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Abstract

Corporate stewardship holds great promise for the improvement of shareholder
engagement and the encouragement of more responsible and long-term oriented
value creation. Many countries have now adopted a best practice code for the
stewardship role of institutional investors and asset managers, but Germany
has so far refused to follow that trend. This paper explores the reasons for this
reluctance, as well as whether the adoption of a Stewardship Code would still
make sense in the regulatory framework of Germany today.

Despite the increased presence of shareholder engagement (and even activism),
several reasons may be put forward for why lawmakers have refused to adopt
a stewardship code. This paper argues that the main political reason for this
reluctance lies in the limited geographical reach of such a code, which would
primarily apply to the (limited) domestic fund industry and would be unable to
prescribe any meaningful principles to foreign-based asset managers. Still, | argue
that the adoption of a code in the German context may make sense, for example
to define expectations and to clarify the obligations of investee companies. Most
importantly, it would benefit domestic investors that are typically ‘home biased’
and thereby frequently disproportionately invested in domestic funds.
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Abstract

Corporate stewardship holds great promise for the improvement of shareholder
engagement and the encouragement of more responsible and long-term oriented value
creation. Many countries have now adopted a best practice code for the stewardship role
of institutional investors and asset managers, but Germany has so far refused to follow
that trend. This paper explores the reasons for this reluctance, as well as whether the
adoption of a Stewardship Code would still make sense in the regulatory framework of
Germany today.

Despite the increased presence of shareholder engagement (and even activism), several
reasons may be put forward for why lawmakers have refused to adopt a stewardship code.
This paper argues that the main political reason for this reluctance lies in the limited
geographical reach of such a code, which would primarily apply to the (limited) domestic
fund industry and would be unable to prescribe any meaningful principles to foreign-
based asset managers. Still, I argue that the adoption of a code in the German context may
make sense, for example to define expectations and to clarify the obligations of investee
companies. Most importantly, it would benefit domestic investors that are typically ‘home
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Stewardship and Shareholder Engagement in Germany
Wolf-Georg Ringe®

I. INTRODUCTION
Shareholder engagement is one of the most significant issues in corporate governance
today. Ever since regulators identified passive shareholders, or ‘absent owners’, as one of
the key governance problems that contributed to excessive risk-taking leading up to the
financial crisis, regulators have been busy designing ways to improve shareholder
‘engagement’. The goal is to promote shareholder engagement with their investee
companies, and to encourage more responsible and long-term oriented value creation.?

The iconic ‘Stewardship Code’ in the UK is the most visible example of such activity.
The UK Code sets forth a number of best-practice principles that institutional investors,
asset managers and proxy advisors are expected to follow. It was originally adopted in
2010 by a body known as the Financial Reporting Council (FRC), and is directed at asset
managers who hold voting rights in UK firms. The principal aim of the Code is to
encourage institutional investors, who manage ‘other people’s money’, to pursue a more
active and engaged attitude towards their investee firms’ corporate governance. The idea
of releasing such a stewardship code has been followed around the world, and some 25
jurisdictions now have one. Most recently, the key concept of adopting best practices
guidelines for institutional investors has found its way into EU legislation, in particular
the revised Shareholder Rights Directive 2019 (SRD 1II).2

Yet the EU’s largest economy remains surprisingly reluctant to join in the merry go-
round. Lawmakers and regulators in Germany have been sitting on the fence on the issue
during the past several years, hesitating on what to do. Most saliently, Germany has

refused to adopt an official stewardship code, and the SRD II reform is eyed with some

Professor of Law & Economics, University of Hamburg; Visiting Professor, University of Oxford. I
am very grateful to Maria Grigoropoulou for excellent research assistance. Thanks go to Alexander
Bassen, Theodor Baums, Brian Cheffins, Dionysia Katelouzou, Karsten Paetzmann, Dan Puchniak,
Henrik Schmidt, Michael Schmidt, Birgit SpieBhofer and Christian Strenger, as well as workshop
participants at the Global Stewardship conference at King’s College London and at the Law &
Finance conference commemorating Brigitte Haar at Goethe University Frankfurt for very valuable
conversations and comments on an earlier draft of this paper.
See, for example, Iris H-Y Chiu, ‘Turning Institutional Investors into ‘Stewards’: Exploring the
Meaning and Objectives of ‘Stewardship” (2013) 66 Current Legal Problems 443.
2 Directive (EU) 2017/828 of the European Parliament and of the Council of 17 May 2017 amending
Directive 2007/36/EC as regards the encouragement of long-term shareholder engagement [2017] OJ
L132/1 (SRD II).



suspicion. This paper explores the role that stewardship and shareholder engagement play
in the German context and investigates the reasons behind the reluctance of lawmakers to
follow the international trend.

As we shall see below, although shareholder engagement is awakening amongst
German investors recently, regulators have refused to develop a code mandating
stewardship or shareholder engagement. While many doctrinal or functional reasons are
put forward to explain this, this paper argues that the main political reason for this
reluctance lies in the limited geographical reach of such a code, which would primarily
apply to the (limited) domestic fund industry and would be unable to prescribe any
meaningful principles to foreign-based asset managers. Still, I argue that the adoption of
a code in the German context may make sense, for example to define expectations and to
clarify the obligations of investee companies. Most importantly, it would benefit domestic
investors that are typically ‘home biased’ and thereby frequently disproportionately
invested in domestic funds.

This paper is organised as follows: Part II discusses the emergence of ‘stewardship’
as a phenomenon and traces its development from being a post-crisis shareholder
engagement remedy to the much broader, ESG-encompassing silver bullet of today’s
equity markets. Part III then turns to the question of why Germany has so far refused to
give stewardship any regulatory backing. Part IV discusses whether, despite the ostensible
difficulties, the introduction of a stewardship code would still be desirable and concludes

that an additional useful scope for it remains. Part V concludes.
II. STEWARDSHIP AND SHAREHOLDER ENGAGEMENT

A. Encouraging Shareholders

The roots of the current debate around increased shareholder engagement are to be found
in the 2008 global financial crisis (GFC). Policymakers and academics identified many
reasons behind the disaster, and one of the reasons put forward were severe flaws in the
system of corporate governance. In particular, shareholders frequently got the blame.
Many saw a lack of critical oversight by shareholders as the key problem, and institutional
investors in particular were criticised for their ‘passivity’.® Crucially, the seminal Walker
Review of Corporate Governance in the UK Banking Industry, led by Sir David Walker,

found in 2009 that institutional investors ‘appear to have been slow to act where issues of

3 Brian R Cheffins, ‘The Stewardship Code’s Achilles’ Heel’ (2010) 73 Modern Law Review 1004,
1009-1010; Arad Reisberg, ‘The UK Stewardship Code: On the Road to Nowhere?’ (2015) 15 Journal
of Corporate Law Studies 217, 220-221.



concern were identified [...] and of limited effectiveness in seeking to address them either
individually or collaboratively.’* Further, the review stated that ‘the board and director
shortcomings [...] would have been tackled more effectively had there been more
vigorous scrutiny and engagement by major investors acting as owners.”®> This claim was
picked up by public figures such as the former UK City Minister Lord Paul Myners, who
accused institutional investors of being ‘absentee landlords’.® The subsequent Kay
Review considered improvements to the UK equity markets and to long-term decision
making, with a special focus on corporate and investor behaviour.”

It is against this background that the FRC was eventually charged with developing a
specific instrument to improve shareholder engagement.® Following a consultation in
early 2010,° the FRC was rather quick to publish the original UK Stewardship Code in
July 2010'° along with a separate report concerning its implementation.!! The Code was
revised in 2012!? and again in 2019%3.

At the moment of its birth, the policy objective of stewardship was twofold. At an
individual company level, stewardship was expected to help promote high standards of
corporate governance and performance of the investee company. In other words, its role

is a supportive one, to call upon corporate owners to fulfil their governance

David Walker, ‘A Review of Corporate Governance in UK Banks and Other Financial Industry
Entities. Final Recommendations’ (26 November 2009) para 5.10
<https://ecgi.global/sites/default/files/codes/documents/walker review 261109.pdf> accessed 6
January 2020 [hereinafter Walker Review].

> ibid para 5.11.

Paul Myners, ‘Record of Speech made to the Association of Investment Companies’ (April 2009) para
38 <http://webarchive.nationalarchives.gov.uk/20091207163737/http://hm-
treasury.gov.uk/speech_fsst 210409.htm> archived 4 December 2009, accessed 6 January 2020.

John Kay, ‘The Kay Review of UK Equity Markets and Long-Term Decision Making’ (Department
for Business, Innovation and Skills, July 2012)
<https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment _data/file/25
3454/bis-12-917-kay-review-of-equity-markets-final-report.pdf> accessed 6 January 2020.

8  The Walker Review (n 4) had recommended that the FRC’s remit should be extended in this way.

See Financial Reporting Council, ‘Consultation on a Stewardship Code for Institutional Investors’ (19
January 2010) <https://www.frc.org.uk/consultation-list/2010/consultation-on-a-stewardship-code-for-
institution> accessed 6 January 2020.

10 See Financial Reporting Council, The UK Stewardship Code (July 2010)
<https://www.frc.org.uk/getattachment/e223e152-5515-4cdc-a951-da33e093eb28/UK-Stewardship-
Code-July-2010.pdf> accessed 6 January 2020.

Financial Reporting Council, ‘Implementation of the UK Stewardship Code’ (July 2010)
<https://www.frc.org.uk/getattachment/34d58dbd-5e54-412e-9cdb-cb30f21d5074/Implementation-of-
Stewardship-Code-July-2010.pdf> accessed 6 January 2020.

2 Financial Reporting Council, The UK Stewardship Code (September 2012)
<https://www.frc.org.uk/getattachment/d6793319-ca38-4233-b603-3d24b262c5f/UK-Stewardship-
Code-(September-2012).pdf> accessed 6 January 2020 [hereinafter UK SC 2012].

The most recent version of the UK Stewardship Code came into force on 1 January 2020. See
Financial Reporting Council, The UK Stewardship Code 2020 (2019)
<https://www.frc.org.uk/getattachment/5aae591d-d9d3-4cf4-814a-d14el156ald87/Stewardship-

Code Final2.pdf> accessed 6 January 2020.
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responsibilities. Here, stewardship is about enhancing long-term value creation. At the
same time, stewardship should also operate on the investor level (i.e. between the investor
and the asset manager).!* Reinforcing the accountability of institutional investors and
asset managers to their clients should also strengthen trust in the financial system more
generally. ™

Initially, the use of the UK Stewardship Code had just been recommended on a
voluntary basis. However, with effect from 6 December 2010, the then Financial Services
Authority!® required that UK-approved asset management companies must disclose to
what extent they comply with or derogate from its requirements.!” For other institutional
investors and foreign investors whose investment activity extends to companies in the
United Kingdom, a non-binding recommendation for use remains without publicity.

A similar trend was soon picked up elsewhere. After the financial crisis, the European
Commission also looked into corporate governance, resulting in a 2010 Green Paper.!8
In this context, the Commission argued that ‘shareholders do not seem to have fulfilled

their role of “responsible owners”’*°

and that they ‘seem to show little interest in the
long-term governance objectives of the businesses/financial institutions in which they
invest’.?. Former Commissioner Michel Barnier said in a 2010 speech that ‘[w]e have
spoken for years about shareholder rights. It is time to also talk about shareholders’
obligations’.?! Following the Green Paper consultation, the vast majority of respondents
supported further legislative activity in this field. 2 This concerned, in particular,
institutional investors’ obligation to publish their voting policies and records. The hope
was that public disclosure would improve investor awareness, optimise investment
decisions by the ultimate investors, facilitate issuers’ dialogue with investors, and

encourage shareholder engagement.

