PASSIVE
MANAGERS,
ACTIVE
OWNERSHIP
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Passive managers are increasingly gaining market share
relative to active managers, and now own significant
portions of the broad equity markets. For example,
almost 40% of US equity assets under management are
held in passive vehicles, more than twice the level from
about 10 years ago.

But passive management should not be about just In contrast to active managers, who have the ability to
tracking a broad market index. Given their scale, sell out of a holding to signal their views on the future
passive managers are in a unique position to effect prospects of a company, passive equity managers
change, not only within a company but also across the are, by nature, long-term shareholders. They are,
wider market, on a number of important governance therefore, just as exposed to risks around corporate
and sustainability issues. governance and environmental and social concerns as

active investors, while also being in a strong position
to engage with and positively influence companies on

these issues.
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HOW TO ASSESS PASSIVE MANAGERS’ STEWARDSHIP

In 2014, Mercer started formally reviewing and rating
the largest passive managers on their active ownership
activities, with the introduction of our environmental,
social and corporate governance passive (ESGp) ratings.

Our approach focused on understanding the voting
and engagement process, the resources required
to implement stewardship responsibilities, internal
initiatives to promote and enhance ESG integration,
and the level of firm-wide commitment and industry
collaboration that the managers undertake.

WHAT IS BEST PRACTICE?

With these factors in mind, we assessed the
extent to which these managers were exercising
their ownership responsibilities.

In 2016, we revisited this research and extended ESGp
ratings to a wider range of passive equity managers,
who collectively control more than $4.8 trillion in
passive equity assets and over $14 trillion in total
assets (as at June 2016). The aim was to review each
manager’s progress and evaluate how industry practice
has evolved in recent years.

Overall, we have seen a positive trend in the
development of best practice on active ownership;
however, we believe more can be done. Our results
showed a greater distribution of ratings across ESGp1
(highest) and ESGp4 (lowest) in 2016, compared with
2014. Attaining our highest rating is not easy, but we
have seen some instances of what we would consider
best practice.

We see this emerging where passive managers are
considered leaders in their stewardship activities,
with a consistent approach to voting and engagement
at a global level. Policies should be clearly articulated
and transparent, with the resources, systems and
expertise in place to ensure that these activities are
implemented and communicated effectively.

We expect the policies of leading managers to clearly
and proactively address environmental and social
issues in order to vote effectively and engage with
companies, rather than abstaining or just focusing on
corporate governance issues.

Best practice further demands that engagement

is undertaken in a thoughtful manner and typically
done at the company, industry and regulatory levels.
It’s not just about exercising a vote at company
meetings; a level of engagement that takes place in the
background is often essential in whether to vote along
with company management, or even to abstain.

Leading managers are also active
collaborators with other institutional
investors on ESG issues, such

as engaging with regulators and
policymakers to drive market practice
forward. The “Aiming for A” investor
coalition engaging with companies
and encouraging successful climate
change-related shareholder
resolutions is a great example of
such activity.
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WHERE THERE’S ROOM FOR IMPROVEMENT

Asset managers are coming under greater scrutiny,
and asset owners have become more vocal in holding
their managers accountable for their voting policies
and actions. In particular, large passive managers have
come under growing criticism for their voting actions,
specifically as they relate to a perceived inconsistency
between their voting policies and their public positions
on various topics, such as climate change.

We believe managers need to be more clear and explicit
in communicating how they implement their voting
policies and why voting actions may differ from stated
policies or positions. Asset owners should be aware of
the rationale behind managers’ votes and assess the
level of engagement that managers undertake to arrive
at their decision.

Most passive managers have thoughtful approaches
to engaging with companies on corporate governance
matters, but we believe more can be done around
engaging on environmental and social issues.

Data from managers has shown that engagement

on environmental and social issues can range
anywhere from about one-tenth to one-third of

total engagements.

