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Executive summary

Pension funds play a linchpin role in Western, capitalist economies by allowing citizens to save for their 
future, and are generally viewed as fundamental to the stability and long-term orientation of the production 
system as a whole.4 It is essential to ensure that there is clarity as to society’s expectations of them. In 
theory, they have the correct incentives to engage with investee companies to steer them towards the 
long-term. Yet evidence suggests this is not happening despite escalating soft law interventions.

Environmental, social and governance (ESG) risks are increasingly seen as financially material, both in 
positive terms (high ESG performance is correlated with improved long-term financial performance)5 and in 
negative or defensive terms (ignoring them can result in lower returns or losses, directly through stranded 
assets, and indirectly through the vulnerability of investee companies to regulatory investigations, litigation, 
regulatory changes and reputational/brand damage).

Although trustees across the EU are legally permitted to take account of ESG factors in making investment 
decisions, the law in this area is vague and ill-defined. Furthermore, it appears that many investors are 
reluctant to factor these risks into their analysis, preferring instead to take a short-term, purely quantitative 
approach to management of risks across their portfolio. 

The current state of the law on fiduciary duties is uncertain and it is unlikely that the courts will have 
adequate opportunities in the near future to clarify matters. It would therefore be extremely helpful to 
have clarification at the EU (and national) level about the extent of the discretion available to pension 
fund trustees. Many investors want to take account of ESG risks in their policies and decision-making but 
are currently being held back by legal uncertainties and (ill-founded) fear of liability. Guidance from the 
Commission would embolden pension funds to play the role that is expected of them by their beneficiaries 
and society. 
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The content of 
fiduciary duties
Pension fund trustees, as well as trustees of other 
trust-based investment funds, owe fiduciary duties 
to their beneficiaries. These duties are imposed on 
trustees through a combination of judge-made and 
statutory rules6 on the basis that beneficiaries are 
dependent upon the exercise of their discretionary 
powers. This includes the power to select appropriate 
investments directly and to appoint a range of 
intermediaries, including investment managers and 
consultants to provide advice on asset allocation and 
carry out transactions.

A fiduciary owes a duty to act prudently (that is, 
conduct their affairs with ‘such care as an ordinary 
prudent man would take if he were minded to 
make an investment for the benefit of other people 
for whom he felt morally bound to provide)7. This 
procedural duty requires trustees to take expert 
advice where necessary, to monitor those to 
whom investment decisions have been delegated, 
and to diversify their portfolio. In the UK, this has 
been interpreted so that trustees are ‘judged by 
the standards of current portfolio theory, which 
emphasises the risk level of the entire portfolio rather 
than the risk attaching to each investment taken in 
isolation.’8 Fiduciaries also owe a duty of loyalty which 
requires them to act in good faith in the best interests 
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of their beneficiaries, avoid conflicts of interest, not to 
profit from their position, exercise powers for proper 
purposes and not to fetter their discretion. 

There is a lack of case law in the UK and elsewhere on 
fiduciary duties in the investment chain9, and indeed 
on the precise scope of the duties of pension fund 
trustees where they deal with complex investments.10 
This leads to legal uncertainty, and guided by 
conservative legal advice, trustees have tended to 
interpret ‘best interests’ of beneficiaries as referring to 
their narrow, short-term financial interests. 

We show below that this narrow interpretation may 
not be required by law, and that trustees have a 
wider discretion to take account of environmental, 
social and governance (ESG) risks than is commonly 
appreciated. 

Fiduciary duties of 
trustees and ESG risks
The UK case of Cowan v Scargill11 is widely viewed as 
the leading authority on the extent to which pension 
fund trustees may take account of these wider 
factors in setting out investment policies and making 
investment decisions. In that case, representatives 
of a mining trade union put in place a policy which 
required divestments of overseas investments and 
land interests, as well as a freeze on investments 
in ‘energies which are in direct competition with 
coal’. The court held that the policy amounted to a 
breach of fiduciary duty because it was not in the 
beneficiaries’ best interests: the connection between 
the success of the coal mining industry and the 
beneficiaries (many of whom were retirees, widows 
and children with no further financial interest in the 
coal industry) was ‘too speculative and remote’. In 
other words, the beneficiaries’ interests could not be 
equated with those of the union and the industry as 
a whole, and these decisions therefore reflected the 
trustees’ political preferences.

