI algorithm calculates the final score so that it is 

relative to all other companies in the GMI universe. This is in direct contrast to the GRId score 

where company scores are relative to a predefined best practice governance code (GMI, 2010). 

 The GMI index covers primarily only US firms which limits its application in testing the 

HEOS data. Moreover, the complexity of the algorithm and low disclosure in methodology make 

it impossible to compare the GMI measure with HEOS governance principles. This makes it 

difficult to conduct an assessment of the appropriateness of the GMI approach as a governance 

measure for HEOS. The fact that GMI publishes sub-scores on each of six broad governance 

categories is, however, appealing. Breaking down the rating metrics will help HEOS 

engagements show up in what would be several dependent variables. 

 The Corporate Library (TCL) is a research firm that produces reports and commentary on 

corporate governance. TCL does not provide consulting or any other services to the companies it 

rates. The Corporate Library‟s Board Effectiveness ratings are more pragmatic and are to a lesser 

extent based on best practice checklists than the approaches used by Risk Metrics ISS and GMI. 

Instead, TCL‟s ratings reflect quantitative analyses related to board behaviour, decision making, 

executive compensation, and qualitative measures on all governance mechanisms beyond those 

that have a predefined best practice. The overall analysis covers the following topics: board 

composition and succession planning, CEO compensation, takeover defences, and board-level 

accounting concerns. Each of these topics is analysed and then assigned a grade between A and F, 

where A-B implies no significant governance related risk, C-rated companies exhibit risk in no 

more than one of the four areas, D-rated companies show risk in two or more areas, and F-rated 

are either delisted or completely taken over by management. Occasionally, an analyst adjustment 

may be included in the overall rating score of a company. This allows TCL analysts to adjust the 

rating for reasons that fall outside what is assumed to be best practice. These adjustments rely on 



Analysis of Hermes Equity Ownership Services for Strengthening Shareholder Influence 

 

89 

 

information about executive and director actions, as opposed to information on the provisions 

that govern their actions (TCL, 2009). 

Relative to the GRId and GMI ratings the TCL measure puts higher emphasis on CEO 

compensation, which by TCL is considered one of the best available indicators of a board‟s 

ability to oversee management authority. Compensation policies which reward management with 

little regard of shareholder interests indicate a weak, ineffective board and often poor governance 

(Donker, H. and Zahir, S., 2008). Moreover, TCL notes that its governance rating focuses on 

board actions as opposed to board policies and structures (TCL, 2009). Any information on a new 

combined index between TCL and GMI following their merger has yet to surface. 

 While some of the input to the TCL rating adheres to a set of subjective best-practice 

governance rules, it avoids a one-size-fits-all compliance approach, which is a limited method, at 

best (Rose, P., 2007; TCL, 2006). The quantitative approach, however, is also limited, covering 

no more than about 1900 companies, primarily from the US. 

9.8.2 Academic Governance Indices 

Moving into the world of academics, Gompers, Ishii, and Metrick‟s G-Index (Gompers, P. et. al., 

2003) is based on data produced by the Investor Responsibility Research Center (IRRC). The G-

Index is composed from the 22 charter provisions, bylaw provisions, and other company-level 

rules including some local state takeover laws. In total the index consists of 24 unique provisions. 

The IRRC provisions are concentrated around takeover influencing governance mechanisms, 

such as poison pills, classified boards, and antigreenmail provisions (see appendix Gomper, P. et. 

al., 2003 for detailed description of the 24 provisions). The 24 provisions are divided into five 

groups: tactics for delaying takeovers, voting rights, director and officer protection, other 

takeover defences, and state laws. These provisions, which are aimed at preventing a company 

takeover, are external in nature. The G-Index in other words, does not include internal 

governance provisions such as those concerning auditing, board independence, and annual 

executive compensation.  

Provisions are recorded as either present or not present for individual companies, 

sacrificing information for the purpose of creating a governance index. Equal weight is given to 

each of the provisions in constructing the G-Index. 

