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Table 4. Reactive engagement and inside engagement

Table 5 below covers all four levels of shareholder engagement and
additional examples of institutional investors.

In addition to a hedge fund that practises high frequency trading,
examples of “no engagement” include an exchange traded fund that
lends the shares in their portfolio and a mutual fund shat is subject to
regulatory voting restrictions. They are all for-profit institutions, with
short-term liabilities, diversified portfolio structures and without
any specific political or social objectives. An important difference
among them is the fee structure. The hedge fund typically has a per-
formance fee structure, the mutual fund a flat fee structure based on
assets under management of the fund and the exchange traded fund
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doesn’t charge any fees to its investors, but generates income from
share lending. While the hedge fund pursues an active quantitative
investment strategy based on sophisticated software and co-location
services offered by stock exchanges, both the mutual fund and the
ETF pursue a passive indexed strategy. For mutual funds subject to
legal limitation on engagement, this is a decisive regulatory condi-
tion for their ownership engagement.

For the reactive engagement level, the two examples in Table 5
are a public pension fund and a sovereign wealth fund with a local
investment arm. Both are not-for-profit institutions with a long-
term liability structure. However, while the sovereign wealth fund
has an active fundamental investment strategy for its diversified
portfolio, the pension fund pursues a passive index strategy with the
same portfolio structure. This means that the SWF buys and sells
shares based on company specific information. The pension fund,
however, composes its portfolio based on a pre-defined index. The
pension fund is typically expected to hold a larger number of com-
panies than the SWF. In both cases, there is some political influence
as governments directly appoint or can influence the appointment
of managers of the institutions. Additionally, the pension fund has a
requirement to vote their shares. With both differences and similar-
ities in their business models, they can both be classified as “reactive
engagement”.

Alpha engagement is illustrated by a private equity firm and a
hedge fund. The private equity firm is a closed end investment pool
with a long term (or at least defined) liability structure. The hedge
fund on the other hand, is structured as an open-ended pool with
withdrawal options for investors and a short-term (or undefined)
liability structure. The rest of the determinants are the same for the
two of them; they both have an active fundamental investment strat-
egy, concentrated portfolios and a performance related fee structure.
Neither of them is under any political or social pressure for share-
holder engagement, nor do they have any engagement requirements
or limitations. Without any legal or regulatory requirements to seck
returns above market benchmarks they both - but through different
means - exercise a high degree of ownership engagement.

The last level of ownership engagement, inside engagement, is
illustrated by a SWF and a closed-end investment company. Both
with controlling or significant stakes in listed companies. The SWF,

132



Institutional Investors as Owners

as a government investment arm, is a not-for-profit institution with
political incentives. The bank is a for-profit institution without any
political or social requirements in terms of ownership engagement.
Neither of them have any short-term liquidity constraints and both
pursue a passive fundamental investment strategy with a portfolio
that consists of a limited number of companies. Their engagement
is typically characterized by direct involvement in the decision-mak-
ing process of a company, often through participation on company
boards.

There have been other attempts to classify institutional inves-
tors.”s The taxonomy presented above differs from most of them,
since it does not aim at grouping different categories of institutional
investors based on a specific and systematic criteria. Rather, the pur-
pose is to show that in terms of ownership engagement, different
institutions from two different categories may have more in com-
mon than two institutions from the same category. While the tax-
onomy is highly simplified, it is obvious that the informed reader,
by using examples from real life, can come up with an almost endless
number of combinations of features and choices that in different
ways influence the character and degree of ownership engagement.
And at this stage, there are at least three important messages:

5 TFor instance, Goyer (2006) identifies four features that point to systemic dif-
ferences between institutions: (i) the mode of collecting funds and issuing
payments, (ii) the time horizon and liquidity constraints, (iii) the managerial
incentives and (iv) the process of picking portfolio companies. Another classifi-
cation provided by Camara (2005) is related to the dominant incentive creating
forces. According to this classification, there are market driven investors which
are principally motivated by financial gains (e.g. hedge funds, mutual funds),
politically driven investors that are motivated by a need for the consent of oth-
ers, like elections (e.g. public pension funds) and socially driven investors that
are insulated from market and political forces by some combination of wealth,
social position or training.

A recent study from Papaioannou et al. (2013) classifies institutional inves-
tors’ main characteristics in four groups: (i) short-term liquidity needs, (ii) reg-
ulatory constraints, (iii) peer pressure and (iv) financial stability responsibili-
ties. For instance, pension funds have relatively low short-term liquidity needs
due to their long-term liability structure under high regulatory constraints. On
the other hand, endowment funds with very few liabilities and without reg-
ulatory constraints are able to pursue a long-term strategy with a significant
allocation to illiquid assets.
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1. In order to understand the level of ownership engagement we

need to identify a whole range of different determinants.

2. Legal or regulatory requirements for voting may have little effect
on ownership engagement if other and more dominant determi-

nants for ownership engagement remain unchanged.

3. Institutions with the highest degree of engagement typically
have no regulatory obligation with respect to the degree of their

ownership engagement.

Table 5. Corporate governance taxonomy of institutional investors
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