A 2005 report commissioned by the UNEP Finance 
Initiative (commonly referred to as the Freshfields 
Report)12 concluded that the Cowan decision has 
been ‘misunderstood’ and that this has ‘coloured’ 
the position in the UK.13 They conclude that the 
case ‘turned on its own facts’ so ‘cannot be relied 
upon to support the single-minded pursuit of profit 
maximisation, or indeed any general rule governing 
investment decision-making’.14 There is also legal 
authority to the effect that negative screening (that 
is, excluding whole categories of investment) is not 
a breach of fiduciary duty ‘so long as the trustees 

are satisfied that course would not involve a risk of 
significant financial detriment’.15 

The Freshfields Report further concluded that trustees 
must take account of ESG factors where those factors 
are ‘reasonably expected to have material impact on 
the financial performance of the investment’, and 
may take account of ESG factors when choosing 
between equally attractive alternatives. Trustees in 
this situation should then follow prudent processes 
in order to weigh the ESG factors and so discharge 
their fiduciary duty of acting in good faith in the 
best interests of their beneficiaries. This will entail, 
at a minimum, taking proper advice, delegating 
appropriately, monitoring delegates and investments 
and diversifying in order to manage risk.16 

However, pension fund trustees often seek to 
demonstrate that they have discharged their duty of 
prudence by ‘benchmarking’ asset managers against 
their peer group, which can lead to herding into 
particular types of investments (increasing rather 
than decreasing risk) and an unwillingness to consider 
new strategies17 (such as taking account of ESG risks). 

More recently, a report produced by the UN Principles 
for Responsible Investment (UN PRI) stated that
‘[f]ailing to consider long-term investment value 
drivers, which include environmental, social and 
governance issues, in investment practice is a failure 
of fiduciary duty.’18 

The UN PRI Report recommended that ‘(t)he 
European Commission should provide guidance to 
the competent member state authorities on how they 
should interpret fiduciary duty in the national legal 
context.’ This guidance should: 

•	 Clarify that fiduciary duty requires asset owners 
to pay attention to long-term factors (including 
ESG factors) in their decision-making and in the 
decision-making of their agents.

•	 Clarify that responsible investment includes ESG 
integration, engagement, voting and transparent 
public policy engagement.

•	 Encourage member states to ensure that fiduciary 
duty and responsible investment-related legislation 
is harmonised and consistent across Europe.

•	 Encourage member states to monitor the 
implementation of legislation and other policy 
measures relating to fiduciary duty and responsible 
investment, and report on the investment and 
other outcomes.
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Barriers to consideration 
of ESG risks by trustees 
Understandings of the relevance of ESG risks to 
financial returns are constantly changing, and are 
affected by ‘changes in legislation and policy, by 
changes in risk and the understanding of risk, by 
changes in the social, environmental and economic 
impacts of the ESG issue in question, and by changes 
in societal (and beneficiary) expectations and norms.’19 
However, the current institutional structure of the 
market for investment services makes it difficult for 
these changing understandings to influence practice.

First, it is important to note that most pension 
fund trustees do not make investment decisions 
themselves. They delegate this power to asset 
managers, who probably owe fiduciary duties to the 
pension trustees,20 and may, in some cases, even owe 
them to the end beneficiaries.21 Where investment 
powers are delegated, the trustees continue to owe 
fiduciary duties to the beneficiaries. 

Even if pension fund trustees hold strong views that 
ESG risks should be taken into account, there are 
significant barriers to asset managers and investment 
consultants doing this. As both the Myners Report 
of 200122 and the Kay Review of 201223 identified, the 
performance of asset managers tends to be assessed 
on a very short-term basis and in comparison with 
their peers. It is also clear that most pension fund 
trustees do not include specific ESG instructions in 
their mandates to asset managers. 

The result is a lack of alignment between the 
incentives and decision-making of asset managers 
and the financial interests of end beneficiaries. 
Pension fund trustees who fail to give mandates to 
asset managers which require them to adequately 
protect the best interests of beneficiaries may be 
in breach of the fiduciary duties of prudence and 
loyalty. However, there is a lack of clarity surrounding 
duties and required standards in this area of the law 
because litigation by beneficiaries against trustees or 
by trustees against asset managers is practically non-
existent. As a result, the law does not provide clear 
signals to these important intermediaries.

