7. Activist investors: Alliance Trust and
Elliott International

Alexander Pepper*

This is the story of the decline of Alliance Trust, an investment com-
pany established in 1888 in Dundee, Scotland, as a result of the
actions of an active investor, Elliott International. The case examines
the business model of investment funds, the role of active investors,
corporate governance, business ethics and leadership.

Alliance Trust and Elliott International examines the role played in the
economy by activist investors — do they provide important discipline
in the capital markets or are they just ‘barbarians in the board room’?
It considers the importance of a company’s history and its position in
the local economy —is there room for sentiment, or is all that matters
hard-nosed financial metrics? It asks, can finance be a force for good?

The case provides an introduction to the investment management
industry, especially investment trusts and the closed-end fund puzzle
—why do shares in many investment trusts trade at a discount to net
asset value and what are the implications of this?

From a skills perspective, the case requires students to carry out a
financial analysis, to compare the performance of Alliance Trust with
that of comparable closed-end funds in order to assess whether
Elliott International’s assertions about the fund’s underperformance
have any validity.

Guidance on how to write a case analysis can be found in Chapter 1,
‘Business cases: what are they, why do we use them and how should
you go about doing a case analysis?".

A teaching note for this case is available to bona fide educators. To
request a copy please email a.a.pepper@lse.ac.uk
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Introduction

Dundee, the fourth largest city in Scotland with a population of over
150,000, is situated in a spectacular setting on the north side of the Firth of
Tay, the estuary where one of Scotland’s most famous rivers meets the sea.
If you approach Dundee from the south by train you cross the (second)
Tay rail bridge, made famous by the disaster which occurred on the night
of 28 December 1879 during a violent storm when the first Tay rail bridge
collapsed as a train passed through the central high girders, killing all aboard.
If instead you approach by road, you might cross the spectacular road bridge,
over a mile long, built in the 1960s to link Fife and Dundee, thus saving a
40-mile round trip via Perth. Alternatively, you might arrive by road from
the west through the Carse of Gowrie, a fertile strip of land stretching for
about 24km along the north shore of the Tay between Perth and Dundee,
bordered by the Sidlaw hills to the north, a rich agricultural area famous for
its strawberries, raspberries and other soft fruit.

Dundee is a post-industrial city, known historically for its three main
industries - jute, jam and journalism. Jute, a natural fibre imported from the
Far East through Dundee’s readily accessible seaport, was the basis of Dun-
dee’s textile industry in the 19th century. Journalism is the bailiwick of the
DC Thomson group, a long-established local firm still owned and run by the
Thomson family, best known for publishing The Dundee Courier, the Beano,
the Dandy, the Peoples Friend and the Scots Magazine. Jam has historically
been manufactured from the soft fruit grown in substantial quantities in the
Carse of Gowrie. James Keiller & Son produced Great Britain’s first commer-
cial brand of marmalade with imported Seville oranges until the company
ceased to exist in 1992.

After a period of post-industrial decline in the 1970s and 1980s, Dundee
has partially revived in recent years with the growth of the biotechnology and
computer gaming industries, linked to the city’s two thriving universities.”
There has also been a major public investment in the waterfront area, includ-
ing the opening of V&A (Victoria and Albert) Dundee in September 2018.
This is an international design centre linked to London’s Victoria and Albert
Museum and designed by the renowned Japanese architect Kengo Kuma.

Alliance Trust

Dundee was once the home of a number of listed companies. Now only
one remains, Alliance Trust plc, an investment company established in the
late 19th century to help local businessmen invest their wealth, historically
focusing in particular on investment opportunities in post-Civil War Amer-
ica’ Alliance Trust is an investment trust, a closed-end investment fund
constituted as a public company and listed on the London Stock Exchange.
Between 2008 and 2011, Alliance Trust was briefly a constituent member
of the FTSE100 index, although it has subsequently been relegated to the
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FTSE 250. Customers include large numbers of individual retail investors as
well as other institutional investors. Its main investment focus is now on the
global equity markets.

