The rights of
perpetual creditors

Stewardship in fixed income

1. Based on our observations, corporates have consistently

“Equity shareholders have all the power to increased leverage (and achieved falling credit ratings) over
exert influence over company management the last 30 years. They are not issuing fresh equity on the
and corporate strategy”. whole, providing less need to appease new equity investors.

2. Equity is perpetual - a seller is replaced by a buyer
(although that buyer may be the company). This supports
the case for stewardship in equity, particularly passive equity,
where investors will be perpetual shareholders.

False.
What was an accepted wisdom for many years
has, in our opinion, been dispelled in recent times.

3. But large borrowers, with or without listed equity, are
likely to refinance rather than repay debt. They will work
to have liquid bonds trading in various markets, so they have
as many sources of funding as possible. This means they
are continually launching new issues, requiring engagement
with creditors, and long-term holders of debt are likely to be
perpetual creditors of these borrowers.

Equity shareholders do have significant powers,

most notably the power to vote at shareholder meetings
and thus the power to potentially directly influence

the appointment and remuneration of board members
and senior management, as well as the outcome of
share issuance and buybacks, mergers and takeovers.

Conversely, bondholders do not, except (sometimes) 4. The recent pandemic has led many entities to borrow
in the case of bankruptcy or change. significant amounts of money from the government,

the banks and the market. We believe that not all borrowers
However, there are four crucial points that can will be able to repay this extra debt in the short-term and will
be overlooked. have a greater need to consider the interests of bondholders

for some years to come.

So, stewardship in fixed income is a position of significant
influence for all borrowers, not just corporates.
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Most active fixed income managers have recognized

this for some time and have been improving their
stewardship activities with borrowers, including sovereign
and government-related issuers, although some houses
are notably lagging peers in their efforts.

Many indexation managers now consider themselves as
long-term stewards of their clients’ equity capital (see our
previous paper: “Looking to improve stewardship”). Based
on our experience, indexation manager have not regarded
themselves as long-term stewards of fixed income capital.
Further, they seem to conduct little to no engagement with
bond issuers that do not have listed equity.

Defined benefit pension plans approaching maturity are
selling return-seeking assets (including equities) and
reinvesting the proceeds into credit. There may also

be a similar shift in the baby-boomer generation’s own
portfolios as they progress towards retirement.

At the moment, we believe this means stewardship
activity in investors’ total portfolios is likely to decrease
as they switch to fixed income, particularly if they invest
in passive strategies or those with high exposure to
issuers without listed equity.

We recommend investors raise the issue of stewardship
with managers before they invest in fixed income
mandates and hold managers accountable to objectives
to ensure the level of oversight is not diminished.

The minimum standards for indexation strategies is
evolving and we feel that what may have been acceptable
five years ago simply won’t work anymore. Investors
need to play an active role in engaging with their
managers on the topic to ensure the industry continues
to move forward.

We find this disappointing given the considerable amounts of
money in passive fixed income mandates, and also surprising
given the increasing number of ESG-tilted fixed income
strategies. Additionally, some of these large managers

make great efforts to tout their stewardship credentials.
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Improving practice
In our view steps that indexation managers should consider
to improve their stewardship activity include:

Recognizing that the interests of equity and credit
investors coincide in many cases but sometimes conflict,
e.g. during takeovers, bankruptcies, share buybacks,

and establishing policies to deal with those conflicts.

Engaging with corporate issuers on a regular basis and
considering the interests of all investors when doing so.
For example, when engaging on C-suite compensation
metrics, it might be relevant to include a duty to consider
the interests of all relevant stakeholders rather than just
equity holders.

Engaging with government-related issuers on a regular
basis, particularly in ensuring the Board is not dominated
by political appointees but includes members with
experience appropriate for the industry or activity the
issuer is involved in.

Engaging with sovereign issuers on a regular basis.