Second, there are significant difficulties in quantifying 
ESG risks, and these become more pronounced as 
the risks become more systemic (e.g. climate change 
risk as opposed to specific environmental risks).24 This 
makes it hard to integrate these risks into existing 
financial risk management processes, which tend to 
focus on quantified risk at a portfolio or asset class 
level.

Third, there are problems with information disclosure. 
Many of the investment vehicles in which pension 
funds increasingly invest (such as hedge funds and 
private equity) are under no obligation to disclose the 
ESG risks associated with their investments, or even 
their ESG policies.25 

The UN PRI encourages investors committed to 
socially responsible investment (SRI) to press such 
funds to make these disclosures. However, at present, 
this is not happening in significant numbers, and so 
represents another misalignment between the short-
term incentives of financial actors and the long-term 
interests of pension fund beneficiaries. 

Fourth, trustees may fear personal liability if they 
take account of ESG risks even though courts rarely 
review pension trustees’ decision-making and, in 
those rare cases where it does occur, the courts are 
reluctant to second guess decisions.26 Moreover, it 
is very unlikely that trustees would face personal 
liability for considering, or for failing to consider, 
material ESG risks.27 These fears indicate extreme risk 
aversion, and it is often suggested that they derive 
from conservative legal advice given to pension fund 
trustees.28

Finally, many investors rely on passive investment 
strategies that track market indices and fail to include 
ESG considerations. While indices are being developed 
to help investors adopting a passive strategy to take 
account of ESG issues, these investors at present do 
not review the ESG performance of the underlying 
securities in which they are interested through the 
index.29

Environmental risk 
and opportunity: 
climate change
There is increasing evidence that taking account 
of ESG issues should no longer be viewed simply 
as an ethical matter. ESG issues present financially 
material risks and opportunities that must be 
identified, managed and disclosed.30 Individual events 
may have a significant negative impact on a firm’s 
earnings and market capitalisation, as demonstrated 
by Volkswagen’s 2015 emissions scandal, which 
caused the loss of 23% of the company’s market 
capitalization, which means 15.6€ billion, in only one 
day31 and potential recall costs related to 482,000 
vehicles, with up to 11 million vehicles affected,32 
in addition to the costs associated with various 
legal claims brought against the company and the 
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reputational damage it suffered. More generally, 
financial risk from environmental factors may arise 
where individual investments are jeopardized by the 
effects of pollution, extreme weather events (e.g. heat 
waves, droughts, flooding), or most broadly from 
climate change.33  

Many institutional investors have publicly 
acknowledged that current economic models of 
the impact of climate change have inadequately 
considered the significant tail risks associated with 
extreme climate change and thus underestimate the 
associated economic risks.34 Other institutions have 
also made public statements about the materiality of 
climate change, including Mark Carney, Governor of 
the Bank of England.35

Environmental risks can impact on the interests of 
beneficiaries in two main ways.

First, they can impact on the value of specific 
investments. Examples include fossil fuel energy 
companies whose assets may become stranded; 
concession and construction companies in charge of 
maintaining core infrastructure with very long-term 
contracts; and tourism infrastructure such as ski 
resorts. Those risks may come from the environment 
itself,36 from litigation,37 or from regulatory responses 
to changes in the environment.38 In their stewardship 
role, large pension fund trustees holding shares in 
these entities could press the directors to insure 
against these risks, which would quantify the risk and 
impact on the value of shares, potentially creating 
pressure for a change of business model where the 
risk is elevated. 

Second, they can contribute to the ongoing 
destruction of the environment as an essential 
system on which the beneficiaries depend for their 
quality of life, and even their survival. Thus the G20/
OECD High-Level Principles on Long-term Investment 
Financing highlight the need for the governing bodies 
of institutional investors to measure, monitor and 
manage the long-term environmental (as well as 
social and governance) risks in their portfolios.39 
Yet this second category is harder to reconcile with 
fiduciary duty, and particularly the requirement 
that the connection between investment decisions 
and beneficiary returns not be ‘too speculative and 
remote’. As the Cowan case noted, even the largest 
pension fund cannot hope to save a national economy 
by its actions alone. This logic applies with even more 
force to the environmental system. As ‘universal 
owners’,40 pension funds arguably have an interest in 
the survival of the planetary ecosystem, both because 
it affects the returns on their investments and 
because it affects what their beneficiaries will be able 

to do with those returns in the future. This implies 
that pension funds should act collectively, by putting 
pressure on policy makers to address these problems, 
and to coordinate investment strategies in relation 
to particular sectors. However, as things stand, this is 
a minority pursuit, confined to pension funds which 
have committed themselves to be socially responsible 
investors.41 