The Alliance Trust was formed in 1888 on the merger of three mortgage and
land management companies: The Dundee Investment Company, The Dun-
dee Mortgage and Trust Investment Company and The Oregon and Wash-
ington Trust. The trust attracted funds from many prominent Dundee figures
- the original investors included merchants, ship owners, textile manufactur-
ers and other business people. After formation, the firm expanded into asset
classes beyond mortgages over land in America. For some years after 1918 it
shared its premises and costs with another firm called the Western & Hawai-
ian Investment Company, which was subsequently renamed The Second Alli-
ance Trust. In the 1920s and early 1930s, the two companies continued to
focus mainly on mortgages and other fixed-income securities, but it divested
its mortgage and land interests during the American great depression so that,
by 1938, it was reported that stock and bonds constituted 92.41 per cent of the
company’s assets. In 1986, a savings division was established to sell pensions
and other retail investments.

An investment trust is an unusual form of investment vehicle, similar in
nature to a unit trust (UK), OEIC (Europe) and mutual fund (US), but with
a number of important differences. Investment trusts have a fixed number of
shares, unlike, for example unit trusts, which create and cancel units as people
invest or remove their funds. In strict legal terms, investment trusts take the
form of companies with shares, rather than being English law trusts. Invest-
ment trusts which satisfy certain conditions set out in section 842 of the UK
Income and Corporation Taxes Act 1988 are exempt from UK tax on capital
gains, thus avoiding two levels of capital gains tax which would otherwise be
payable by investors. The tax rules are complex and have to be followed very
carefully by the investment managers. Dividend income and bond interest are
also effectively exempt from UK tax, so investment trusts typically only suffer
overseas taxes on their investment income and gains.

A common and peculiar feature of investment trusts is that the net asset
value of underlying assets is often greater than the market capitalisation of
the trust’s own shares, known in the investment industry as the ‘discount.
The discount has been the source of much debate and academic research
over the years and plays a major part in the Alliance Trust story. Some
other specific features of investment trusts are that they are closed-ended.
Compared to an open-end fund, a closed-end fund has a fixed number
of shares and has a relatively stable capital base; managers’ investment
decisions are therefore not usually affected when investors buy or sell
the investment trust’s shares. They are capable of gearing — unlike many
other kinds of investment fund, investment trusts can use debt finance to
leverage their capital. Income retention is possible — in any year investment
trusts can retain 15 per cent of their income for reinvestment, unlike
open-end funds which must distribute all their income. And they have
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significant shareholder rights — shareholders of an investment trust have
full shareholder voting rights, which are generally more extensive than the
rights of investors in other kinds of fund.

Alliance Trust’s shares have historically been widely distributed; in Decem-
ber 2014 70 per cent of its shares were held by over 50,000 retail and insti-
tutional investors. Major shareholders at 31 December 2014 included DC
Thomson & Co Ltd (5.51 per cent) and Elliott International (5.07 per cent).
Alliance Trust’s board comprised the chair, Karen Forseke, a very experienced
investment professional, the chief executive, Katherine Garrett-Cox (of whom
more below), the chief financial officer and five non-executive directors. The
board was responsible for setting the long-term objectives of the company, for
approving its strategy and business plans, for ensuring that a framework of
prudent controls was in place and that risks were managed effectively. How-
ever, somewhat unusually in the context of the modern investment indus-
try, prior to 2016 the company was a self-managed investment fund - all
investment management was carried out in-house by an investment team
employed by a wholly owned investment management subsidiary, Alliance
Trust Investments Ltd.

Opportunities and challenges

The late 1990s and early 2000s were challenging years for Alliance Trust.
Substantial changes took place in the ways in which people saved and
invested money after the ‘Big Bang’ - the deregulation of the London finan-
cial markets in 1986 - and as a result of the Thatcher government’s privatisa-
tion programme. A raft of reports and recommendations, starting with the
Cadbury report in in 1992, made corporate governance stricter and more
highly regulated. The Cadbury report was followed by Greenbury (1995),
Hampel (1998), Turnbull (1999), and the Smith and Higgs reports (both
2003). The new rules were enshrined in the Combined Code of Corporate
Governance, which has itself been regularly revised. In addition, there were
substantial modifications to the UK Companies Acts, together with major
changes to the regulatory framework with the creation of the Securities and
Investments Board in 1985 and its successor body, the Financial Service
Authority, in 2001.

