Hermes Pensions Management <http://www.hermes.co.uk/>

· Ownership: 

· BT Pension Scheme, also largest client

· Clientele: 

· over 200 clients, pension funds, insurance co., etc., incl. CalPERS, OTAA 

· Assets managed: 52 billion pounds ($95 billion)

· Size of corporate governance dept.: 

· 45 people—more than twice any other institution, including CalPERS, with which it has a close relationship

· intervention in corporate governance is costly: Hermes spend roughly half of 8 million pounds spent annually by fund managers on ownership activities

· cf. roughly 8 billion spent on commission, taxes, etc. for trades

Hermes Focus Asset Management (HFAM)

Hermes Focus Asset Management (HFAM) is an FSA regulated fund management company 100% owned by Hermes. HFAM manages a number of UK Focus Funds on behalf of 37 large institutional pension and insurance funds based in the UK and overseas. The UK Focus Funds invest in under performing UK companies and HFAM seeks to improve long-term value engaging in relational shareholder programmes. HFAM prefers to conduct these programmes in private rather than the glare of publicity. HFAM’s clients include some of the largest pension funds in the UK as well as major pension funds/insurance companies in North America, Europe and Japan. HFAM’s first fund started to invest on 1 st October 1998. The funds aim to achieve an outperformance on a three year rolling basis of an average 5% p.a. over the FTSE All Share total return index.

· UK Focus Funds

· “Shareholder engagement funds”

· first such funds offered by a major investment institution (1998)

· Clientele:

· 37 large institutional investors

· Objective

· add value to Hermes’ clients’ 3,000 public company investments worldwide

· goal of rolling three-year avg. of 5% p.a. over FTSE All Share total return index 

· Philosophy

· long-term interests of clients dictate long-term holdings and require intervention to ensure that companies are well-run and achieving performance potential

· Operation

· Focus Funds buys shares from Hermes core index fund and sells them back at a gain

· Holdings

· 2 bn pounds

· underperforming companies which are fundamentally sound but are undervalued due to a variety of strategic, financial or governance issues

· 2 to 3 percent of 12 to 15 companies at any given time

· Role of corporate governance team

· asks questions and expect answer to make good business sense

· Range of intervention 

· issues such as composition of boards, independence of directors, and executive pay

· Performance

· BT Pension Scheme, an initial investor in the Focus Funds, had 8 percent annual return through Dec. 2003 compared with 1.6 percent return for FTSE benchmark (but seems to imply that BT Pension Scheme had other investments as well)

· activities create billions of dollars in positive externalities, that is, for the the shareholders of the other 98% of stock

· Interventions

· Focus Funds have been associated with a management shakeout at the telecommunications company Cable & Wireless and with strategic changes at Kingfisher, Premier Oil, Six Continents, Smith & Nephew, Tomkins, Trinity Mirror Group, and others.

Hermes Principles

Published in 2002, the Hermes Principles set forth what Hermes thinks companies should do to increase their shareholder value in the long term.1

Communication

1. Honest, open dialogue

Financial

2. Systems in place to identify value-maximizing activities and skills

3. Investment plans tested for long-term value

4. Capital allocated to exploit core growth opportunities rather than unrelated diversification

5. Cost-effective incentives to maximize long-term value

6. Efficient capital structures to minimize long-term costs

Strategic

7. An accurate understanding of the strengths of the business model and of the forces driving growth

8. Clear insight into why the company is the "best parent" of any business

Social, ethical, environmental

9. Effective relationships with stakeholders; regard for the environment and society as a whole

10. Measures that minimize the transfer of adverse costs to society at large

All quotes from “Agenda of a shareholder activist,” an interview with David Pitt-Watson, the managing director of Hermes Focus Asset Management (HFAM).





The 2004 article can be found at the following address: http://www.mckinseyquarterly.com/article_page.aspx?ar=1418&L2=39&L3=3





� “Hermes had long believed we could make certain companies in our portfolio more valuable in the long term if we took initiatives aimed at improving governance. The problem is that this kind of activity becomes quite costly quite quickly. In addition to investment managers, you need teams that include former directors of public companies, strategic consultants, auditors, investment bankers, lawyers, corporate-governance experts, and PR people. The Focus Funds gave us the opportunity to assemble such a group of people by earning a direct return on their activities.”





� “Our investments’ ultimate beneficiaries—those who hold pension and life insurance policies—need their funds to perform well for a really long time: 30, 40, or even 50 years. That kind of outperformance is unlikely to be achieved just by buying and selling to achieve relative performance. It requires the companies we invest in to be well run and achieve absolute performance. So if we have a problem with a company, we are likely to intervene.”





� “The funds take a stake in companies already held in the Hermes core index fund. We then intervene in a way that we believe will improve the value of the company, and when that change takes place and the shares are revalued we sell back down to the core holding.”





� “The Focus Funds look for companies whose performance raises concerns—perhaps a falling share price, perhaps questionable strategic actions. The concerns might come from our analysts or from the brokerage community. Very often they come from other fund managers. We then ask three things. Is it fundamentally a good company? Usually, we don’t get involved with the worst companies; it would be daft to risk losing our clients’ money. The companies we pick are often very strong but have particular issues that we feel we can help resolve. We then ask whether resolving the problems would make these companies worth at least 20 percent more. That’s the sort of hurdle we set. And finally, we ask if the boards and shareholders of these companies would be willing to have a dialogue with us. Therefore we tend to invest in strong companies, with boards we believe are open-minded enough to accept change.


“Once invested, we’re very up-front about the nature of our investment and the issues we want to discuss. Successful involvement usually goes on for two or three years before we sell. Usually, it’s amicable. It should be a good ownership relationship. But of course it doesn’t always work that way.”





� “We take a different approach with the Focus Funds. We would say that when we buy a share it is probably fairly priced. But it is priced in a way that reflects skepticism about its future prospects. We try to change those prospects, but the people we employ know it’s inappropriate for a fund manager to be telling the board to do this or that. It’s for the board to run the company, and it’s for the board, ultimately, to make the decisions about what should be done.


“What it is legitimate for us to do, and what our teams are well qualified to do, is to ask questions and expect the answers to make good business sense. So we try very hard not to say, "We believe you should dispose of this or that." Instead we ask, "Why do you continue to invest in an unprofitable business?"


“We have several other advantages that allow us to engage companies in the way we do. When the Focus Funds buy into a company, Hermes will have been a shareholder in it for many, many years through the index fund. When the Focus Funds sell, Hermes will remain a shareholder for many, many years. That strengthens our credibility with companies.”





� “There are different ways you can think about this. Our performance isn’t on the public record. But the BT Pension Scheme, an initial investor in the Focus Funds, had almost a 49 percent return up to the end of December 2003—41 percent above the FTSE total-return benchmark. That’s not bad over five years. It equals an 8 percent annual return, versus a benchmark of 1.6 percent. At any one time, the UK Focus Fund might hold 2 or 3 percent of the stocks of 12 or 15 companies.


“But our involvement actually improves the performance of the whole company, not just 2 percent of it. Looked at this way, the value of our activities is tens of billions of pounds of benefit to all other investors.


“On top of that, Hermes campaigns for good governance in the hundreds of companies in its index fund. From time to time, Hermes engages directly—trying to use a light touch—with some of these companies about issues of board composition, board renewal, and strategy, even though they aren’t in the Focus Funds. This, we believe, adds value too.”