14" On these two sides of stewardship, see Dionysia Katelouzou, ‘Shareholder Stewardship: A Case of

(Re)Embedding Institutional Investors and the Corporation?’ in Beate Sjafjell and Christopher M.
Bruner (eds), Cambridge Handbook of Corporate Law, Corporate Governance and Sustainability
(Cambridge University Press 2019).
15 FRC Consultation (n 9) para 1.11.
16 Now the Financial Conduct Authority (FCA).
17 FCA Handbook, Conduct of Business Sourcebook (COBS) 2.2.3R (06/12/2010) and 2.2A.5R
(03/01/2018).
European Commission, ‘Corporate governance in financial institutions and remuneration policies’
(Green Paper) COM (2010) 284 final.
European Commission, ‘Corporate Governance in Financial Institutions: Lessons to be Drawn from
the Current Financial Crisis, Best Practices’ (Commission Staff Working Document) SEC (2010) 669,
s4.1.
20 Green Paper (n 18) s 3.5.
2L Michel Barnier, ‘Re-establishing Responsibility and Accountability at the Heart of the Financial
System’ (Speech at the 1st Congress of the Alumni Solvay School, Brussels, 25 October 2010).
European Commission, ‘Summary of Responses to Commission Green Paper on Corporate
Governance in Financial Institutions’ (Feedback Statement) (2010).
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The European Commission first analysed these issues in the more specific context of
corporate governance of banks and financial institutions, but has subsequently taken listed
companies generally into consideration.”®> A 2011 Green Paper thus subsequently
extended the framework to public companies more generally and identified short-termism
as the main factor contributing to market inefficiency. The measures discussed were
addressed to institutional investors and included the publication of their voting decisions,
the identification and publication of any conflicts of interest, the disclosure of a
remuneration policy for financial intermediaries, and an improvement in the level of
information to investors about the risks associated with an investment. An academic
‘Reflection Group’ also considered whether an EU-wide best practice code would be a
useful tool.?*

At the end of 2012, the Commission then presented an Action Plan, which transferred
the theoretical framework into specific regulatory objectives for the coming years.?> The
Action Plan was based on the three main areas of improving transparency between the
company and its investors, strengthening the long-term commitment of shareholders, and
improving the legal framework for the cross-border operation of firms.?® This ultimately
led to the revision of the original 2007 Shareholder Rights Directive to introduce elements
of the stewardship idea.?’ It took however some time until this went ahead. The SRD II
was adopted in May 2017, and Member States were obliged to implement the new
standards by June 2019.%

In the meantime, the trend has led to the adoption of codes on active ownership in
many countries — not just in the EU, but worldwide.?® International bodies such as the

International Corporate Governance Network (ICGN) have also published their own

23 This resulted in another, broader green paper: European Commission, ‘The EU corporate governance

framework’ (Green Paper) COM (2011) 164 final.

José Engracia Antunes and others, ‘Report of the Reflection Group on the Future of EU Company

Law’ (5 April 2011) s 3.1.4 <https://ssrn.com/abstract=1851654> accessed 6 January 2020.

European Commission, ‘Action Plan: European company law and corporate governance — a modern

legal framework for more engaged shareholders and sustainable companies’ (Communication) COM

(2012) 744 final.

% Action Plan (n 25) 5.

27 See Klaus J. Hopt, ‘Corporate Governance in Europe: A Critical Review of the European
Commission’s Initiatives on Corporate Law and Corporate Governance’ (2015) 12 NYU Journal of
Law & Business 139, 176ff.

2 SRDII (n 2) art 2(1).

2 A database is maintained by the European Corporate Governance Institute at
<https://ecgi.global/content/codes-stewardship?field categories tid=Stewardship>. For a good
discussion, see Brenda Hannigan, ‘The Rise of Stewardship — “Smoke and Mirrors” or Governance
Realignment?’ in Helmut Siekmann and others (eds), Festschrift fiir Theodor Baums zum siebzigsten
Geburtstag (Mohr Siebeck 2017) 561.
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standards.3® The OECD has also done work in this area! and has incorporated
stewardship elements into its Corporate Governance Principles.®? Industry bodies such
as the European Fund and Asset Management Association (EFAMA) have also adopted
their own stewardship rules.*

All these codes, best practice guidelines, and also the SRD II, share a number of
common elements. Besides encouraging shareholder engagement, they typically require
institutional investors to disclose their engagement policies, and the results of their
implementation. Moreover, these instruments also emphasise that shareholders should
play a more active role in ensuring that companies are accountable not only to

shareholders but also to society as a whole.

B. ESG stewardship

So far, we have considered the genesis of stewardship as a shareholder-focused
development, which was intended as a means to foster shareholder engagement and to
monitor managerial excessive risk-taking. More recently, stewardship has morphed from
this original purpose to cover a broader set of issues, which have become known as ‘ESG’
(Environment, Social & Governance) policies. This is an umbrella term for investment
policies that seek positive returns and long-term impact on society, the environment and
the performance of the business. With some granularity, the ESG agenda bears a certain
resemblance to the well-established trend of Corporate Social Responsibility (CSR),
which in turn has been rebranded and is now more commonly referred to as Socially
Responsible Investing (SRI).3*

From an investment perspective, ESG factors are a subset of non-financial

performance indicators which include sustainable, ethical and corporate governance

30 International Corporate Governance Network, ICGN Global Governance Principles (2016)

<http://icgn.flpbks.com/icgn-global-stewardship-principles/files/extfile/DownloadURL.pdf> accessed
6 January 2020.

81 OECD, The Role of Institutional Investors in Promoting Good Corporate Governance (2011)
<http://www.oecd.org/daf/ca/49081553.pdf> accessed 6 January 2020.

82 OECD, G20/OECD Principles of Corporate Governance (2015)
<https://www.oecd.org/daf/ca/Corporate-Governance-Principles-ENG.pdf> accessed 6 January 2020.
See in particular section III. An explicit reference to the stewardship idea is at 29-30.

3 European Fund and Asset Management Association, ‘EFAMA Stewardship Code: Principles for asset
managers’ monitoring of, voting in, engagement with investee companies’ (2018)
<https://www.efama.org/Publications/Public/Corporate_Governance/EFAMA%20Stewardship%20Co
de.pdf> accessed 6 January 2020. The 2018 EFAMA Code is based on its predecessor, the 2011
EFAMA Code for External Governance.

34 The EU adopted a ‘CSR Directive’ in 2014 to introduce so-called ‘non-financial reporting’. See
Directive 2014/95/EU of the European Parliament and of the Council of 22 October 2014 amending
Directive 2013/34/EU as regards disclosure of non-financial and diversity information by certain large
undertakings and groups [2014] OJ L330/1.



issues such as managing a company’s carbon footprint and ensuring there are systems in
place to ensure accountability. They are factors incorporated into both investment
decisions and risk management processes.

The ESG movement was boosted with the adoption of the United Nations Principles
for Responsible Investment (UNPRI), a UN-backed set of principles, which aim at
contributing to the development of a more sustainable global financial system.*® The PRI,
originally launched in April 2006, received increased interest following the GFC and a
sharp rise in the number of signatories.*® Further, the important proposal of an EU
‘framework for sustainable investment’ lists ten initiatives to strengthen financial stability
through a stronger emphasis on ESG factors and to improve the contribution of the
financial sector to sustainable growth.®” This instrument seeks to integrate ESG factors
into the decision-making process of institutional investors and asset managers.*®

Most recently, the ESG movement has found its way directly into stewardship
principles. For example, the most recent version of the UK Stewardship Code, which
came into force on 1 January 2020 recognises the importance of ESG factors: ‘The
proposed Code now refers to environmental, social and governance (ESG) factors.
Signatories are expected to take material ESG issues into account when fulfilling their
stewardship responsibilities.”®® In a similar vein, the ICGN is currently consulting on a
revised version of its Global Stewardship Principles. Among the various changes that are
proposed, one of the key features includes the use of ESG factors in investment decision
making, as well as in stewardship.*°

Comparing this trend with the original policy objectives,*! it appears that the purpose
of stewardship is expanded yet again: as we saw, it originally sought to fulfil a corporate
governance purpose (at the investee company level) and an informed investment
decision-making purpose (at the investor/investment fund level). Now, the investment

approach includes the consideration of wider ethical, environmental and social factors

% See <https://www.unpri.org/>.

% Mike Scott, ‘Investors urged to track ESG risks’ Financial Times (20 February 2012) FTfm 9.

37 European Commission, ‘Proposal for a Regulation of the European Parliament and of the Council on

the establishment of a framework to facilitate sustainable investment’ COM (2018) 353 final.

European Commission, ‘Public Consultation on Institutional Investors’ and Asset Managers’ Duties

regarding Sustainability’ (24 May 2018) <https://ec.europa.eu/info/sites/info/files/2017-investors-

duties-sustainability-feedback-statement_en.pdf> accessed 6 January 2020.

39 UK Stewardship Code 2020 (n 13). Financial Reporting Council, ‘FRC strengthens Stewardship
Code’ (30 January 2019) <https://www.frc.org.uk/news/january-2019-(1)/frc-strengthens-stewardship-
code> accessed 6 January 2020.

40 ICGN, ‘ICGN Policy Priorities 2019/2020° (2019) available at
<https://www.icgn.org/sites/default/files/ICGN%20Policy%20Priorities%202019-20.pdf> accessed 17
February 2020.

4 See above part I1.A.
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and the consideration of relevant systemic risks. In a broader context, stewardship is thus
seen as enhancing not only sustainability and long-term economic growth, but overall
financial market stability.*?

It is submitted that the move from a shareholder-oriented concept to an ESG
programme changes the substance of stewardship considerably. Stewardship has always
been hailed as the path to more sustainable investing and the path to a better world, but
the inclusion of ESG standards gives the movement a quasi-religious authority. Seen in
this light, adherence to ESG issues is frequently seen as the ‘holy grail’, with the potential
of solving multiple problems of society at large. It is thus reminiscent of the development
of corporate governance, which has turned into a means of addressing all different social
and economic issues that were once predominantly the concern of government
regulation.*®

The success story of stewardship and ESG principles thereby takes the place of
lawmakers’ previous favourite governance feature: independent directors. As is well
documented, many instances of corporate governance reform over the last several decades
have seen an increased promotion of independence criteria and quotas.** This is even
more surprising given that academic evidence of their financial performance is mixed at
best.*®

Perhaps the latest trend towards shareholder empowerment and engagement is
evidence of a learning process: it may be understood as regulators accepting the limited
benefits of outside directors as a monitoring tool, and now identifying shareholders as the

better incentivised group to take up a governance role in the firm.

C. Index funds and stewardship
Most recently, stewardship is facing fresh challenges due to market developments,

notably the advent of index investing.*® Index funds are generally considered as a

42 TCGN (n 40) 2.

43 See Marcel Kahan and Edward Rock, ‘Symbolic Corporate Governance Politics’ (2014) 94 Boston

University Law Review 1997; see also Mariana Pargendler, ‘The Corporate Governance Obsession’

(2016) 42 Journal of Corporation Law 359.

See e.g. Wolf-Georg Ringe, ‘Independent Directors: After the Crisis’ (2013) 14 European Business

Organization Law Review 401. For an international comparison, see Dan W. Puchniak, Harald Baum

and Luke Nottage (eds), Independent Directors in Asia: A Historical, Contextual and Comparative

Approach (CUP 2017).

Sanjai Bhagat and Bernard Black, ‘The Uncertain Relationship Between Board Composition and Firm

Performance’ (1999) 54 Business Lawyer 921; Sanjai Bhagat and Bernard Black, ‘The Non-

Correlation Between Board Independence and Long-Term Firm Performance’ (2002) 27 Journal of

Corporation Law 232; Nuno Fernandes, ‘EC: Board compensation and firm performance: The role of

“independent” board members’ (2008) 18 Journal of Multinational Financial Management 30.

46 See Jill Fisch, ‘The Uncertain Stewardship Potential of Index Funds’ Faculty Scholarship at Penn
Law. 2139 (2020), <https://scholarship.law.upenn.edu/faculty scholarship/2139>.