At the same time, ESG integration can have a positive 
impact on portfolios and there is evidence that 
companies with better ESG ratings tend to have better 
long-term financial performance (measured over 15-20 
years),42 improved credit ratings,43 and a lower cost of 
borrowing.44

Indeed, a study of 1,500 firms from 26 developed 
countries over a 77 month period concluded that 
(1) there were no indications that the integration of 
aggregated or disaggregated corporate environmental 
responsibility ratings into pension fund investment 
processes had any detrimental financial effect; and 
(2) considering ESG resulted in substantially lower 
downside volatility.45 Thus, ESG integration may be 
considered financially material both in terms of risk 
and opportunity.46

Social risk and opportunity: 
human rights
The discussion of social risk is perhaps less 
advanced than environmental risk, but there is 
increasing recognition of the role that institutional 
investors play in contributing to or mitigating the 
human rights impact of (transnational) business. 
Furthermore human rights may become financially 
material when they give rise to reputational or brand 
damage, lawsuits or regulatory investigations.47 
The Report of the Special Representative of the 
UN Secretary-General on the issue of human rights 
and transnational corporations and other business 
enterprises noted that, in most jurisdictions, pension 
fund trustees “need to consider the impact on human 
rights of an investment if not doing so could expose 
the fund to legal or reputational risk.”48 

The argument that institutional investors have an 
obligation to monitor and respond to human rights 
is now new. For example, during apartheid in South 
Africa, UK institutional investors were active players in 
the transition due to their divestment from the worst 
offending companies and their adherence to a Code 
of Practice/Code of Conduct governing their role in 
South Africa, as were other EEC Member States49 
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More recently, it has been confirmed that the OECD’s 
Guidelines for Multinational Enterprises50 apply 
to fund managers and minority shareholders. The 
OECD’s complaint resolution mechanism has explored 
the extent to which institutional investors as minority 
shareholders have a responsibility to pressure 
investee companies to improve their human rights 
performance, or to divest. In a complaint brought 
against the South Korean company POSCO and two 
of its investors, the Dutch pension fund ABP and 
its pension administrator APG,51 the Dutch National 
Contact Point confirmed that the OECD Guidelines 
apply to financial institutions that have minority 
shares in multinational enterprises. Although ABP and 
/ APG held less than 1% stake in POSCO, they had an 
obligation to prevent or mitigate any violations carried 
out by the investee company. 

Similarly, the Office of the High Commissioner for 
Human Rights (OHCHR) is of the view that the UN 
Guiding Principles on Business and Human Rights 
apply to institutional investors, even where they have 
minority shareholdings52

On the issue of minority shareholdings, there 
continues to be a need for practical guidance on 
the difficult questions of how due diligence can be 
carried out by investors adopting a passive or indexing 
strategy, and on what companies and investors are 
expected to do if they become aware of an adverse 
impact caused or contributed by an entity in which it 
invests through an index fund.53

Governance risk and 
opportunity: corruption
Perhaps the element of ESG with the most 
widely accepted link with financial performance is 
governance. For example, a recent study by Barclays 
indicated that a high ESG rating is a source of modest 
incremental return in corporate bond portfolios, 
with governance making the largest contribution to 
increased financial performance from 2007 to 2015.54 

This aligns with existing research suggesting that 
‘good governance’ is positively correlated with 
firm performance55 by reducing the cost of capital, 
increasing industry-wide performance standards and 
increasing investment inflows.56 Governance includes 
both sound internal management of the company 
(e.g. strong financial controls, appropriate executive 
remuneration, accounting and transparency) and 
external business ethics (e.g. compliance standards 
and combating bribery, corruption, money laundering 

and other malpractice). Issues of governance are 
already addressed to varying degrees in many 
countries through listing rules and soft law. However, 
institutional investors should ensure that they are 
satisfied with the governance arrangements of each 
of the companies in which they invest.