Furthermore, the Interfaith Center on Corporate
Responsibility (which focuses on shareholder
proposals during the US proxy voting season) has noted
that the number of shareholder proposals generally -
and climate change-related resolutions in particular

- increased from 2014 to 2016. We expect this trend to
continue as ESG issues increasingly appear on agendas
at annual general meetings (AGMs), and believe asset
managers must be clear on how they are engaging with
companies to resolve these broad issues.

The International Corporate Governance Network’s
February 2017 article “Governance Questions Posed by
the Changing US Political Landscape” reviews a range
of governance challenges posed by the shifts in US
politics, reinforcing the importance of a consistent
voice from long-term investors.

In conclusion, as asset managers prepare to ask
their investee companies challenging questions

during the next round of AGMs, so too should asset
owners be preparing to ask their managers how they
implement their voting and engagement policies and
communicate these to investors. The approaches

to active stewardship can vary significantly across
passive managers, and investors should have a clear
understanding of what their managers are doing.

Mercer believes ESG risks and opportunities can

have a material impact on the long-term risk and
return outcomes; and taking a sustainable investment
view is more likely to create and preserve long-term
investment capital. Furthermore, we believe active
ownership - through voting and engagement - helps
the realization of long-term shareholder value and
provides diversified investors an opportunity to
enhance the value of companies and markets they hold
for the long term. This is the active side of passive
management, and it must not be ignored.
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ABOUT MERCER

At Mercer, we make a difference in the lives of more than 110 million
people every day by advancing their health, wealth, and careers.
We’re in the business of creating more secure and rewarding
futures for our clients and their employees — whether we’re
designing affordable health plans, assuring income for retirement,
or aligning workers with workforce needs. Using analysis and
insights as catalysts for change, we anticipate and understand the
individual impact of business decisions, now and in the future. We
see people’s current and future needs through a lens of innovation,
and our holistic view, specialized expertise, and deep analytical
rigor underpin each and every idea and solution we offer.

For more than 70 years, we’ve turned our insights into actions,
enabling people around the globe to live, work, and retire well. At
Mercer, we say we Make Tomorrow, Today.

For further information, please visit
www.mercer.ca

Join the conversation:
On Twitter: @MercerCanada
On LinkedIn: www.linkedin.com/company/mercer-canada

Important Notices

References to Mercer shall be construed to include Mercer LLC and/or its
associated companies.

© 2017 Mercer (Canada) Limited. All rights reserved.

This contains confidential and proprietary information of Mercer and is
intended for the exclusive use of the parties to whom it was provided

by Mercer. Its content may not be modified, sold or otherwise provided,

in whole or in part, to any other person or entity without Mercer’s prior
written permission. Mercer does not provide tax or legal advice. You should
contact your tax advisor, accountant and/or attorney before making any
decisions with tax or legal implications. This does not constitute an offer
to purchase or sell any securities. The findings, ratings and/or opinions
expressed herein are the intellectual property of Mercer and are subject
to change without notice. They are not intended to convey any guarantees
as to the future performance of the investment products, asset classes or
capital markets discussed. For Mercer’s conflict of interest disclosures,
contact your Mercer representative or see www.mercer.ca/en/terms.
html. This does not contain investment advice relating to your particular
circumstances. No investment decision should be made based on this
information without first obtaining appropriate professional advice and
considering your circumstances Information contained herein has been
obtained from a range of third party sources. While the information is
believed to be reliable, Mercer has not sought to verify it independently. As
such, Mercer makes no representations or warranties as to the accuracy of
the information presented and takes no responsibility or liability (including
for indirect, consequential, or incidental damages) for any error, omission or
inaccuracy in the data supplied by any third party. Investment management
services in Canada provided by Mercer Global Investments Canada Limited.
Investment advisory services provided by Mercer (Canada) Limited.

»>«» MARSH & MCLENNAN
P

© 2017 Mercer (Canada) Limited. All rights reserved.



https://www.mercer.ca/en/terms.html
http://www.mercer.ca
http://www.twitter.com/@MercerCanada
https://www.linkedin.com/company/mercer-canada/