These were also challenging times for the financial markets. The period
known by some economists as the long boom’ and the ‘great moderation’ -
a time of economic growth and reduction in the volatility of business cycle
fluctuations in developed economies — came to an end with the bursting of
the dot-com bubble between 2000 and 2002 and the global financial crash
in 2008. The formal merger of The Alliance Trust and The Second Alliance
Trust took place at the start of 2006, and the combined company was renamed
simply ‘Alliance Trust. In the Exhibits section at the end of this case, Table 7.1
provides details of Alliance Trust’s financial performance in the nine-year
period to 31 December 2014 following the merger of the two companies. For
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comparison, Table 7.2 provides financial information relating to a number
of other investment trusts with comparable investment strategies. Table 7.3
provides information on a number of stock indices.

Katherine Garrett-Cox

Katherine Garrett-Cox joined Alliance Trust as a chief investment officer in
2007. She had previously had very substantial experience in the investment
management industry. From 1993 to 2000 she had been investment director
and head of American equities at Hill Samuel Asset Management, a position
she had been appointed to at just 26 years of age after working her way up
from being a portfolio manager. It was during this period that Garrett-Cox
was labelled ‘Katherine the Great, due to her ‘no prisoners’ approach and
‘hunger for success’ She joined Aberdeen Asset Management PLC as a chief
investment officer in 2000 before moving on to Morley Fund Management
in 2003. Aviva, Morley’s parent company, had £166bn under management
and Garrett-Cox became one of the most well-known, well-paid women in
London. Her departure from Aviva for a position at Alliance Trust caused
some surprise and was seen as a step down by some. However, she had been
overlooked for promotion to CEO at Aviva, and with a Scottish husband and
large family (she is a mother of four), others interpreted this as a wish for a
quieter lifestyle. However, in 2008 she succeeded Alan Harden as Alliance
Trust’s CEO, less than two years after her appointment as chief investment
officer. Her responsibilities included investment policy and asset allocation,
as well as executive oversight of the company. During a five-year period when
the trust was seen to be underperforming, Garrett-Cox's compensation
doubled. Figure 7.1 (in the Exhibits section at the end of this case) compares
her remuneration with that of the CEO of Witan, an investment trust with
an in-house investment management capability. Table 7.4 shows single-
figure total remuneration of the directors of Alliance Trust for the years
ended 31 December 2013 and 2014. Table 7.5 shows average CEO pay in the
FTSE 100 and FTSE 250 for 2008-2014.

Activist investors target Alliance Trust

Activist investors, who are often hedge funds, operate by buying shares in a
company — normally a small equity stake rather than a controlling one — with
a view to forcing the board of directors to execute a short-term turnaround in
the company’s financial performance. They use various tools and techniques to
influence other shareholders and put pressure on the target company’s board.
These include pushing for changes in corporate governance systems, altering
the company’s business strategy and seeking changes in its capital structure.
PR experts will often be engaged to help influence the media to support the
activist investor’s strategy. A favourite tactic is to encourage target firms to use
cash reserves to increase dividend payments or to buy back shares. Activism
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often results in putting a company ‘in play, making it a potential takeover tar-
get. The target company’s share price may rise simply on announcement of the
activist fund’s involvement, as other investors believe that the company may
become a takeover target and sense an opportunity for selling their shares at
a premium. Activist hedge funds therefore develop expertise at identifying
undervalued companies and their exit strategy often involves a share sale on
a merger or acquisition.