44
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nightmare for corporate governance, since they do not take an interest in any strategic
matters of their target firms; rather they only invest in a company because the company’s
shares are part of an index. Despite these original fears, sceptical voices now see index
funds in a more positive light. The reason is that index funds have no other option than to
fix certain problems and to take measures that improve the performance of their portfolio
companies, since exit is not a viable alternative for them.*’ Accordingly, they have lately
changed their voting patterns, and are more willing to vote together with activists — they
are both becoming active owners* and are particularly ESG-minded as their perspective
is for the long run.

Exercising ‘voice’ instead of ‘exit’ creates a free-riding problem for the exercising
investor.*® More specifically, an index fund’s performance is typically measured against
the performance of rival index funds. If an index fund undertakes an investment in
stewardship, this investment will increase the value of a particular portfolio company, but
‘the increase will be shared with all other investors in the company, including rival index
funds that replicate the same index’.®® As a result, an index fund’s stewardship
engagement offers competitive advantages to its rivals that share in engagement’s benefits
without being subject to stewardship’s costs. Regulatory authorities have acknowledged
this free-riding problem. >’ The introduction of a regulatory initiative rendering
stewardship a mandatory activity for all companies of the investment management
industry can be perceived as eliminating the free-riding problem. However, such an
introduction would face two challenges.

First, imposing an obligation to develop a stewardship activity is a dead letter if there

47 Jill Fisch, Assaf Hamdani and Steven Davidoff Solomon, ‘The New Titans of Wall Street: A
Theoretical Framework for Passive Investors’ (2019) 168 University of Pennsylvania Law Review 17,
37.

Ian R. Appel, Todd A. Gormley and Donald B. Keim, ‘Passive Investors, not Passive Owners’ (2016)
121 Journal of Financial Economics 111.

Paul Myners, ‘Institutional Investment in the United Kingdom: A Review’ (HM Treasury 2001) paras
5.34, 5.88; Demetra Arsalidou, ‘Shareholders and Corporate Scrutiny: The Role of the UK
Stewardship Code’ (2012) 9 European Company and Financial Law Review 342, 364; Reisberg (n 3)
231, 247; Vanda Heinen, Die Rolle institutioneller Investoren und Stimmrechtsberater in der
deutschen Corporate Governance (Springer Gabler 2019) 20, 27; Simone Alvaro, Marco Maugeri and
Giovanni Strampelli, ‘Institutional Investors, corporate governance and stewardship codes: Problems
and Perspectives’ (January 2019) CONSOB Legal Papers No. 19
<https://ssrn.com/abstract=3393780> accessed 6 January 2020.

Lucian Bebchuk and Scott Hirst, ‘Index Funds and the Future of Corporate Governance: Theory,
Evidence, and Policy’ (2019) Columbia Law Review 2029, 2057.

Walker Review (n 4) paras 5.9, 5.16; Green Paper (n 18); Financial Conduct Authority/Financial
Reporting Council, ‘Building a regulatory framework for effective stewardship’ (Discussion Paper,
January 2019) paras 2.13, 5.6, 5.18 <https://www.fca.org.uk/publication/discussion/dp19-01.pdf>
accessed 6 January 2020.
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- 10 -

are no guarantees about the quality of shareholder engagement.®? This argument was
among the main concerns of industry stakeholders before the adoption of the UK
Stewardship Code,*® and remains one of the main points of criticism against the effects
of the Code.>* Market participants® as well as regulatory authorities®® argue that less
qualitative reporting of stewardship activities is prompted by a regulatory framework
consisting of prescriptive mandatory rules.>” The need for more qualitative shareholder
engagement explains the positive industry response to the introduction of an annual
Activities and Outcomes Report besides the Policy and Practice Statement upon signing
the Code.*®

The second challenge has to do with the addressees of any regulatory initiative.
Empirical evidence shows that even in jurisdictions where there is no regulatory initiative
relating to stewardship, such as the US, asset managers integrate stewardship and ESG
factors in their investment decision-making process. The most important fund managers
are the ‘Big Three’, Black Rock, State Street Global Investors and Vanguard. Even though
they do not have any legal obligation to perform stewardship, they do so on a voluntary
basis. As such, the following question arises: What are the characteristics of these
managers that incentivise them to invest in stewardship? The benefits they enjoy out of
their stewardship activity must outweigh the costs they incur respectively.>®

On the benefit side, the adoption of stewardship activities might have a positive

52 Peter Bockli and others, ‘Shareholder engagement and identification’ (February 2015)

<https://europeancompanylawexperts.wordpress.com/publications/shareholder-engagement-2015/>
accessed 6 January 2020. The European Company Law Expert Group Response to the Public
Consultation for Commission’s Proposal for a Directive of the European Parliament and of the
Council amending Directive 2007/36/EC as regards the encouragement of long-term shareholder
engagement and Directive 2013/34/EU as regards certain elements of the corporate governance
statement.

53 Opinion Letters of Aberdeen Asset Management, CFA Institute, GC100, ICAEW, ICGN, JP Morgan
Asset Management, NAPF to Consultation on a Stewardship Code for Institutional Investors 2010.

5% Arsalidou (n 49) 346, 356; OECD, G20/OECD Principles (n 32).

55 Opinion Letters of Alex Edmans, Allianz Global Investors, Association of Member Nominated

Trustees, CFA Society UK, GC100, Black Sun plc, Implementation Taskforce, M&G Investments,

Merian Global Investors, Share Action and Smart Pension to Public Consultation for FRC’s Proposed

Revision to the UK Stewardship Code, all available at <https://www.frc.org.uk/consultation-

list/2019/consulting-on-a-revised-uk-stewardship-code>.

Financial Conduct Authority, ‘Proposals to promote shareholder engagement: Feedback to CP 19/7

and final rules’ (Policy Statement, May 2019) para 2.20

<https://www.fca.org.uk/publication/policy/ps19-13.pdf> accessed 6 January 2020.

Iris H-Y Chiu, ‘Turning Institutional Investors into ‘Stewards’: Exploring the Meaning and Objectives

of ‘Stewardship” (2013) 66 Current Legal Problems 443.

Financial Reporting Council, ‘Consulting on a revised UK Stewardship Code’ (Feedback Statement,

October 2019) para 2.20 <https://www.frc.org.uk/getattachment/2912476c-d183-46bd-a86e-

dfb024£694ad/191023-Feedback-Statement-Consultation-on-revised-Stewardship-Code-FINAL.pdf>

accessed 6 January 2020.

% See Kahan and Rock (n Error! Bookmark not defined.).
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impact on an institutional investors’ reputation, which leads to an increase of demand
from end beneficiaries, provided that they have stewardship preferences and do select
institutional investors based on these preferences. The same can be said for the selection
of asset managers by institutional investors.®® On the costs side, empirical evidence
supports the argument that the ‘Big Three’ underinvest in stewardship given the size of
their portfolio. ®* This underinvestment in stewardship in combination with the
economies of scale that are achieved through the increase of common ownership held by
the dominant institutional investors®? render the undertaking of stewardship activities by
them cost-effective.

The first insight that we gain from the cost-benefit analysis of the integration of
stewardship in the Big Three’s business model is that the economic incentive to undertake
stewardship is associated with the size of the institutional investor or asset manager. This
is confirmed by current literature®® and a qualitative analysis of market participants’
responses to the FRC 2010 public consultation.®* The differentiated cost-management
between large and small institutional investors can transform stewardship into a
regulatory barrier for small institutional investors and asset managers. For this reason,
any regulatory initiative should be supplemented by initiatives that will create a level
playing field in the investment management industry. Such an initiative can be, for

example, the promotion of shared outside research services.®

II1. A STEWARDSHIP CODE IN GERMANY?
Having explored the general context in which the idea has developed, this section now

moves on to consider stewardship and investor engagement in the German context

particularly.

80 Paul Cox, Stephen Brammer and Andrew Millington, ‘An Empirical Examination of Institutional

Investor Preferences for Corporate Social Performance’ (2004) 52 Journal of Business Ethics 27;
Magnus Jansson and Anders Biel, ‘Motives to Engage in Sustainable Investment: A Comparison
between Institutional and Private Investors’ (2011) 19 Sustainable Development 135; Rob Bauer,
Tobias Ruof and Paul Smeets, ‘Get Real! Individuals Prefer More Sustainable Investments’ (February
2019) <https://ssrn.com/abstract=3287430> accessed 6 January 2020.

61 Bebchuk and Hirst (n 50).

62 James Hawley and Andrew Williams, ‘Universal owners: Challenges and Opportunities’ (2007) 15

Corporate Governance 415; Lucian Bebchuk and Scott Hirst, ‘The Specter of the Giant Three’ (2019)

99 Boston University Law Review 721.

Riikka Sievénen, Hannu Rita and Bert Scholtens, ‘The Drivers of Responsible Investment: The Case

of European Pension Funds’ (2012) 117 Journal of Business Ethics 137.

8 FRC Consultation (n 9).

8 Bebchuk and Hirst (n 62).
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A. Corporate Engagement in Germany
It is well documented that the German corporate ownership system has been undergoing
profound changes over the past 20 years.®® Long seen as the paradigm example of an
insider-dominated economy with strong networks across the country, the ownership of
German firms has more recently opened up and given way to more outside holdings and
more active engagement policies. Several studies®” have identified a constant increase of
equity shareholdings in German companies held by institutional investors. Among them,
investment fund management companies (KAGs) and insurance companies have the
largest ownership stake. In contrast, German pension funds are not as developed as in
other countries, such as the UK.%® The general increase can be attributed to legislative
initiatives aiming to unwind cross holdings in German companies, such as the changes in
capital gains taxation in 2001, the higher capital requirements for banks, and the
implementation of new insider trading laws.®® The dissolution of cross-ownership has
also been followed by a significant increase in the stake of foreign institutional investors
in German companies.”® The presence of foreign investors is even more salient in DAX
companies; meaning the German companies with the largest market capitalisation.
Among the Top 15 DAX investors, the ‘Big Three” have a very prominent position.”*
Institutional investors’ corporate engagement activity is regulated by the German
Stock Corporation Act (Aktiengesetz) and the Capital Investment Act
(Kapitalanlagegesetzbuch). "> The first Act determines the rights and obligations of
institutional investors in their capacity as shareholders, while the second Act determines
their fiduciary duties towards their clients. Shareholder engagement entails a broad range

of formal and informal types of corporate governance intervention.”> An example of

Wolf-Georg Ringe, ‘Changing Law and Ownership Patterns in Germany: Corporate Governance and

the Erosion of Deutschland AG’ (2015) 63 American Journal of Comparative Law 493.

For EU-companies: Observatoire de I'Epargne Européenne and INSEAD OEE Data Services, Who
Owns the European Economy? Evolution of the Ownership of EU-Listed Companies between 1970
and 2012 (2013); for German companies: OECD, The Role of Institutional Investors (n 31) 115.

8 See below section I11.B.4.

8  OECD, The Role of Institutional Investors (n 31) 112; Steffen Rapp and Christian Strenger,
‘Corporate Governance in Germany: Recent Developments and Challenges’ (2015) 27 Journal of
Applied Corporate Finance 16, 20-22.

Sebnem Kalemli-Ozcan and others, ‘“Who Owns Europe’s Firms? Globalization and Foreign
Investment in Europe’ (November 2013) <https://editorialexpress.com/cgi-
bin/conference/download.cgi?db_name=NAWM2015&paper _id=241> accessed 6 January 2020.
L THS Markit/DIRK, ‘Who Owns the German DAX?’ (2019)
<https://cdn.ihs.com/www/pdf/0519/DAX-Study-DIRK.pdf> accessed 6 January 2020.

The Aktiengesetz ist available in English at
<https://www.nortonrosefulbright.com/en/knowledge/publications/bc19a262/german-stock-
corporation-act-aktiengesetz>.