 The G-Index covers only a very narrow area of the entire corporate governance subject, 

and will at best only capture the HEOS engagements within governance areas that concern 
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external governance aspects. The appealing feature of the G-Index is that academic literature and 

empirical research form the base of the IRRC best practices within these fields in terms of firm 

value maximisation (Bojanic, S. L., Officer, D.T., 2006; DeAngelo, H., Rice, E. M., 1983; Jarrel, 

G.A., Poulsen, A., 1987; Williamson, O., 1975). This overview contends that there is more 

substance in the G-Index‟s definition of what best practice is within its included governance 

provisions relative to the commercial governance ratings. Also, the link between external 

provisions and performance has rigorous theoretical support. For example, the Grossman-Hart 

(1979) free riding problem illustrates why takeover barriers affect company value, and why there 

is likely to be a clear one-size-fits-all approach to the correct governance structure in this 

category. Such logical appeal and empirical support is lacking for many of the acclaimed best 

practice definitions put forward by commercial raters. 

Another academic study, Bebchuk et. al (2009) made alterations to Gomper‟s G-Index but 

used the same IRRC data source. The altered index contains only a subset of the original 24 

provisions included in the G-Index. The aim is to create an index that is better founded in relation 

to theory and intuition regarding the efficacy of each provision. The six IRRC takeover defences 

considered to contribute the most to managerial entrenchment were singled out to construct what 

has been dubbed the entrenchment index, or E-Index (see appendix Bebchuk et. al., 2009 for 

detailed description of the 6 entrenchment provisions). The six provisions were the only six that 

came out significant in regression analyses between provisions and performance using data from 

1990 to 2002. The E-Index follows the G-Index approach to calculating the final governance 

metric, applying equal weight to each provision
18

. 

 The E-Index is arguably even better founded in terms of empirical evidence of the 

appropriateness of the best practice assumption of the included governance provisions (Bebchuk, 

L., et. al., 2009). Officer and director entrenchment has been shown to have negative wealth 

effects on shareholders (Denis, D. J., Serrano, J. M., 1996; Denis, D. J. and Denis, D. K., 1995; 

Dherment-Ferere, I., Renneboog, J., 2000; Fox, A. F., Opong, K. K., 1999). The choice between 

E- and G-Index boils down to the amount of certainty required regarding the evidence of 

perceived best practice in governance provisions. 

                                                 
18

 The E-Index is used by Glass, Lewis & Company, a commercial investment advisor, in their Board Accountability 

Index. 
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A more extensive governance index was created by Brown and Caylor (2006) using 

company level governance information obtained from Risk Metrics ISS. The index, named “Gov-

Score”, consists of 51 inputs (a subset of the total number of Risk Metrics ISS inputs from its 

questionnaires) of which nine are included in the G-Index. Inputs are binary and assume value 1if 

Risk Metrics ISS finds the particular provision acceptable and 0 if unacceptable or missing. 

Values are then summed, as for the G- and E-Index, giving equal weights to all 51 inputs. 

 The Gov-Score index adds little in terms methodological development of governance 

measures. However, it applies a flat rating method to a more comprehensive governance measure 

than the two other academic approaches discussed. What is interesting is that Brown and Caylor 

(2006) managed to find positive significant correlations between the Gov-Score and performance 

where several scholars have failed to find such a relation between the CGQ and company 

performance (Daines, R M. et. al., 2010; Epps, R. W., Cereola, S. J., 2008)
19

. 

9.8.3 Ratings evaluation 

The three commercial ratings indices are focused on the same basic governance areas concerning 

auditing, board composition, executive compensation policies, and shareholder rights. The 

different rating agencies, however, far from agree on the specific ratings of individual firms. 

Daines, R.M. et. al. (2010) find very low correlation between the three ratings described above. 

For a sample of over 1500 companies, Pearson correlation values between the rating methods 

were between 0.05 and 0.5. 

The difference between company ratings is possibly routed in the purpose of each of the 

three ratings as suggested by Kimberly Gladman, director of research and risk analytics at TCL, 

on the TCL blog website (Gladman, K., 2010). ISS advertises that “assessments are not meant to 

predict future performance or returns”
20

, instead they aim to help investors “measure and flag 

investment risk”
21

 posed by the corporate governance practices of rated companies. The GMI 

governance reports “provide detailed data and analysis of governance risks at global companies 

                                                 
19

 ISS‟s own research, however, finds a positive connection between the CGQ and firm performance: Brown, L. D., 

Caylor, M. L., “The correlation between corporate governance and company performance”, Institutional Shareholder 