Laxey Partners

In 2010, Laxey Partners, an activist investor holding 1.3 per cent of Alliance
Trust, began making demands for share buy-backs to reduce the discount
at which Alliance Trust’s shares were trading, at the same time pointing
out Alliance Trust’s underperformance relative to comparable companies.
Alliance Trust has historically eschewed share buy-backs, arguing that they
could make higher returns by reinvesting surplus cash. Laxey Partners
argued that Alliance Trust should establish a programme of regular share
buy-backs. Other trusts, such as Witan, have such mechanisms in place to
do this automatically as soon as their discount hits 10 per cent. Further crit-
icisms levelled by Laxey Partners included the block voting system, which
Alliance did amend in April 2011 ahead of the AGM to a one share, one vote
system. It also started buying back shares on a selective basis in the months
leading up to the AGM and announced that buy-backs would now be ‘part
of Alliance’s DNA

Specific proposals advanced by Laxey Partners were rejected at the AGM
in May 2011; however, a significant minority vote of 33.5 per cent in favour
of Laxey’s proposals showed significant discontent with the management of
Alliance Trust. Following the 2001 AGM, Laxey Partners kept up its pressure
on Alliance Trusts management. They expressed discontent with the level
of operating costs, challenged the level of remuneration of Katherine Gar-
rett-Cox, and asked questions about secret dealing with other institutional
investors. Despite further buy-backs, Alliance Trust’s shares continued to
trade at a discount of 16.6 per cent in November 2011. At the 2012 AGM,
Laxey Partners demanded that Alliance Trusts investment management
should be outsourced, arguing that the asset management team was too large
for the size of the fund. Karin Forseke, appointed as chair of Alliance Trust
in 2012, defended in-house management as being more cost-effective in the
long term. Laxey’s proposal at the AGM was again resisted, with only around
21 per cent of shareholders voting in support. At this point Laxey Partners
withdrew from the battle, announcing that it was ‘extraordinarily unlikely’
that they would bring further proposals to a general meeting. However, this
was not to be the end of the challenge by activist investors.
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Elliott International*

Elliott International is an associate of Elliott Management Corporation, an
American investment management firm which is the world’s largest activist
hedge fund. Elliott Management Corporation and its various associates was
established by Paul Singer, described by The New York Times as ‘one of the
most revered hedge fund managers on Wall Street. Gordon Singer, Paul Sing-
er’s son, runs Elliott’s London office. Paul Singer originally made a name for
himself with high-profile campaigns against the Argentinian government and
companies ranging from Hyundai in South Korea to ThyssenKrupp in Ger-
many. Alliance Trust was its first major intervention in the UK, though it has
subsequently acquired Waterstone’s the bookshop chain, and more recently
targeted Saga’s insurance and travel business.

In February 2014, Elliott International disclosed that it had acquired a stake
in Alliance Trust, subsequently increasing this to become the single larg-
est shareholder with a 12 per cent shareholding and triggering a great deal
of media activity speculating on the reason for Elliott’s increased stake. In
March 2015, Elliott issued a press release expressing their discontent with
Alliance Trust's investment performance, the costs associated with in-house
investment management, and a criticism of its two loss-making subsidiar-
ies. Much of Elliott’s dissatisfaction was based on what they perceived to be
a lack of communication between Alliance Trust and its shareholders about
its business strategy, financial performance and the composition of its board
of directors, especially when new directors were appointed. They also pub-
licly challenged the pay level of Alliance Trust’s CEO, Katherine Garrett-Cox.
To address these concerns Elliott nominated three additional non-executive
members for appointment to the board at the AGM in April. An acrimonious
dispute ensued. Elliott International publicly argued that its nomination of
new board members was part of an attempt to improve Alliance’s financial
performance and corporate governance. Alliance Trust’s board responded
that Elliott only had its sights on short-term profit, contrasting this with the
company’s long-term investment perspective and strategy of ‘investing for
generations.