For the distinction between activism, engagement and stewardship see Alvaro, Maugeri and
Strampelli (n 49).
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formal shareholder engagement is the participation and the exercise of voting rights in
Annual General Meetings (AGMs). Studies have shown that the average voting turnout
rate in German companies fluctuates between 52% and 58%,’* which is low in
comparison to the UK and other countries of continental Europe, such as France.

Informal shareholder engagement, such as behind-the-scenes communication
between shareholders and the supervisory board of directors, can substitute the
comparatively low turnout rate. This has been the case with hedge funds initiating activist
campaigns in Germany.” Hedge fund activists frequently employ informal means of
communication with the board of directors before communicating their corporate
governance concerns to the public. ® This escalation of shareholder engagement
activities has also been adopted as a principle of the UK Stewardship Code 2020.”’

All of this has led to more active engagement at companies’ general meetings.’® For
example, many DAX executives and board members are likely to remember vividly the
weak voting results at the 2016 and 2017 AGMs. After decades of approval rates beyond
90 percent, results with less than three-quarters of approval rate may not be read as an
expression of fundamental mistrust, but rather as a clearer articulation of shareholder
interests.”® This all culminated in the 2019 AGM of Bayer AG, where the shareholders,
for the first time in German corporate history, refused to approve the management board
(Entlastung).®’ The reasons for this shareholder ‘revolt’ are manifold. Non-transparent
compensation structures for Management Board members, blank authorisations for
capital increases, and doubts about the independence of supervisory board members are

the most frequent criticisms by shareholders.

" For the period 1998-2010: Jose Miguel Mendoza, Christoph van der Elst and Erik P M Vermeulen,

‘Entrepreneurship and Innovation: The Hidden Costs of Corporate Governance in Europe’ (2010) 7

South Carolina Journal of International Law and Business 1; for the period 2010-2013: Anne Lafarre,

‘Shareholder Activism at European AGMs: Voting Turnout and Behavior of (Small) Shareholders’

(Master Thesis, Tilburg University 2014).

Andreas Engert, ‘Shareholder Activism in Germany’ in: Holger Fleischer and others (eds), German

and East Asian Perspectives on Corporate and Capital Market Law: Investors versus Companies

(Mohr Siebeck 2019) 3; Amadeus Moeser, ‘Shareholder Activism in Germany’ (Sidley Austin LLP,

Harvard Law School Forum on Corporate Governance, 29 January 2019)

<https://corpgov.law.harvard.edu/2019/01/29/shareholder-activism-in-germany-2/> accessed 6

January 2020.

Nickolay Gantchev, ‘The Costs of Shareholder Activism: Evidence from a Sequential Decision

Model’ (2013) 107 Journal of Financial Economics 610.

" UK Stewardship Code 2020 (n 13).

8 See Peter Kohler and others, ‘Aufstand der Investoren: Das Kapital wagt die Revolte’ Handelsblatt
(17 May 2019).

" Christoph Berger, ‘Active Stewardship im deutschen Kapitalmarkt’ (2019) 72 Zeitschrift fiir das

gesamte Kreditwesen 85.

More than 55% of the shareholders voted in favour of a “no-confidence” motion. See Guy Chazan,

‘Bayer execs face investor heat after rare no-confidence vote’ Financial Times (Berlin, 28 April

2019).
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The good news is that some companies apparently are listening and responding to the
concerns of investors. For example, software company SAP has responded to the vote at
the 2017 AGM and has made every effort to understand the scepticism of its shareholders
in order to change the incentive structure and transparency of their compensation
system.8! It appears that institutional investors are especially concerned about executive
compensation issues, which is why rejection rates are highest for these corporate
decisions.® Other topics of concern include the capital structure, in particular the
issuance of new shares or convertible bonds; there were doubts about the number of
refusals in terms of independence of members of the Supervisory Board, and in particular
members of the Audit Committee are subject to stringent requirements. Bayer was a
special case: the public mistrust mostly stemmed from the disastrous performance of the
share price since the firm had acquired US rival Monsanto, which resulted in mounting
legal problems over glyphosate, a controversial weed-killer that may be causing cancer.®
These no-confidence votes are not legally binding and do not trigger any direct legal
consequence. Still, the reputational damage for the management may be enormous: no
member of the management or supervisory board can permanently afford to act against
the will and without the trust of the shareholders.

B. A Stewardship Code for Germany?

A number of explanations may be found that can contribute to the reluctance of German
lawmakers to adopt a stewardship code. I will explore this question from a range of
different perspectives. Most prominently, some academic commentators put forward a
range of doctrinal objections to the project, arguing that a stewardship code would sit at
odds with some key principles of German corporate law. One may, however, also
understand the German position in more functional terms: since ownership here is more
concentrated than elsewhere, stewardship is not needed. A third account would rely on
the presence of lobbying and interest group theory to explain objections against a
stewardship code. Finally, and maybe most convincingly, there is a political dimension to

the story. We shall explore these different explanations in turn.

1. Legal objections

81 Berger (n 79) 86.

8 For example, the voting behaviour of Allianz Global Investors in Germany — which is available on the
website — over the twelve-month period from October 2017 to September 2018 shows that the highest
rejection rate (out of a total of 50 percent) can be found in the agenda for Executive Board
compensation.

8 Chazan (n 80).
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Academic commentators worldwide have long been critical towards the stewardship
movement, citing many legal and doctrinal reasons of why such a concept would be alien
to the German system of corporate law.

For example, many commentators in German academia respond to the very idea
of stronger shareholder engagement and stewardship with outright hostility.3% They argue
that increased shareholder engagement may interfere with the well-balanced system of
checks and balances in German corporate governance.® For example, a perceived
‘micromanagement’ of entrepreneurial decisions by investors would not be consistent
with the management autonomy of the management board.®® In addition, they fear
conflicts with the supervisory board’s supervisory responsibility as it is the supervisory
board’s exclusive role to monitor management.®” In consequence, monitoring by
institutional investors must under no circumstances lead to the establishment of a de facto
‘shadow supervisory board’. 8 Further, an increased engagement of institutional
investors may undermine the concept of shareholder equality, which is held dear in
German doctrine.®® This principle demands equal treatment of shareholders with equal
characteristics.® It is argued the risk is that enhanced engagement leads to differentiated
treatment of shareholders, for example by encouraging management to pass on
confidential information only to certain (active) shareholders.®? However, if it can be
shown that (some) institutional investors have specific characteristics that legitimise their
differentiated treatment in comparison with other shareholders, the principle of equivalent
treatment may not be violated.

In a similar vein, some commentators argue that the stewardship movement may

grant institutional investors certain idiosyncratic ‘private benefits’ at the detriment of

8 See, in particular, Peter Hommelhoff, ‘ Aktuelle Impulse aus dem europiischen Unternehmensrecht:

Eine Herausforderung fiir Deutschland’ (2015) 18 Neue Zeitschrift fiir Gesellschaftsrecht 1329, 1332,

1335.

Holger Fleischer and Christian Strothotte, ‘Ein Stewardship Code fiir institutionelle Investoren:

Wohlverhaltensregeln und Offenlegung der Abstimmungspolitik als Vorbild fiir Deutschland und

Europa?’ (2011) 56 Die Aktiengesellschaft 221, 227.

8  Aktiengesetz § 76(1)

87 Aktiengesetz § 111(1). See Patrick Hell, ‘Institutionelle Investoren, Stewardship und ESG’ (2019) 22

Neue Zeitschrift fiir Gesellschaftsrecht 338, 342.

Holger Fleischer, ‘Zukunftsfragen der Corporate Governance in Deutschland und Europa:

Aufsichtsrite, institutionelle Investoren, Proxy Advisors und Whistleblowers’ (2011) 40 Zeitschrift fiir

Unternehmens- und Gesellschaftsrecht (ZGR) 155, 166.

8  Aktiengesetz § 53a.

% Fleischer and Strothotte (n 85) 228.

%1 Fleischer and Strothotte (n 85) fn 69; see also Holger Fleischer, ‘Investor Relations und
informationelle Gleichbehandlung im Aktien-, Konzern- und Kapitalmarktrecht’ (2009) 38 ZGR 505,
524.
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other shareholders.®? This may run against the well-established doctrine of fiduciary
duties that shareholders are subject to, and may also be in conflict with German principles
concerning corporate groups (the so-called Konzernrecht).%

Finally, a number of critics maintain that there is no good normative reason for
why passive investment strategies, due to the ‘comply or explain’ mechanism, should bear
the stigma of needing justification.®* Aktiengesetz § 54(1) — the ‘Magna Carta’ of the
shareholder — requires investors only to pay their financial contribution, and does not
entail any other obligation; which is seen as significantly furthering the attractiveness of

this form of investment.%®

This principle is associated with the classical perception of
shareholders as capital providers who do not bear any duties towards other shareholders,
stakeholders, or the company per se.®® In the extreme, the share is seen as a piece of
property that may be handled by its owner as they may please.®” This view would be
difficult to reconcile with the sudden imposition of shareholders’ stewardship obligations.
Still, it is widely accepted that the ‘no obligations’ rule in a pure form does not reflect
reality. For example, it has been relaxed in favour of minority protection and market
integrity.

More recently, in the context of the stewardship debate, the focus of attention has
shifted to one particular aspect: the legal limits on a potential dialogue between

institutional investors and the supervisory board.?® Scholars have pointed out barriers to

92 Peter Forstmoser, ‘Exit oder Voice? Das Dilemma institutioneller Investoren’ in Eugen Bucher and

others (eds), Norm und Wirkung. Festschrift fiir Wolfgang Wiegand zum 65. Geburtstag
(Stampfli/Beck 2005) 785, 803.
9 Fleischer and Strothotte (n 85) 227.
% Fleischer, ‘Zukunftsfragen der Corporate Governance in Deutschland und Europa’ (n 88) 167.
% Marcus Lutter, ‘§ 54’ in Wolfgang Zéllner (ed), Kolner Kommentar zum Aktiengesetz (2nd edn 1988),
§ 54 para 2.
Fleischer, ‘Zukunftsfragen der Corporate Governance in Deutschland und Europa’ (n 88) 167.
This view has a rich tradition, interestingly, in UK company law. See from the seminal case law
Pender v Lushington (1877) 6 ChD 70, 75; North-West Transportation Co Ltd v Beatty [1887] UKPC
39, (1887) 12 App.Cas. 589; Burland v Earle [1902] AC 83 (PC); Carruth v Imperial Chemical
Industries Ltd [1937] AC 707 (HL); Peters American Delicacy Co Ltd Heath [1939] HCA 2, (1939)
61 CLR 457, 504; Northern Counties Securities Ltd v Jackson & Steeple Ltd [1974] 1 WLR 1133,
1144. See in more detail Wolf-Georg Ringe, ‘Das Beschlussméangelrecht in GroBbritannien’ (2017) 81
The Rabel Journal of Comparative and International Private Law (RabelsZ) 249, 265-267.
See e.g. Hans-Christoph Hirt, Klaus J. Hopt and Daniela Mattheus, ‘Dialog zwischen dem
Aufsichtsrat und Investoren: Rechtsvergleichende und rechtsdogmatische Uberlegungen zur
Investorenkommunikation in Deutschland’ (2016) 61 Die Aktiengesellschaft 725; Eberhard Vetter,
‘Shareholders’ Communication — Wer spricht mit den institutionellen Investoren?’ (2016) 61 Die
Aktiengesellschaft 873; Gregor Bachmann, ‘Dialog zwischen Investor und Aufsichtsrat’ in
Gesellschaftsrechtliche Vereinigung (ed), Gesellschafisrecht in der Diskussion 2016 — Jahrestagung
der gesellschaftsrechtlichen Vereinigung (VGR) (Verlag Dr. Otto Schmidt 2017) 136; Klaus J. Hopt,
‘The Dialogue between the Chairman of the Board and Investors: The Practice in the UK, the
Netherlands and Germany and the Future of the German Corporate Governance Code Under the New
Chairman’ (2017) 9(3) Revue Trimestrielle de Droit Financier 97; Hauke Hein, Die Stewardship-
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such dialogue that may result from both corporate law and capital markets law. Corporate
law barriers root once more in the perception of the supervisory board as an internal organ
of the corporation with no or very limited external authority, and the division of authority
between the management board and the supervisory board. Capital markets law barriers
may arise from the insider trading prohibition and the limitations on ‘acting in concert’.%
This controversial issue was partly addressed in a 2017 reform of the German Corporate
Governance Code (GCGC), which now states in section 5.2 that the chairman of the
supervisory board ‘should be available — within reasonable limits — to discuss Supervisory
Board-related issues with investors’.2%’ This change goes back to proposals made by a
working group composed of representatives of institutional investors, firms and
academics, resulting in the adoption of guidelines for the dialogue between an investor

and the supervisory board.%

2. Functional story

In contrast to the doctrinal explanations sketched above, a better story for stewardship
sceptics to tell might be that greater stewardship by institutional shareholders is not
equally necessary in the German context, since the frequent presence of controlling
shareholders (unlike in the UK) ensures that management is adequately monitored. This
would be a functional argument: essentially, one could argue that the objective of the UK
Code — to encourage greater investor engagement in the long-term — is not anything that
needs to (or even should) be addressed in the German arena, given that the domestic
nature of ownership concentration renders this objective superfluous.