With respect to the specific example of corruption, 
the evidence regarding its correlation with financial 
performance is mixed but it appears that corruption 
undermines financial performance. 

On the one hand, a refusal to pay bribes may 
involve costs if a company misses out on business 
opportunities. Indeed, some research has suggested 
enterprises with weak anti-corruption systems tend 
to increase their sales much faster in countries where 
corruption is prevalent compared to enterprises with 
strong anti-corruption systems. Conversely, the sales 
growth of both groups is similar in countries where 
corruption is less common.57

On the other hand, there is significant financial cost 
associated with legal actions and regulatory fines. 
For example, German engineering and electronics 
multinational Siemens AG agreed in 2008 to a 
record USD $800 million settlement of a detailed 
investigation under the US Foreign Corrupt Practices 
Act (FCPA).58 The allegations by the Department 
of Justice (DOJ)  and the Securities and Exchange 
Commission (SEC) involved at least 4,200 payments 
totalling approximately $1.4 billion over six years to 
foreign officials in numerous countries. Additionally, 
regulatory claims can take a particularly long time 
to resolve, with an average of five to seven years.59 
A number of studies have shown that corruption 
negatively impacts on economic activity by reducing 
the average growth rate of both individual firms and 
entire countries.60

In jurisdictions where companies face liability for acts 
of bribery by their employees and agents, there is an 
incentive to develop and implement due diligence 
programmes to prevent and identify bribery within 
their business operations. For example, both the FCPA 
and the UK Bribery Act,61 which create the prospect 
of criminal sanctions, provide for due diligence 
programmes as either a defence or mitigating factor.62 

Taken together, the evidence suggests that a strong 
company-level anti-corruption programme can 
correlate with improved financial returns and this 
correlation may strengthen over time due to increased 
regulatory action against corporate corruption.63
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Recent EU Developments
DG Environment study on fiduciary duties

The European Commission recently published a study 
of the duties of pension fund trustees and other 
institutional investors to consider ESG matters.64 The 
study concluded that pension trustees are always 
allowed to take account of ESG factors where they 
consider them pertinent to the best interests of 
members (although they are not required to do so, 
except in certain special situations). 

Among its key recommendations for action were:

•	 National financial authorities with support from 
the European Commission should provide official 
guidance and interpretation of fiduciary duties and 
the extent to which institutional investors may 
or must include ESG issues in their investment 
strategies and decisions.

•	 This should take the form of a reference document 
which makes clear that taking account of ESG risks 
is compatible with, and even required by, fiduciary 
duty.  

•	 Mandatory disclosure of responsible investment 
policies by all institutional investors, and a 
mandatory clear statement if they do not have 
such a policy in place (i.e. ‘comply or explain’ basis).

•	 Institutional investors should be monitored to 
ensure that they have sustainable and responsible 
investment policies. 

•	 Institutional investors should be encouraged to 
inform and consult with beneficiaries to determine 
their ‘best interests’, especially on environmental 
and social issues. 

•	 Institutional investors should be required to 
measure the environmental and social impacts of 
their investments.

Shareholder Rights Directive Revision

The current revision of the Shareholder Rights 
Directive proposes to require institutional investors 
to adopt and disclose an engagement policy, which 
includes monitoring investee companies to reduce 
environmental and social risks, and to disclose its 
implementation and results.65

The requirement would apply on a comply or explain 
basis, with investors that choose not to have such a 
policy, or choose not to disclose its implementation 
and effects, being required to give a ‘clear and 
reasoned explanation’.66 As of February 2016, the 
revised directive is in trilogue negotiations between 

the Commission, Council and Parliament. The proposal 
of adopting engagement policies is also endorsed by 
Ernst and Young in its report for DG Environment on 
the fiduciary duties of investors.