In an open letter to Alliance Trust investors published before the AGM
in 2014, Elliott quoted a former director at Alliance Trust, Tim Ingram,
who stated:

It is an uncomfortable fact that the latest annual accounts show that
the remuneration of the Alliance Trust Chief Executive over the five
years of such dismal performance has totalled over £6 million. The
chief executive of an investment trust with good third-party man-
agers and without these loss-making subsidiaries could not possibly
justify such a remuneration level, and this would, therefore, save
additional money for us shareholders. ... I will be voting my shares
in favour of the three new directors joining the board, and would
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suggest that any other shareholder seeking better returns does like-
wise. The overall performance of Alliance Trust in the medium
term has been dismal...°

Elliott redoubled its criticism of Alliance Trust, saying that administrative
costs had doubled from 2007 to 2014, comparing in-house management
cost unfavourably with those of similar-sized investment trusts. The Alliance
board responded by claiming that their fixed cost represented good value
as the percentage of costs over net assets was expected to decrease in time
with a projected increase in the size of the fund. One long-term retail inves-
tor argued:

I would welcome the fund cutting costs but am unlikely to support
Elliott’s initiative, as I fear that the hedge fund might steer the trust
away from its conservative profile. People like this come in for the
short term, and I'm a long-term investor. I'm very happy with the
fund. It’s stable and they keep their gearing low.®

In March 2014, six weeks before the AGM and after what they regarded
as being an unsatisfactory meeting with Garrett-Cox and Forseke, Elliott
decided to go on the offensive. They announced that they would be putting
forward three nominees for the Alliance board, to be voted on at the annual
shareholders’ meeting on 29 April. The nominees were Peter Chambers,
former chief executive of Legal & General Asset Management, Anthony
Brooke, formerly of SG Warburg and Rory Macnamara, a former director
of Morgan Grenfell. In this way they hoped to be able to influence Alliance’s
future strategy.

Preparing the case

In preparing the case analysis you might like to consider four specific ques-
tions in particular:

1. To what extent were Laxey Partners and Elliott International correct in
saying that Alliance Trust’s financial performance was unsatisfactory?

2.How do Alliance Trust’s corporate governance practices prior to 2015
compare with UK best practice?

3.1s Garrett-Cox overpaid and, if so, why does it matter?

4. Consider the role played by activist investors in the financial ecosys-
tem — are they a force for good, or do they prioritise short-term finan-
cial gains over other important factors?
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Further reading

Munn, C. (2013) ‘Growth and instability: 1996-2012] Investing for Gener-
ations: A History of Alliance Trust, Dundee: Dundee University Press,
Chapter 10.

Walker, O. (2016) “Who are activist investors’ and “What activists want and
how they get it, Barbarians in the Boardroom — Activist Investors and The
Battle for Control of the World’s Most Powerful Companies, London: FT
Publishing International, Chapters 1 and 2.

Exhibits

The data for all exhibits comes from company accounts.
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Figure 7.1: CEO remuneration — Alliance Trust and Witan Investment
Trust: 2008—-2014

$2,000,000
$1,800,000
$1,600,000
$1,400,000
$1,200,000
$1,000,000 |
$800,000
$600,000
$400,000
$200,000 I
50 u
2008 2009 2010 2011 2012 2013 2014
M Alan Harden - Alliance Trust = Andrew Bell - Witan Investment Trust

® Katherine Garrett-Cox - Alliance Trust M Robert Clarke - Witan Investment Trust

Source: BoardEx (figures in US$)

Notes: Investment management at both Foreign & Colonial Investment Trust and Scot-
tish Mortgage Investment Trust is outsourced, to FCIB and Baillie Gifford respectively;
neither investment trust has any full-time employees of its own. Witan Investment Trust
is effectively a fund-of-funds, investing solely in other collective investment vehicles
through a panel of independent investment managers. It employs a CEO who is responsi-
ble for investment performance, business development, shareholder relations, invest-
ment trust industry matters and administration. The CEO also manages a small direct
holdings portfolio and is supported by a small management team.