This argument is, however, flawed on two grounds. First, the theoretical argument
that a controlling shareholder may exercise close monitoring over corporate management
has great appeal. After all, it has been argued that a controlling shareholder may police
the management of public corporations effectively: because they hold a large equity stake,
the argument runs, a controlling shareholder would be likely to have proper incentives

either to monitor managers effectively or to manage the company itself and, because of

Verantwortung institutioneller Investoren: Plddoyer fiir einen aktienrechtkonformen Deutschen
Stewardship Kodex (Baden-Baden, Tectum Verlag 2018) 239-290.
% Uwe H. Schneider, ‘Abgestimmtes Verhalten durch institutionelle Anleger: Gute Corporate
Governance oder rechtspolitische Herausforderung?’ (2012) 41 ZGR 518, 530-531.
Regierungskommission Deutscher Corporate Governance Kodex, German Corporate Governance
Code (7 February 2017), available at
<https://www.dcgk.de/files/dcgk/usercontent/en/download/code/170214 Code.pdf>.
Alexander Bassen and others, Leitsdtze fiir den Dialog zwischen Investor und Aufsichtsrat (July 2016)
<https://www.bvi.de/fileadmin/user upload/Regulierung/Branchenstandards/Dialog zwischen Invest
or und Aufsichtsrat/2016 07 11 Leits%C3%Adtze %C3%BCr_den Dialog zwischen Investor
und_Aufsichtsrat.pdf> accessed 6 January 2020.
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192 may be able to detect any problems earlier.1%

proximity and lower information costs,
However, in reality, it has long been recognised that controlling shareholders bring their
own problems with them. Controlling shareholders will frequently extract private benefits
of control from the company, for example through a technique referred to as ‘tunnelling’,
that is, through contractual dealings with the company, like transfer pricing, that favour
the controlling shareholder.}* This (and many other techniques) is said to raise intra-
shareholder agency costs where controlling shareholders may exercise power to the
detriment of any minority investors. It is therefore an illusion to believe that stewardship
in the German context may not be necessary just because the monitoring of corporate
management would be carried out by any controlling shareholders.

Secondly, even when assuming for a moment that the first argument was correct,
it has been demonstrated that the presence of controlling shareholders in German firms is
shrinking. Since the turn of the century, triggered not only by globalisation forces but also
by an idiosyncratic taxation reform in Germany, formerly large investors have started to
divest of their equity holdings in domestic firms.'® This has triggered a fundamental
rethink of the role of corporate law and corporate governance in Germany where the
recognition is growing that the legal system must partly be reconfigured to cater for firms
in dispersed ownership rather than being controlled.'%

In light of these two considerations, it becomes evident that we cannot reasonably
rely on controlling shareholders to exercise the role of a serious policeman in the German

corporate landscape.

3. Economic rationale
It is of course possible that lawmakers in Germany are simply not convinced that a
stewardship code would have a meaningful impact. After all, the effectiveness of such a
code is very difficult to measure, and a number of commentators have argued that there
is no tangible benefit.

For example, the UK, as the frontrunner in terms of stewardship, has long seen

sceptical comments on the stewardship concept.®” Many market participants are

102 Ruth V Aguilera and Rafel Crespi-Cladera, ‘Global Corporate Governance: On the relevance of firms’

ownership structure’ (2016) 51 Journal of World Business 50-57.

Ronald Gilson, ‘Controlling Shareholders and Corporate Governance: Complicating the Comparative

Taxonomy’ (2006) 119 Harvard Law Review 1641, 1651.

See e.g. Simon Johnson and others, ‘Tunneling’ (2000) 90(2) American Economic Review 22.
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Impact of Corporate Transparency Reforms in the UK’ (2014) 38 Delaware Journal of Corporate Law
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unconvinced that the British advance has actually resulted in increased shareholder
engagement.'%® However, most critical commentators fall short of providing reliable
evidence for their claims. The 2018 Kingman review into the operation of the FRC voiced
some serious criticisms of the UK Stewardship Code.'®® The Review recommended that
a fundamental shift in approach would be needed to ensure that the Code more clearly
differentiates excellence in stewardship. According to Kingman, the Code should focus
on ‘outcomes and effectiveness’ of the stewardship process, and not on the formal policy
statements, 1

Edward Rock, in a recent article, put forward a rather disillusionist experience
report from a 2003 ‘mutual fund experiment’ in the US.!! An SEC release from 2003
mandated US mutual funds disclose proxy voting policies and proxy votes, and described
‘best practices’ for proxy voting guidelines. Rock describes that the industry responded
by turning the requested activities into ‘compliance function’, a rather schematic box-
ticking exercise, and that investors apparently do not care about the disclosures.'?

It is however unlikely that lawmakers would be unaware of more positive findings
in the academic literature. For example, a study by Hoepner et al has revealed that
stewardship and promoting of ESG issues can have a positive impact on firm value and
may also create value for other stakeholders.!*® The authors conclude that companies
with a completed ESG campaign have, on average, a significantly lower risk profile.
Further, the authors were also able to show causation in a sense that the lower risk profiles
result from successful stewardship activities, where a change was made to the respective
company with regard to its ESG strategy. Another paper comes to a similar conclusion,
showing that firms with a successful ESG engagement are followed by positive abnormal
returns. !4

Consistent with this perspective, other research has found that where institutional

108 Pauline Skypala, ‘Fund managers cannot be stewards’ Financial Times (London, 19 March 2012)

FTfm 6.
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Energy and Industrial Strategy, December 2018)
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113 Andreas Hoepner and others, ‘ESG Shareholder Engagement and Downside Risk’ (AFA 2018

conference paper, August 2019) <https://ssrn.com/abstract=2874252> accessed 6 January 2020.
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investors engage more deeply with their portfolio companies, these firms are more likely
to pursue innovative strategies.'’® Similarly, a 2017 study concluded that without the
discipline of active engagement by investors, a company’s management is more likely to
become entrenched and to engage in value-destroying M&A activity. 1

Finally, and more generally, a recent article finds that the overall quality of the
capital market has a strong impact on economic performance, supporting long-term
sustainable economic growth, and reducing the risk of financial crises. In the authors’
view, market quality may be improved by greater transparency requirements and by
promoting more active investor engagement.'!’

Where does this leave us? To be sure, scepticism is widespread, but may not
always be founded on concrete evidence. There is, by contrast, growing academic
literature that acknowledges and demonstrates the economic case for stewardship and
shareholder engagement, especially with a focus on ESG policy. The argument that
lawmakers ought to reject further stewardship initiatives with reference to their uncertain

effects thus remains a hypothesis at best.

4. Political perspective

115 Philippe Aghion, John Van Reenen and Luigi Zingales, ‘Innovation and Institutional Ownership’
(2013) 103 American Economic Review 277.
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285.
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Growth in the US: 1840 — 2014’ (Working Paper 2018).
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in any meaningful way.

A few figures may illustrate the point (see Figure 1). Germany is the third largest
European asset management market measured by assets under management (AuM) (at
EUR 2,161 bn). Nonetheless, its market share of 9.1% of the European market is far less
than its economic power and its population size; in fact it is comparatively significantly
smaller than the respective market share of the two largest asset management markets,
the UK (36.5% with EUR 8,670 bn AuM) and France (17.4% with EUR 4,142 bn AuM).
Furthermore, assets under management in Germany constitute 66% of German GDP, a
ratio well below the UK (371%), French (181%), and European (140%) AuM/GDP ratio.
One reason advanced is that there are no tax benefits for long-term savings with mutual
funds in Germany.!'® This argument is supported by literature that correlates the adoption
of responsible investment with the size of the fund management industry.!*°

Given the ownership structure of the largest German companies, the following
question arises: Is it feasible to introduce a German Stewardship Code in order to promote

institutional investors’ engagement with the governance of German investee companies?

118 OECD, ‘The role of institutional investors in promoting good corporate governance’ (OECD Peer
Review, April 2011) 106
<http://www.oecd.org/officialdocuments/publicdisplaydocumentpdf/?cote=DAF/CA/CG(2011)2/FIN
AL&docLanguage=En> accessed 6 January 2020.

119 Bert Scholtens and Riika Sievinen, ‘Drivers of Socially Responsible Investing: A Case Study of Four
Nordic Countries’ (2013) 115 Journal of Business Ethics 605.
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The answer to this question depends on the domicile of the institutional investors. That
can set limits to the geographical scope of a German stewardship Code. Put differently,
since many German firms are owned by institutional investors that are predominantly
based abroad, any official German stewardship initiative would not have a significant

effect on domestic shareholder engagement.

Rank Firm Name DAX Value in $M Dec-18 | % Share DAX Inst. | City
1 The Vanguard Group, Inc. 32,377.9 4.6% USA - Malvern, PA
2 BlackRock Fund Advisors 28,026.8 4.0% USA - San Francisco, CA
3 Norges Bank Investment Management (Norway) 27,638.6 3.9% NOR - Oslo
4 DWS Investment GmbH 24,104.8 3.4% DEU — Frankfurt
5 Amundi Asset Management S.A. 18,524.6 2.6% FRA - Paris
6 BlackRock Asset Management (Deutschland) AG 15,103.6 2.2% DEU - Munich
7 Deka Investment GmbH 13,745.8 2.0% DEU-Frankfurt
8 Allianz Global Investors GmbH 11,914.5 1.7% DEU - Frankfurt
9 Harris Associates, L.P. 11,522.3 1.6% USA - Chicago, IL
10 BlackRock Advisors (U.K.), LTD 11,147.8 1.6% GBR - London
11 Union Investment Privatfonds GmbH 10,700.1 1.5% DEU - Frankfurt
12 Fidelity Management & Research Company 10,527.2 1.5% USA - Boston, MA
13 State Street Global Advisors, LTD 9,456.5 1.3% GBR - London
14 Lyxor Asset Management SAS 8,806.1 1.3% FRA - Paris
15 BNP Paribas Asset Management France 8,038.0 1.1% FRA - Paris
Total 241,634.7 34.4%
Table 1. Top 15 investors in DAX firms (2018)
Source: adapted from IHS Markit and Deutscher Investor Relations Verband (DIRK),
Who Owns the German DAX? (6™ edn 2019) 11.
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Germany-based institutional investors/ asset managers. The same picture is illustrated in
the Figure; only two out of the top 25 funds are based in Germany, and they account for
just 16.28 % of the investment volume in year 2018. The German asset managers with
the largest investment positions in German companies are namely DWS Investment
GmbH, Deka Investment GmbH and Allianz Global Investors GmbH.*?° DWS is the
asset management arm of Deutsche Bank;!?' DekaBank!?? is the investment fund
manager for the German Sparkassen (savings banks), and Allianz Global Investors*?® is
the asset management arm of Allianz SE. The other fund managers are based either in
European countries, such as the Government Pension Fund of Norway, the French
Amundi Asset Management SA and the Dutch National Civil Pension Fund, or the United
States (Vanguard, Blackrock, Capital One etc).

