PLSA STEWARDSHIP GUIDE AND VOTING GUIDELINES 2020

SECTION 1: BOARD LEADERSHIP AND COMPANY PURPOSE

An effective board is crucial to setting a positive company purpose, set of values and culture.
The board should be diverse and committed to contributing to the long-term success of the
company and the boardroom culture must enable each of the directors to contribute
effectively and create a whole greater than the sum of its parts.

Company leadership, purpose and culture vary widely and investors should work with their
advisers and managers to consider which issues are most likely to be material to value-
generation. For instance, one company might have an issue with its supply chain and
another an issue with staff retention.

The role of culture

Investors might underestimate the value of an organisation’s culture, but given its
materiality to long-term corporate performance, schemes should consider and ensure they
ask their managers to engage on this topic with investee companies.

An accurate assessment of a company’s culture is not an easy task but can provide vital
insight into that company’s intrinsic value, as well as any emerging risks (and opportunities)
the business faces currently or is likely to face in the future. Cultural failures can damage
corporate reputation and substantially affect investment returns. The 2018 UK Corporate
Governance Code more clearly highlighted the role of the board in particular in determining
and assessing a company’s culture and values.

Culture is difficult to assess, but there are performance metrics available that can be helpful
for raising questions. The PLSA has undertaken significant work on the value of an engaged,
motivated and skilled workforce including a range of proxy metrics28, tailored to specific
sectors, for investors to use in assessing company culture through the use of different
sources of information including their communications with employees, shareholders and
wider stakeholders.

Evidence base

Shareholders will naturally look at financial results, as well as for wider evidence that the
Chair and the board as a whole are adhering to the spirit of the Corporate Governance Code’s
Principles. For instance, significant pay discrepancies between a company’s senior executives
and the rest of the workforce, as well as gender or ethnicity pay gaps, can be signifiers of
wider issues with a workplace’s culture and processes.

Clarity on company strategy, culture and the business model should flow through every part
of the Annual Report. This should include information on a company’s employment model
and working practices, given their materiality to a company’s long-term performance, and
how this is linked to the firm’s culture and purpose.

The Annual Report should have clear information on workforce engagement and draw clear
links between any employee survey findings, actions undertaken in response and the
(expected) impact. Key metrics include employee turnover and employee survey follow-up.

28 Further information can be found in Understanding the Worth of the Workforce — a Stewardship Toolkit for
Pension Funds (PLSA, 2016).
- 29 p—



The Strategic Report should clearly articulate how the company’s key assets contribute to the
generation of sustainable value creation. Clear connections should be apparently between
chosen financial and non-financial priorities and KPIs selected by the company. Defined
outcomes desirable for the company and its stakeholders should be measurable and
incentivised by being integrated into remuneration arrangements that apply appropriate
outcome measures over a reasonable time horizon.

Shareholders may want to undertake closer analysis of the narrative within company
statements, noting the tenor and language used in describing the approach to the workforce
and stakeholders and considering whether this bears out messaging from the Chairman and
CEO statements about the aims and culture of the company. A feeling of alignment and
consistency should be apparent throughout the document.

Leadership purpose and culture can be difficult to evaluate purely through reading company
reports, however, and should be enhanced by shareholder engagement that has a central role
to play in reviewing corporate behaviour and assessing performance on an ongoing basis.

The best indicators to use will depend on the situation, the context and the specific
environment a company operates in. Investors should look for reliable and consistent
sources of data, which allow comparison over time and with others in the sector.

What does good company behaviour look like?

v' Corporate purpose, culture and values are aligned with company
strategy. This alignment should continue through the recruitment, performance
management and reward structures, all of which should be aimed at incentivising
behaviour which is consistent with the company’s purpose and values.

v" There is a clear link between good performance, the effectiveness of the
board and results delivered in a way which is consistent with the
company’s stated strategy. Any weakness in performance should be adequately
explained and should not be as a result of imprudent management, poor judgement
or weakness in corporate governance that are not being directly addressed. Any
weakness in performance should rather owe to external factors over which the board
has limited control.

v Boards demonstrate awareness of their s.127 Duties under the 2006
Companies Act. This is a requirement for Directors to have regard to other
stakeholders, including workers, customers, suppliers and wider society and the
environment. This should include evidence of a plan for engagement with
stakeholders, as well as activities undertaken and consequent outcomes.

v" Boards demonstrate positive relationships with key stakeholder
constituencies. Boards should be able to communicate how stakeholder
perspectives are fed into boardroom considerations. This should include
shareholders — the quality of this dialogue is vital for assessing culture in particular.

v" The Annual Report as a whole offers a fair, balanced and understandable
assessment of the company’s prospects and position. It should cover both
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