NAVIGATING THE 21ST CENTURY BUSINESS WORLD

108

- ¢ - - - - - = = = - I 11BM)G 103910)

o¢ 152 = = = = = - - - 9¢ 8% SuIqqoy UM
Ly 8% - - - - - - - - Ly i 3]qON uesng
0S 0S = = = - - - - - 09 09 LI9Y ITe)se[y
6v 6V = = = = = = = = 6% 6% spueAH uyof
021 0z1 - - - - - - - - 0z 0TI N[SI0] UL
10302117

- - SATINDIXF-UON

L€9 €19 14 (54 6¢¢ 01 (44! 91¢ 91 I 44 Sve To)0IT, Uely
6LET el 901 (41! ocy P81 69¢ 9LS € 0c STy 0S¥ X0D-NHalien) suLIayjed]
0003 0003 0003 0003 0003 0003 0003 0003 0003 0003 0003 0003 1019II(J SAIMIXH
€10¢ ¥10¢ €10¢ ¥10¢ €10¢ ¥10¢ €10¢ ¥10¢ €10¢ ¥10¢ €10c  ¥I0¢

830, FUOISUdd  Spieme urrd)-Suo § snuoq [enuuy  LSIJOUI] d[qexe], $I9J/Arefes

‘UOI3NQIIJUOD UOISUA B 4O pealsul JUSWARD Ysed e sIsIy| F :dJeys olul sSnuog [enuue siy 4o %09
pa.iajap 422 O [BIDUBUIH J31YD 3Y3 pUEB S2JBYS 03Ul SNUOQ [ENUUE J3Y JO %00T Pa41943P 1200 dAIINIAXT Ja1YD YL ‘pieME dOSTV 2Y} SIPN|DUl SNUO] [enuuy
§ ‘“4T0C Ul Aiejes 0jul pa3epl|oSU0d SEM 3DUBMO||E 48D "9DUBRINSSE 34| PUE [BIIPAW ‘DDUBMO||E UOIIEPOLLIWOIIE JO 3N|eA 3Y} 9PN|DUl S}YaU] d|gexe] , S3}0N

YT0Z—ET0T Uoijesaunwial [e3o} aindy a|8uis — 3sni] duel||Y :p°L d|qel



109

ACTIVIST INVESTORS: ALLIANCE TRUST AND ELLIOTT INTERNATIONAL

1044¥9°1
86197913
087‘SSTF3
¥10¢

89L¥99°1
TTT°L69T3
00078CF7F
€10¢C

LLBV8S'T
0ST699°TF
F€€650%7F

(41114

€CIV09°T
LEGCTITF
S6T960F7F
10T

€68SVS'1
€10°G69°TF
€67°€86°CTF
0102

syioday Aed ,$1010241Q S| :924N0S

76€99S°1 erres8’l Tea4 10§ 331 £33 / S 2AY

080°29T‘T¥ 000CETTF S9ATINDIXO ped] 0ST JS. LA

£56°C6E°cT 6TITLTET S9AIMO9X9 Ped] 00T HS.LA
6002 800 Aed 04D

¥T0Z-800Z Uoljesaunwal 03D a8eIaAy :5°£ 3|qeL



110 NAVIGATING THE 21ST CENTURY BUSINESS WORLD

References

! This case was prepared by Professor Alexander Pepper with the help of
Lukas Cejnar, Kazuma Fushimi, Ruihan Gao, Alina Jaeger and Marco
Ramsbacher.

? See in particular Tomlinson, J., and Whatley, C. (eds) (2011) Jute No
More - Transforming Dundee. Dundee: Dundee University Press.

* See Munn, C. (2013) Investing for Generations: A History of Alliance
Trust. Dundee: Dundee University Press.

* Walker, O. (2016) Barbarians in the Boardroom — Activist Investors and
the Battle for Control of the World's Most Powerful Companies, London:
FT Publishing International, Chapter 10.

° Quoted by Gavin Lumsden in Citywire on 30 March 2015. https://perma
.cc/8KA2-C6PW

¢ Dew, Laura (2015) ‘Elliott publishes Alliance Trust correspondence as
the war of words escalates, 16 March Investment Week.


https://perma.cc/8KA2-C6PW
https://perma.cc/8KA2-C6PW