Based on these figures, it becomes clear that any prospect of effectively regulating
the activities of investment fund managers by defining a set of stewardship principles
seems to be a challenging task for German policy makers, since the overwhelming
majority of the investment decisions in German firms are made by foreign-based vehicles.
Certainly, Germany might adopt a voluntary code or a set of guiding principles, but the
legislative underpinning of a ‘comply or explain’ rule would not be able to catch any
foreign-based institutions. This argument is supported by the geographical scope of
application of the existing stewardship codes.'?*

Consider the UK Code as the paradigm example. At the outset, the UK Code is
addressed to ‘institutional investors, by which is meant asset owners and asset managers

with equity holdings in UK listed companies’.?® That seems to include foreign

120 One additional factor distinguishing the German asset management market from the UK one is the
fact that almost half of the German asset managers are part of the banking groups, while 80% of the
UK asset managers operate as stand-alone companies. See European Fund and Asset Management
Association, ‘Asset Management in Europe’ (11" edn, September 2019) 9.

DWS is a signatory party to the UK Stewardship Code and is categorized in Tier 1 of asset managers.
It is also a signatory party to the UNPRI since 2008. DWS has published two Responsible Investment
Statements (January 2017 and July 2018). In these statements DWS refers explicitly to stewardship as
part of its “active ownership” philosophy and expresses its “aim to comply with and to assist (its)
clients in complying with local stewardship codes given the increasing pace and scope of regulation”.
See DWS, Responsible Investment Statement (July 2018) paras 2 and 4, available at
<https://www.dws.com/contentassets/273435074d9d40208172096ba524b149/responsible-investment-
statement.pdf>.

Deka Investment GmbH is not a signatory party to the UK Stewardship Code but it has adhered to the
UNPRI since 2010.

Allianz GI is a signatory party to both the UK Stewardship Code as a Tier 1 asset manager and the
UNPRI since 2007. It has participated repeatedly in the FRC public consultation related to
amendments of the UK Stewardship Code.

124 Walker Review (n 4) para 6.4; Cheffins (n 3) 1004 ff; Arsalidou (n 49) 355 ff; Reisberg (n 3) 236-238.
125 UK SC 2012 (n 12) 2.

121

122
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institutions. It is however important to understand that the application of the UK Code to
foreign investors is entirely voluntary. In contrast, the more constraining element of the

UK stewardship regime, the ‘comply or explain’ rule,'?®

only applies to domestic UK
funds.'?” This is because the jurisdictional reach of the Financial Conduct Authority
(FCA) does not extend to fund managers based outside the UK, who merely invest in
shares of companies quoted on the London Stock Exchange, as this will not amount to
the carrying out of a ‘regulated activity’ in the UK.*?® Correspondingly, the ‘comply or
explain’ regime has a purely UK focus and cannot apply to foreign investors. '?°
Therefore, the primary focus of the UK Code is on domestically-based institutional
investors.

The same would be true in Germany if German regulators chose to adopt a
stewardship code. The regulatory authority of BaFin'® as the main market watchdog
applies to institutional investors domiciled in Germany, and the acquisition of shares in
German companies through a foreign investment vehicle does not trigger the application
of the relevant investment legislation.’® Any German ‘comply or explain’ mechanism
that would require institutional investors to respond to stewardship principles could
therefore only apply to Germany-based funds or fund managers. This is how the new
provisions after the implementation of SRD II apply only to institutional investors and
asset managers located in Germany.*®?> The same is true, by the way, for the Corporate
Governance Code, where the ‘comply or explain’ principle is enshrined in Aktiengesetz

§ 161, and applies exclusively to companies incorporated under German law.

126 COBS 2.2.3R.

127 See Financial Services and Markets Act 2000 s 418; PERG 2.4.5 (01/07/2005).

128 Ppaul Davies, ‘Shareholders in the United Kingdom’ in Jennifer G Hill and Randall S Thomas (eds),
Research Handbook on Shareholder Power (Edward Elgar Publishing 2015) 355, 376. See also
Cheffins (n 3) 1015.

Initially, the UK Code was introduced without a corresponding ‘comply or explain’ requirement.
Instead, the FRC simply encouraged ‘all institutional investors to report if and how they applied the
Code’ (FRC, ‘Implementation of the UK Stewardship Code’ (n 11) para 21). At the same time,
however, the FRC stated that it “hope(s) that investors outside the UK will commit to the Code’ but
recognises ‘that, in practice, local institutions usually take the lead in engagement’ ((n 11) para 25).
Bundesanstalt fiir Finanzdienstleistungsaufsicht.

Most notably, the Kapitalanlagegesetzbuch (KAGB) [German Capital Investment Act].

For a critical perspective, see Theodor Baums, ‘Editorial’ (2019) 183 Zeitschrift fiir das gesamte
Handelsrecht und Wirtschaftsrecht (ZHR) 605, 608; Tobias Troger, ‘Die Regelungen zu
institutionellen Investoren, Vermdgensverwaltern und Stimmrechtsberatern im Referentenentwurf
eines Gesetzes zur Umsetzung der zweiten Aktiondrsrechterichtlinie (ARUG 1)’ (2019) 48 ZGR 126.
See also Jens Koch, ‘Der Kapitalanleger als Corporate Governance-Akteur im Rahmen der neuen
§§ 134 a ff. AktG’ (2020) 20 Zeitschrift fiir Bank- und Kapitalmarktrecht 1, 3.

129
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5. Conclusion

What might be the better alternative to promote the interests of the investee companies,
from the perspective of the German government? The obvious answer is to focus any
regulatory effort on domestic (target) firms, and to seek improvements here in the form
of traditional corporate governance. In other words, since the jurisdictional reach of
government regulation over German firms is not a problem, it appears more effective to
bundle any regulatory efforts on those. Improving the corporate governance of domestic
firms is therefore the politically easier and more effective way of improving engagement,
as seen from the perspective of German policy makers. It is in this spirit that the German
Corporate Governance Commission has repeatedly revised and updated the German
Corporate Governance Code over the past several years, the latest revision of which is
from 2019.33 Tt is noteworthy that its latest version, which is yet to come into force,
focuses almost exclusively on the operation of both the management board and the
supervisory board. Shareholders do not play an important role in corporate governance,
German-style.

It is only in the preamble that the German Code states that ‘Institutional investors
are of particular importance to companies. They are expected to exercise their ownership
rights actively and responsibly, in accordance with transparent principles that also respect
the concept of sustainability’.® This statement was introduced in 2017 and clearly
mirrors the stewardship idea, albeit in the context of a corporate governance code. In a
similar vein, the explanatory notes to the 2019 Code version state that ‘Institutional
investors — whether passively managed index funds, active investors or so-called activist
investors — are showing increasing interest in corporate governance specifically
implemented in the enterprises. Such investors recognise the benefit of standards for good
and responsible corporate governance for the performance of their investments; they
establish dedicated own ideas regarding corporate governance, and use these as the basis
for their voting behaviour in the General Meeting’.1%

Crucially, neither of these statements carry any serious obligation or other formal

133 The 2017 version (n 100) is the version in force. The 2019 revision (Regierungskommission
Deutscher Corporate Governance Kodex, ‘German Corporate Governance Code 2019’ (9 May 2019)
<https://www.dcgk.de/en/code/code-2019.html> accessed 6 January 2020) will only come into force
when the Act for Implementing the Second EU Shareholder Rights Directive has been adopted.

134 GCGC 2017 (n 100), Foreword para 3.

135 Regierungskommission Deutscher Corporate Governance Kodex, ‘German Corporate Governance
Code as resolved by the Commission’ (Code including rationale, 9 May 2019)
<https://www.dcgk.de/files/dcgk/usercontent/en/Consultations/2019/Code%202019/190522%20GCG
C%202019%20with%20rationale.pdf>.
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requirement; both are rather descriptive declarations that express a certain expectation.
This follows the logic developed in this paper: since Germany is virtually unable to
regulate any dominant institutional investors, it is only able to formulate a number of non-
binding statements for them. The substantial principles of the corporate governance code,
the recommendations that are subject to the ‘comply or explain’ principle, in essence
concern very different topics, mostly about the composition and the obligations of the
supervisory board. This is consistent with the rationale developed above: the
jurisdictional power of German policymakers fits much better to the domestic players,
thus in particular; the board members.

In summary, then, the rationale appears to be that a prudent deployment of
government resources leads to public efforts focussing on domestic corporate governance

instead of global stewardship.

IV. WoULD A GERMAN CODE STILL MAKE SENSE?

The analysis so far has focused on the perspective of the government, and we have seen
why policymakers have been so reluctant to adopt an official stewardship code. Still, this
does not say anything about the question of whether a stewardship code in the German

context would be desirable from a social welfare position.

A. Voluntary compliance

At first, it is important to stress that several arguments speak against the adoption of a
German code, thus supporting the German government’s position. One point is that a high
number of the (foreign) funds that are active in the German market already comply with
a stewardship framework, mostly of foreign origin. There is empirical evidence that they
adhere to (foreign) national stewardship codes as well as to international standards of best
practice on a voluntary basis. For example, when looking at the top 15 DAX investors,
the vast majority of foreign investors (representing 14.1% of the DAX share) annually
publish stewardship statements fulfilling their obligations as signatory parties to the UK
Stewardship Code.?*® The high rate of adhering to responsible investment principles on
a voluntary basis, despite the lack of a mandatory regulatory framework, has also attracted

7

the interest of academics. Hoepner, Majoch and Zhou®®” examined the rates of adoption

136 A list of signatories of the UK Stewardship Code is available (Financial Reporting Council, ‘Tiering
of 2012 Stewardship Code Signatories’ <https://www.frc.org.uk/investors/uk-stewardship-code/uk-
stewardship-code-statements> accessed 6 January 2020). See also above n 121, 122, 123.

Andreas Hoepner, Arleta Majoch and Xiao Zhou, ‘Does an Asset Owner’s Institutional Setting
Influence its Decision to Sign the Principles of Responsible Investment?’ (2019) Journal of Business
Ethics 1.

137
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of the UNPRI by asset owners and managers from different jurisdictions. According to
their findings, asset managers operating in jurisdictions characterised by soft law

regulation®®

are more willing to (deliberately) adhere to UNPRI than asset managers
from jurisdictions with respective mandatory regulation. One factor that could justify the
voluntary compliance is the perception that by signalling the ability of the financial
industry to regulate itself on a voluntary basis, mandatory regulation by policymakers
with their own understanding of responsibility can be avoided. In that way, code creation
can be framed as ‘the outcome of a tacit or implicit consensus of institutional actors
involved in a self-interested behavioural process’.13®

UK regulatory authorities aim to achieve a high rate of compliance by foreign
investors on a voluntary basis. That is why the 2010 and 2012 versions of the UK Code
emphasised that ‘Overseas investors who follow other national or international codes that
have similar objectives should not feel the application of the Code duplicates or confuses
their responsibilities. Disclosures made in respect of those standards can also be used to
demonstrate the extent to which they have complied with the Code’.2*® The same issue
was addressed in the context of the public consultation for the 2010 Code. The FCA
expects the UK Stewardship Code 2020 to give foreign owners the proper incentives to
sign up to the Code. However, some of the challenges that foreign investors may allegedly
face are the different legal and regulatory requirements, different local market conditions,

and the need to use local agents across the different jurisdictions.'*!

B. Private initiatives

It is worth noting that in the absence of any governmental scheme, there are a number of
private initiatives, mostly from institutional investors, that push for the adoption of a code
or even a set of industry principles.

t,142

Among them, the most noteworthy are the BVI Rules of Conduc a set of

ESG regulation has been used in their analysis as a proxy of the regulatory framework of responsible
investment. Thus, the analysis has not taken into consideration any specific stewardship regulatory
initiative.