Services, 2004. 
20

 p.12, ISS, “Governance Risk Indicators: A New Measure of Governance Related Risk”, September, 2010. (on file 

with author) 
21

 p.12, ISS, “Governance Risk Indicators: A New Measure of Governance Related Risk”, September, 2010. (on file 

with author) 
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for equity risk assessments”
22

. The TCL governance rating “seek(s) to indentify companies where 

the divergence between the interests of management and shareholders may place investment 

value at risk”
23

. The three different ratings indices are, according to their claimed purposes, all 

concerned with measuring the risk attributed to corporate governance. Divergent aims for 

governance ratings, therefore, do not provide an explanation for the variance that occurs in 

ratings. 

 The inconsistency between ratings is likely to result from differences in the way data 

points are combined and weighted. Moreover, the differences in the best-in-class benchmarks 

(CGQ and GMI) will give rise to differences in the final governance rating. This, however, does 

not change the fact that measuring methodologies in terms of weightings and the perception of 

certain governance provisions differ substantially between the three commercial ratings. For 

example, the CGQ index does not include a maximum executive base salary where TCL does 

(CGQ, 2006; TCL, 2009). These differences are a good indication of just how subjective the 

current perception of governance best practice is. 

 The only commercial rating to come to terms with the fact that the world has yet to come 

up with any conclusive universal governance model is TCL. The qualitative approach supports 

the notion that no one-size-fits-all governance structure exists. TCL, however, does less to 

embrace the notion that best practice remains a subjective judgement for many governance 

provisions and includes many un-founded best practice assumptions (Gladman, K., 2010) within, 

for example, executive compensation policies (Aggarwal, R. and Samwick, A., 2003; Lee, W. K. 

et. Al., 2008). TCL attempts to rate firms on actions as opposed to policies based on the fact that 

actual governance related risk is based on the actions of executives and board members, and not 

those provisions that govern them. Even less, however, is known about the effects of board 

members‟ behaviour on company performance, adding to the subjective nature of the rating. 

 A last point of concern in using the current commercial ratings is the binary nature of 

their data entries. The fact that all, except GRId, apply binary or trinary output to the individual 

governance mechanisms implies that gradual changes in the governance structure will not show 

up until they pass the threshold of what the raters perceive as being “good enough”. For example, 

reducing CEO fixed wages from $3 million to $1.2 million will not show up in TCL‟s ratings 

                                                 
22

 GovernanceMetrics International website. http://www2.gmiratings.com/info.php?id=7 (last visited 05-05-2011) 
23

 P.2, The Corporate Library, ”The Corporate Library‟s Governance Ratings and Equity Returns”, 2010. (on file 

with author) 

http://www2.gmiratings.com/info.php?id=7
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because the threshold for what is considered best practice in CEO fixed salary and what will 

release a yes or good is $1million (TCL, 2009). 

The academic ratings are better founded in terms of empirical support for what academics 

have perceived as corporate governance best practice. For example, the provision concerning 

staggered boards, where directors are placed in different classes serving overlapping terms, has 

been shown to retain deterrent value in takeover battles destroying shareholder value (Bebchuk, 

L., Cohen, A., 2005; Daines, R., Kleisner, M., 2001). The inclusion of such provisions in a best 

practice governance scoring system makes sense because the effect of the provision is known. 

However, both the G-Index and the Gov-Score contain governance provisions in which the best 

practice remains undocumented. The G-Index, for example, includes provisions of antigreenmail 

practices. Such provisions are thought to discourage large block-holdings of stock because one 

exit path for the stake is closed. The net effect to shareholder wealth of antigreenmail provisions 

is, however, unclear (Eckbo, E. B., 1990; Schleifer, A., Vishny, R. W., 1986). Obtaining a clear 

and well defined best practice in greenmail provisions is therefore subjective and at risk of being 

wrong in terms of shareholder wealth maximisation. 

 The academic governance ratings disregard a large part of the corporate governance area. 

The G-Index, for example, includes nothing on company auditing policies, or director 

independence. Some of the provisions under these areas are documented in terms of their effect 

on shareholder wealth and some are not. The lack of documented effects, however, does not 

imply that those provisions are not important in terms of rating governance and measuring HEOS 

engagement. What it does imply is that those provisions need to be applied less stringently by 

acknowledging that there is no proof of best practice. 