IORPS Revision

In the ongoing revision of the Institutions for 
Occupational Retirement Provision Directive (IORPs)67 
there has been considerable debate about the 
inclusion of ESG considerations. The Commission 
initially proposed that trustees’ ‘risk evaluation should 
include new or emerging risks, such as risks related 
to climate change, resource use or the environment’ 
(article 29).68 Civil society organisations led by UK-
based ShareAction and responsible investors such 
as Eurosif have pushed for the reintroduction of this 
provision and further amendments to clarify that 
investing in members’ best interests and the Prudent 
Person Principle are compatible with considering ESG 
issues and the long-term consequences of investment 
decisions.69

Recent Global Developments
There is increasing recognition worldwide of the 
critical role institutional investors play in promoting 
responsible, long-term investment. For example, the 
G20 under the Chinese Presidency has asked the 
OECD to explore the fiduciary duties of institutional 
investors, with a focus on climate-related issues.70 

In the US, the Labor Department, which is responsible 
for the interpretation of the fiduciary duties of 
private industry pension plans,71 issued guidance in 
late 2015 advising that pension fund fiduciaries can 
consider ESG matters in their investment decisions.72 
US fiduciaries cannot accept lower expected returns 
or greater risks, but may take ESG into account as 
‘tiebreakers’ when investments are otherwise equal. 

When ESG matters have a direct relationship to the 
economic and financial value of an investment “these 
factors are more than just tiebreakers” and therefore 
must be considered.  The guidance was a response 
to demands from fiduciaries, civil society and unions 
that sought  “clearer legal or regulatory support for 
fiduciaries to engage in SRI.”73
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Policy Recommendations
National financial authorities with support from the 
European Commission should provide official guidance 
and interpretation of fiduciary duties and the extent to 
which institutional investors may or must include ESG 
issues into their investment strategies and decisions both 
in terms of risk and opportunity. The Commission has 
issued similar guidance through influential albeit not legally 
binding recommendations, for example on the quality of 
corporate governance reporting.74 The guidance would 
clarify minimum expectations across the EU and settle the 
question of ESG issues and fiduciary duties. 

The Commission might also point out that the duties of 
asset owners require that they ensure that mandates 
given to asset managers: 

•	 reflect the asset owners’ views on the relevance of ESG 
risks to beneficiaries’ returns; and

•	 are sufficiently long-term, and include performance 
measures and incentives which are aligned with the 
interests of beneficiaries.

The Commission could issue guidance in the form of 
model mandates or through the promulgation of a code 
of best practice for trustees and investors.75 Additional 
thought should also be given to how hard or soft law 
might be used to extend the time horizons in which asset 
manager performance is assessed to bring it into line with 
beneficiaries’ financial interests.

In the longer-term, it will be necessary to look at readjusting 
asset managers’ mandates/benchmarks to integrate 
ESG criteria and thereby refine incentives to encompass 
extra-financial matters. Although it is unlikely that asset 
managers’ performance will be assessed over periods 
significantly exceeding one year, claw-back clauses could be 
used to cover the possibility of materialised environmental 
or social harm. Claw-back clauses are already used for 
bankers’ bonuses to deter excessive risk-taking and 
improper conduct.76 Another option would be to change 
benchmarks so that asset managers would be compared 
only to SRI funds or other relevant peer groups, rather than 
to traditional funds investing in the same asset classes. 

The central message should be that investors do not have 
a duty to maximise short-term returns and that fiduciaries 
already have scope in law to consider ESG matters and 
even systemic environmental risk because these are 
salient to long-term pension fund performance. A stronger 
action would be to explicitly require institutional investors 
to consider ESG risk and then impose a corresponding 
requirement on hedge funds, private equity and other 
financial vehicles to disclose ESG risk information (of which 
they are aware or ought reasonably to be aware) to their 
investors. 
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tier) board or the supervisory board. Both Recommendations have been subject to an Implementation Report 
(European Commission, Implementation Report from 2 June 2010, COM(2010) 285 final).

75.	 The Commission’s Code could recommend contract terms and be on an advisory basis, at least initially. See 
Vayanos, D. and Woolley, P. (2016) Curse of the Benchmarks (London School of Economics Financial Markets 
Group Discussion Paper No. 747). Retrieved from the London School of Economics website <http://www.lse.ac.uk/
fmg/workingPapers/discussionPapers/fmgdps/DP747CurseoftheBenchmarks.pdf> at 17.

76.	 See for example Prudential Regulation Authority (PRA). PRA Rulebook. London: Bank of England, PRA. Available on 
the official website: http://www.prarulebook.co.uk/. Para 15.21.
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