Ilir Haxhi, Hans van Ees and Arndt Sorge, ‘A Political Perspective on Business Elites and Institutional

Embeddedness in the UK Code-Issuing Process’ (2013) 21 CG 535, 543.

140 UK Stewardship Code 2012 (n 12) 3.

141 Financial Conduct Authority, ‘Building a regulatory framework for effective stewardship, Feedback to
DP 19/1° (Feedback Statement, October 2019) para 3.32
<https://www.fca.org.uk/publication/feedback/fs19-7.pdf> accessed 6 January 2020.

142B V1, ‘Wohlverhaltensregeln des BVI [BVI Rules of Conduct]’ (English Version, 2019)

<https://www.bvi.de/fileadmin/user_upload/Regulierung/2019 07 BVI Rules of conduct.pdf>

accessed 6 January 2020.

139
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principles adopted by the German Investment Funds Association BVL.* BVI is the
largest interest group representing the German fund industry, promoting issues of
regulation of the fund business as well as business education and competition vis-a-vis
policy makers and regulators. BVI’s more than 100 members manage assets of some 3
trillion Euros.

The BVI Rules of Conduct, first introduced in 2003, set out a range of voluntary
standards and take account of the principle of trusteeship, which places particular
obligations on asset managers vis-a-vis their investors.!** The rules of conduct comprise
five principles that asset managers: (1) do not incur undue costs and fees, and do not
undermine investor interests through unfair market practices; (2) observe clear execution
principles for market-compliant settlement and fair investor treatment; (3) render
information in a clear, comprehensive and understandable manner; (4) work towards good
corporate governance within the asset management company; and (5) take on social
responsibility in ESG.

These principles are subject to a self-defined ‘comply or explain’ rule, that is; the
fund companies inform their investors whether, and to what extent, they comply with the
rules of conduct. They may deviate from the principles, but then have to disclose this
annually and justify any deviations.!*® The adherence to the BVI’s Rules of Conduct by
German asset managers may be unsatisfactory because: (1) there is no legal obligation to
disclose compliance or non-compliance with the Rules in contrast to UK asset managers’

obligation to disclose commitment to FRC’s Stewardship Code;*

and (2) because there
1s no monitoring mechanism, such as FRC’s tiering system.

BVI was also among the German stakeholders that responded to the Public
Consultation on the EU corporate governance framework. Based on this consultation, the
Commission submitted the proposal for the amendment of the Directive 2007/36, which
led to the adoption of SRD II. Even though BVI advocated for measures promoting long-
termism, shareholders’ communication, and proxy advisors’ transparency, it had a
negative position with regard to the regulation of the relationship between asset owners
and asset managers. The main argument was the constraints imposed on the contractual
freedom of the parties. According to BVI, institutional investors should have the freedom

to choose their asset managers and agree with them upon the contractual conditions. There

143 Bundesverband Investment und Asset Management e.V. (BVI).

144 The current version of the BVI Rules of Conduct has been in force since 1 July 2019.

145 However, BVI states that ‘to the extent that individual rules are not applicable in view of the
respective investment strategy (such as benchmark-oriented investing or property investments),
business activity or organisational structure, deviations do not need to be explained separately’ (BVI
(n 142) 2).

146 COBS 2.2.3.
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is no need to take additional measures because institutional investors are already obliged
to protect their clients’ interests (then AIFM and MiFID I, now UCITS and MiFID II
requirements respectively), and they have the means to supervise the affiliated asset
managers.

In its comments on the draft ARUG II law**’ (which implemented the SRD II into
German law), BVI welcomed the adoption of transparency requirements for asset
managers, but drew attention to their scope of application. More specifically, they were
opposed to the application of the ARUG II to Germany-based asset managers in case they
undertake the management of assets issued abroad.!*?

The second important instrument to consider is the Code by the German
Association of Investment Professionals (DVFA).1*® DVFA represents more than 1400
financial analysts and asset managers in German financial and capital markets. DVFA
supports the professionalization of the investment industry, develops a range of policy
standards, and promotes young professionals in the sector. DVFA is currently revising its
Stewardship Guidelines. The so-called ‘Core Principles’*®® have recently been published
and set out a similar set of issues as the BVI Code.

What to make of such codes? Are they making the need for an official instrument
obviated? A careful analysis reveals that a fully-fledged and government-sponsored code
such as the UK Stewardship Code is typically much more ambitious than industry self-
regulation. That is not very surprising and emerges from several considerations. For
example, some observers opine that industry codes are primarily designed to pre-empt
any regulation. In other words, they are half-hearted attempts suggesting that self-
regulation is in control, but in reality (of course) omitting any requirements that bite.*>

Another, more charitable, interpretation points to the genesis of such industry-sponsored

147 Gesetz zur Umsetzung der zweiten Aktiondrsrechterichtlinie (ARUG II) of 12 December 2019,
Bundesgesetzblatt [Federal Gazette] 2019 I page 2637.

BVI e.V, Stellungnahme zum Referentenentwurf eines Gesetzes zur Umsetzung der zweiten
Aktiondrsrichtlinie (ARUG I1): “Wir begriifien, dass die Regelung als Ankniipfungspunkt fiir die
PAlichten von Vermégensverwaltern deren Zulassung im Inland vorsieht (s.u. zu § 134c Abs. 4 AktG-
E). Wir teilen jedoch nicht die Auffassung, dass die Pflichten auch Anwendung finden, soweit es sich
um Aktien handelt, die im auflereuropdischen Ausland notiert sind” See BVI, ‘Stellungnahme des BVI
zum Entwurf eines Gesetzes zur Umsetzung der zweiten Aktionérsrechterichtlinie (ARUG 1I)’ (26
November 2018).

Deutsche Vereinigung fiir Finanzanalyse und Asset Management e.V. (DVFA).

150 DVFA, ‘DVFA Stewardship-Leitlinien: die Kernelemente [DVFA Stewardship-Guidelines: the Core
Elements]’ (2019)
<https://www.dvfa.de/fileadmin/downloads/Finanzkommunikation/Veranstaltungen/Governance Ste
wardship_Konferenz/DVFA-Stewardship_Guidelines - Core Elements.pdf> accessed 6 January
2020.

Haxhi, van Ees and Sorge (n 139). See also Dan Puchniak and Samantha Tang, ‘Singapore’s Puzzling
Embrace of Shareholder Stewardship: A Successful Secret’, ECGI Law Working Paper No. 484/2019,
<https://ssrn.com/abstract=3474151>, who coin the term ‘preemptive corporate governance’ for this.
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codes. Industry-made codes often bear the handwriting of consensus: they are typically
adopted by a trade association that needs to moderate frequently controversial discussion
and thereby needs to take into account many different views and arguments. The result is
typically a regulatory standard that is not too restrictive.

In that context, we may wonder why the fund industry is at all concerned with
developing de facto regulatory standards, which, in the case of stewardship, are concerned
with creating new obligations for (institutional) shareholders rather than to define
shareholder entitlements or rights. The seemingly absurd and counterintuitive result is
that institutional owners promote their own standards that prescribe costly stewardship
activities, thus adding to their own regulatory burden. Apart from the political argument,
according to which the industry seeks to fend off a more stringent and prescriptive
government-sponsored code, there are at least three reasons that help explain this
conundrum.

First, industry self-regulation helps to support market standardisation. The higher
the degree of market standardisation, the lower the costs for institutional investors and
asset managers to integrate any stewardship policies into their investment strategy. The
different standards promoted are de facto replaced or supplemented with a common
standard, which may also be more tailored towards the real needs of the industry.®? Ina
similar vein, this may solve the current free-riding situation where some funds are
performing engagement policies and thus produce a public good (of better market culture
and higher performance) for those that are not.

Secondly, according to Hoepner and others, ‘compliance with voluntary
regulation has reputational and socially legitimizing benefits’. 1 The adoption of
stewardship can function more efficiently as a differentiating factor among the compliant
and non-compliant market participants, when it is not perceived as compliance with the
minimum legal requirements.

Thirdly, having a regulatory framework setting standards of best practice can
clarify the legitimacy of institutional investors’ corporate actions. For example,
institutional investors face uncertainty with regard to the breach of their fiduciary

duties®™ when they take into consideration non-financial factors in their investment

152 Andreas Binder and Roman Gutzwiller, ‘Soft Law fiir institutionelle Investoren’ (2013) 8
Gesellschafts- und Kapitalmarktrecht 84.

158 Hoepner, Majoch and Zhou (n 137) 14.

1% Carmen Juravle and Alan Lewis, ‘Identifying impediments to SRI in Europe: A review of the
practitioner and academic literature’ (2008) 17 Business Ethics: A European Review 285; Joakim
Sandberg, ‘Socially Responsible Investment and Fiduciary Duty: Putting the Freshfields report into
perspective’ (2010) 101 Journal of Business Ethics 143; Joakim Sandberg, ‘(Re-)interpreting fiduciary
duty to justify socially responsible investment for pension funds?’ (2013) 21 Corporate Governance
436.
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decision-making; or with regard to the breach of ‘acting in concert’ provisions'®® when
they cooperate in corporate governance affairs. A national regulatory initiative backed up
by a supervisory authority can give, especially to small-size, institutional investors access

to implementation support and know-how sharing networks raising barriers to entry.

C. Substitutes

When assessing the merits of adopting regulatory standards on stewardship and
shareholder engagement, one must consider any pre-existing substitutes that may — even
though in a different form or context — achieve very similar objectives in a different way.
Ignoring such substitutes risks overburdening any legal system, and potentially
duplicating legal obligations, with the result of dysfunctional rules.

First, it is straightforward and easily understandable that legal critics of any
stewardship involvement, as discussed above, will readily find a range of substitutes in
the domestic legal system.’®® As we saw above, these critics will thus argue that the
German system of corporate governance, and in particular the supervisory board, is
perfectly able to play the same monitoring role that would otherwise be attributed to
institutional investors under a stewardship paradigm. With regard to promoting end
beneficiaries’ interests, MiFID II and UCITS would thereby function as the appropriate
regulatory framework for enhancing transparency between the parties of the investment
chain. The existing regulatory framework for financial services providers imposes

" as well as the Commission’s

increased disclosure requirements. The CSR Directive®®
legislative proposals on sustainable finance promote the integration of long-term
considerations in financial institutions’ investment strategy.

SRD II is the most important recent legislative initiative with regard to
stewardship because it constitutes mandatory provisions imposing similar disclosure
obligations to all EU-based institutional investors and asset managers. Thus, this degree
of harmonisation may create a level playing field across Member States.'®® The EU
provisions are minimum legal requirements that can be supplemented by national
legislation or codes of conduct.™®® It is obvious that the UK, as the pioneer in stewardship

regulatory initiatives,®® will have a competitive advantage against other jurisdictions

1% Fleischer and Strothotte (n 85) 226.

16 See above Part I11.2.a.

157 See above note 34.

158 European Commission, ‘Proposal for a Directive of the European Parliament and of the Council
amending Directive 2007/36/EC as regards the encouragement of long-term shareholder engagement
and Directive 2013/34/EU as regards certain elements of the corporate governance statement’ COM
(2014) 213 final, 2014/0121 (COD) 6-7.

159 FRC/FCA (n 51) paras 1.6, 6.9, 6.13; FCA FS19/7 (n 141) para 3.86.

180 Juravle and Lewis (n 154).
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that have to comply with SRD II, but have not adopted any relative regulation, such as
Germany. The German implementation of SRD II stays rather close to the text of the
European Directive and does not develop these requirements into a workable framework
for practical application.'®

All these arguments would however rest on the implicit assumption that the
German legal framework for shareholder engagement or corporate monitoring is de facto
effective in curbing managerial slack. In other words, the argument that powerful
substitutes exist in German law that justify the absence of a stewardship code is only
acceptable if those substitutes are equally effective as a fully-fledged stewardship code
would be. This, however, is very much an open question. The effectiveness of the
monitoring procedures mandated by German law have long been questioned.®? For
example, it is unclear whether German supervisory boards are sufficiently independent to
exercise an adequate review of managerial actions.!®® Equally, the shortcomings of
German group law (Konzernrecht) have long been documented, and only very few other
countries have followed this example.1®*

A second substitute may be found in the self-commitment by some institutional
investors, in particular those who are members of either or both of the associations BVI
and DVFA.'% However, we saw above that these self-binding codes do not live up to the
obligations of a sophisticated stewardship code, and do not come with a comparable legal
force. In fact, such market initiatives will frequently be adopted with the specific objective
of fending off any more stringent legal action.