The topics covered will be rather different than those
which matter for corporations but the aim should be the
same: to improve the overall characteristics of the issuer.
We do not agree that engagement with government
borrowers is likely to be ineffective but we recognize that
it is more likely to lead to improvements when a sovereign
is issuing debt denominated in a currency not their own.
We would expect managers running global government
bond mandates to engage with government issuers.
Engaging with service providers of securitized issues

on a regular basis, particularly in ensuring they are not
pursuing policies that may result in reputational damage,
for example, inappropriately aggressive pursuit of
delinquent borrowers.

Improving their reporting systems so they can report
engagement activity on a mandate-by-mandate basis,
rather than at the overall firm level. This will become
necessary given Trustees’ need to demonstrate to their
members (and the regulators) that they are effective
stewards of the capital they oversee.

We encourage indexation managers
to review their stewardship activities
and improve practices so they

cover the full range of assets under
management to a consistent standard.


https://www.willistowerswatson.com/en-US/Insights/2019/10/looking-to-improve-stewardship
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Disclaimer

The information included in this presentation is intended for general educational purposes
only and does not take into consideration individual circumstances. Such information
should not be relied upon without further review with your Willis Towers Watson consultant.
The views expressed herein are as of the date given. Material developments may occur
subsequent to this presentation rendering it incomplete and inaccurate. Willis Towers
Watson assumes no obligation to advise you of any such developments or to update the
presentation to reflect such developments. The information included in this presentation is
not based on the particular investment situation or requirements of any specific trust, plan,
fiduciary, plan participant or beneficiary, endowment, or any other fund; any examples or
illustrations used in this presentation are hypothetical. As such, this presentation should
not be relied upon for investment or other financial decisions, and no such decisions should
be taken on the basis of its contents without seeking specific advice. Willis Towers Watson
does not intend for anything in this presentation to constitute “investment advice” within
the meaning of 29 C.F.R. § 2510.3-21 to any employee benefit plan subject to the Employee
Retirement Income Security Act and/or section 4975 of the Internal Revenue Code.

Willis Towers Watson is not a law, accounting or tax firm and this presentation should not

be construed as the provision of legal, accounting or tax services or advice. Some of the
information included in this presentation might involve the application of law; accordingly,

we strongly recommend that audience members consult with their legal counsel and other
professional advisors as appropriate to ensure that they are properly advised concerning
such matters. In preparing this material we have relied upon data supplied to us by third
parties. While reasonable care has been taken to gauge the reliability of this data, we provide
no guarantee as to the accuracy or completeness of this data and Willis Towers Watson and
its affiliates and their respective directors, officers and employees accept no responsibility
and will not be liable for any errors or misrepresentations in the data made by any third party.

This document may not be reproduced or distributed to any other party, whether in whole or
in part, without Willis Towers Watson’s prior written permission, except as may be required
by law. In the absence of its express written permission to the contrary, Willis Towers
Watson and its affiliates and their respective directors, officers and employees accept no
responsibility and will not be liable for any consequences howsoever arising from any use of
or reliance on the contents of this document including any opinions expressed herein.

Views expressed by other Willis Towers Watson consultants or affiliates may differ from the
information presented herein. Actual recommendations, investments or investment decisions
made by Willis Towers Watson and its affiliates, whether for its own account or on behalf of
others, may not necessarily reflect the views expressed herein. Investment decisions should
always be made based on an investor’s specific financial needs.

About Willis Towers Watson

Willis Towers Watson (NASDAQ: WLTW) is a leading global advisory, broking and

solutions company that helps clients around the world turn risk into a path for growth.

With roots dating to 1828, Willis Towers Watson has 45,000 employees serving more

than 140 countries and markets. We design and deliver solutions that manage risk,
optimize benefits, cultivate talent, and expand the power of capital to protect and
strengthen institutions and individuals. Our unique perspective allows us to see the critical
intersections between talent, assets and ideas — the dynamic formula that drives business
performance. Together, we unlock potential. Learn more at willistowerswatson.com.
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