Institutional investors and asset managers can also self-commit to either national
or international standards of best practice. Among the most prominent international
standards are the ICGN Global Stewardship Principles and the UNPRI. The international
scope of these principles makes the choice of complying with them superior to the choice
of complying with national codes of conduct. This is especially the case for jurisdictions
that have so far not developed a regulatory framework for stewardship. Based on this, the
marginal benefits from introducing a stewardship code in Germany may be small,

provided that there is a body of international principles with a broader base of signatory

161 Koch (n 132); Troger (n 132).

162 See e.g. OECD (n 31) 119.

163 Theodor Baums and Kenneth E Scott, ‘Taking Shareholder Protection Seriously? Corporate
Governance in the United States and Germany’ (2005) 53 American Journal of Comparative Law 31;
Heidrick & Struggles, ‘Challenging Board Performance’ (European Corporate Governance Report
2011) <https://www.essere-associes.com/media/2011-HeidrickStruggles-Challenging-board-
performance.pdf> accessed 6 January 2020.

184 Antunes and others (n 24) 59.

185 See above part IV.B.
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parties.16®

We should also take into consideration that the introduction of stewardship
regulation on the national level would require resources for the establishment of the
necessary monitoring and enforcement infrastructure. The benefits expected from such
an initiative would have to exceed the administrative cost of enforcement, and such an
estimation should take into consideration the inefficiencies of the existing monitoring

mechanisms. 6’

D. Discussion

Can the problems concerning the applicability of a national Stewardship Code to foreign
owners and the existence of private initiatives as well as possible substitutes justify the
constant refusal of the German government to follow the trend and to set up a UK-style
stewardship code? There are several factors that would still give ample room for a German
code to play a useful role in the German corporate landscape.

First, the sceptics’ position would be understandable if the sole objective of a code
was to promote the interests of the investee companies. However, as we saw above, it is
among the primary objectives of any legislation including the UK Code and SRD II to
also further the interests of end beneficiaries. Their interests can be efficiently protected
through achieving greater transparency between the parties of the investment chain, asset
managers-institutional investors, and institutional investors-end beneficiaries.'®® Greater
transparency is perceived as an important condition for making effective stewardship a
differentiating factor across the firms of the investment management industry,'®® a
market with strong anti-competitive forces.}’® An improvement of competition is in the
interests of institutional investors’ and asset managers’ clients and, thus, beneficial for

market quality and integrity.!” Therefore, even if many institutional investors are not

166 A list of ICGN Global Stewardship Principles endorsers is available at
<https://www.icgn.org/policy/icgn-global-stewardship-principles-endorsers> (accessed 6 January
2020), and a list of UNPRI signatories is available at
<https://d8g8t13e9vf20.cloudfront.net/Uploads/w/j/y/signatorydirectoryupdated112019 169996 7786
05_873356.xlsx> (accessed 6 January 2020).

Konstantinos Sergakis, ‘Legal vs. Social Enforcement of Shareholder Duties’; Iris H-Y. Chiu, ‘Private
vs. Public Enforcement of Shareholder Duties’ in Hanne S Birkmose and Konstantinos Sergakis (eds),
Enforcing Shareholders’ Duties (Edward Elgar Publishing 2019).

European Commission (n 158).

Financial Conduct Authority, ‘Consultation on proposals to improve shareholder engagement’
(Consultation Paper, January 2019) paras 1.13-1.15
<https://www.fca.org.uk/publication/consultation/cp19-07.pdf> accessed 6 January 2020.

Financial Conduct Authority, ‘Asset Management Market Study - further remedies’ (Policy Statement,
February 2019) <https://www.fca.org.uk/publication/policy/ps19-04.pdf> accessed 6 January 2020.
1 FCAFS19/7 (n 141) para 1.1.

167
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169
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based in Germany, their activity affects German companies and German end beneficiaries.
With the aim to promote the interests of the latter stakeholders, a German stewardship

initiative would be both politically feasible and legitimate.

Number of pension Assets held by Number of Number of
Country
funds pension funds (billion EURO) Members Beneficiaries
Netherland 260 136015 5646763 13046483
17K 1300 1173 80 20.000.000 10.493.000
Switzerland 1650 749 06 4174 580 1183910
Germanv 171 184 R0 7.903.000 1.493 000
Treland 71340 147.60 437711 750.000
Ttalv 252 111 R1 4034220 116 282
Spain* 1576 76.47 4583 652 97.551
Sweden* 62, 3672 1.112.062 187 637
Norwav R4 34 R0 148 000 360 000
Iceland 24 2847 264902 126.222
Austria 10 2270 928 000 99.000
Reloi 197 32 00 974 842 759.473
Portuoal 189 1843 166 530 131 831
France 25489 1590 2.400.000 n/k
Croatia 12 12.23 1.844 272 n/k
R 7 R 53 7042 179 20 000
Buloaria 18 597 3.965.174 n/k
Finland 47 433 166530 48 796
Estonia 22 3.60 744 675 37373
Luxemhouro 13 155 16 466 n/k
Hunoary 4 077 n/k n/k
TOTAL 101.437 4028.21
Table 2. Number of pension funds and their assets under management (2018)
Source: PensionsEurope, Pension Funds Statistics and Trends (2018) 4, 7

Secondly, a stewardship initiative may be even more urgent in Germany than in other
European jurisdictions. The reason is the clientele of German asset managers. In Germany,
the pension funds industry is not as developed as in the UK or the Netherlands (see Table
2). This is also the case for the insurance industry, where the UK and France are the
leading insurance markets (Figure 3). German asset managers’ clients are split equally
into institutional and retail investors, in contrast to the UK and France, where more than

75% of asset managers’ clients are institutional investors (Figure 4).
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Figure 3. Market share of insurance industry in EU countries as part of OECD total

(2018)

Source: OECD, https://stats.oecd.org/Index.aspx?DataSetCode=INSIND
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Instead, retail clients usually invest in investment funds, while institutional investors
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Figure 4. AuM by type of client and country at end of 2017.

Source: EFAMA, Asset Management in Europe (11" edn 2019) 5.

delegate discretionary

mandates to their asset

managers. One of the main
differences between the two
investment practices is that,
in the case of discretionary
mandates, the investment
strategy is agreed beforehand
with each client, so that they
the

are tailor-made to

specific investment goals of

each individual investor. 172

In Germany, the main investment vehicle for both retail and institutional investors is the

investment fund.!”® The investment strategy of the investment fund is predetermined, and

clients can choose to either opt in or to not invest in it at all. The fact that end beneficiaries

172 EFAMA (n 120) 3.

173 ibid 6.
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informed basis. 174 End beneficiaries Source: EFAMA, Asset Management in Europe (11" edn 2019) 6.

should then be able to evaluate if a
fund’s strategy aligns with their investment preferences.'’®

True, the main problem concerning the possibility of regulating the activities of
foreign institutional investors through German regulatory initiatives remains, but is less
salient with regard to end beneficiaries than investee companies. The reason lies in the
‘home bias’ that is typically inherent in the process of selecting asset managers (see Figure
5). Based on this bias, German end beneficiaries will tend to frequently select German
funds to manage their assets, so that any legislative initiative that improves the activities
of Germany-based funds will disproportionately benefit German institutional and retail
investors.!’

As we saw above, the largest investors in DAX companies, both foreign and German,
already have adopted some type of a stewardship agenda in their investment strategy. This
may be based on a foreign national code or on domestic or international standards of best
practice, typically on a voluntary basis. Should any German stewardship initiative be
forthcoming, it would naturally be more effective in addressing domestic small and

medium size institutional investors.}’” A national regulatory framework for stewardship,

174 FairPensions, ‘Submission to the Financial Reporting Council’s Consultation on a Stewardship Code

for Institutional Investors’ (2010) <https://www.frc.org.uk/getattachment/83053ff7-b196-4912-9072-
d770914029e3/FairPensions-response;.aspx>.

See text accompanying n 60 above.

176 Rob Bauer, Gordon L Clark and Michael Viehs, ‘The Geography of Shareholder Engagement:
Evidence from a Large British Institutional Investor’ (2013) <https://ssrn.com/abstract=2261649>
accessed 6 January 2020.

Qualitative analysis of the responses of UK stakeholders in the context of the public consultation for
the UK Stewardship Code 2010 has showed that medium and small-size asset managers were
reluctant towards the introduction of the Code basically because of the costs to be borne with regard

175
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even if it does technically not bind foreign investors, may still support domestic
institutional investors or end beneficiaries in their selection of domestic asset managers
and institutional investors respectively. If stewardship is compatible with end
beneficiaries’ preferences, and if there is an efficient mechanism of monitoring
stewardship activities, the adoption of stewardship regulation can give a competitive
advantage to institutional investors and asset managers that adopt stewardship activities
either on a mandatory or on a voluntary basis.!’

Further benefits from a German code may be expected in less salient areas. For
example, a German code may simply define expectations of what policy makers believe
good stewards should do, even though enforcement powers may be limited. It would
equally standardise market practices, which are currently, as we have seen, relying on a
patchwork of foreign and international standards as well as domestic industry initiatives.
It would clarify the obligations and reporting requirements of investee companies and
define legally acceptable practices, such as to what extent ‘acting in concert’ is
permissible. In sum, a stewardship code would contribute to improving the market culture
of the German capital market, essentially a public good that requires a neutral,

government-led approach.t’

V. CONCLUSION
This paper has explored the role of shareholder engagement and stewardship in the
German context. Although shareholders have taken a more assertive role as active
investors recently, it is surprising to see the comparative reluctance of the German
government towards promoting a stewardship code that would define and promote
engagement practices. Thereby, Germany is swimming upstream by refusing to follow
the international trend towards such a code of best practices.

While many doctrinal and functional arguments are advanced to explain this
refusal, this paper has argued that the main reason for Germany’s reluctance may be
rooted in politics: simply put, the comparatively small size of the German fund industry

relative to the economy may explain why regulating it may not be the government’s top

to the fulfilment of stewardship obligations. Some of these asset managers were namely F&C
Investments, M&G Investments, Rathbone Investment Management, Rothschild Wealth Management
(UK) Ltd, Royal London Asset Management, South Yorkshire Pensions Authority. Most of the
initially reluctant asset managers have since been categorized as Tier 1 asset managers.

According to a survey by CREATE-Research/DWS, stewardship is a central competition factor for
passive investment funds (Amin Rajan, ‘Passive Investing 2019, The rise of stewardship’ (CREATE-
Research/DWS 2019) <https://www.dws.com/de-de/unser-profil/medien/medieninformationen/laut-
einer-von-der-dws-gefoerderten-pensionskassenumfrage-ist-stewardship-ein-zentraler-
wettbewerbsfaktor-fuer-passive-vermoegensverwalter/> accessed 6 January 2020).

179 For a similar conclusion, see Baums (n 132) 615.

178



- 38 -

priority. Instead, the German position is following traditional patterns of domestic
corporate governance and law.

Still, T argue that a stewardship code would be a useful complementary instrument
for the German market. It would standardise market practices, improve market culture,
and clarify the obligations of investee companies. Most importantly, however, it would
benefit domestic investors that are typically ‘home biased’ and thereby frequently
disproportionately invested in domestic funds.

The implementation of SRD II into German law should therefore not be seen as
the end of the debate. Rather, we should strive to continue our efforts towards

strengthening engagement and accountability in the German market.
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