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Dear Mr Sullivan

Inquiry into Shareholder Engagement and Participation

The Australian Council of Super Investors (“ACSI”) is a not-for-profit member association
established in 2001 which provides education, research and advocacy services on corporate
governance issues. Our membership comprises 42 superannuation funds and associated bodies
that manage over $250 billion in investments.

Given the significant proportion of superannuation fund investments in the Australian equity
market, the long-term viability of publicly-listed companies has a direct bearing on the value of
investments and, ultimately, retirement incomes.

As a society, we do not rely on “black letter” law alone to improve corporate behaviour, although
legal mechanisms are critical to ensuring that community expectations are clearly spelled out.
As long-term investors, ACSI members consider that the legal frameworks and mechanisms
must support effective engagement between companies, shareholders and the wider community.

ACSI believes that there are already reasonable shareholder “empowerment” provisions that
support constructive shareholder participation in Australia. We consider that the Corporations
Act and the ASX Listing Rules provide a reasonable balance of technical and principles-based
requirements on companies. In this regard, Australia’s framework of corporate governance
should be highly regarded when compared with other regimes across the globe.

However, there is always scope to improve the systems of governance oversight in ways that do
not create more onerous requirements on companies and shareholders.


http://www.acsi.org.au/
mailto:corporations.joint@aph.gov.au

ACSI welcomes the Parliamentary Joint Committee on Corporations and Financial Services’
inquiry into shareholder engagement and participation, and sets out below its comments on the
issues raised in the terms of reference.

1. Barriers to the effective engagement of all shareholders in the governance of
companies.

Supporting direct voting

Whilst we acknowledge that legislative change is not required in order to facilitate direct
voting, ACSI would like to publicly support the Chartered Secretaries Australia’s (CSA)
position in relation to direct voting. The CSA is promoting the implementation of
provisions in companies’ constitutions that will enable shareholders to exercise their
voting rights through direct voting, in addition to exercising their existing right to appoint
a proxy holder.!

While direct voting is predominantly applicable to retail shareholders, ACSI supports any
measures that improve access to and exercise of voting rights.

We are aware that the CSA will be making a separate submission to the Committee and
suggest that the Committee revert to the CSA with any queries on this subject.

Electronic voting and “lost votes”

ACSI is a member of the Investments and Financial Services Association’s (IFSA) Proxy
Voting Roundtable and supports and endorses the comments made in IFSA’s submission
to this inquiry.

In particular, ACSI endorses IFSA’s comments about the need for electronic proxy
voting to enhance an “end to end” proxy voting system and IFSA’s observations on the
need for a clear audit trail to identify the number of votes received and the number of
votes lodged.

Currently in Australia there is no requirement for independent verification of votes cast at
a company meeting, nor is there a method of creating a meaningful audit trail. This is of
particular concern to ACSI, especially given the issue of “lost votes” that was recently
highlighted in research undertaken by AMP Capital, which identified that their voting
instructions had been “lost” in over 4% of cases®.

In addition to the recommendations made by IFSA, ACSI also notes the recent
introduction of a power in section 342 of the United Kingdom’s Companies Act 2006 for
members to require an independent report on a poll.

The power is limited to:

@) members representing not less than 5% of the total voting rights of all the
members who have a right to vote on the matter to which the poll relates
(excluding any voting rights attached to any shares in the company held as
treasury shares), or

! see ‘csA’s guide to implementing direct voting’
<http://www.csaust.com/Content/NavigationMenu/NewsAdvocacy/Discussionpapers/Guide_implementing_direct v
oting.pdf>, sighted 28 August 2007

Z See AMP Capital’s Corporate Governance: mid-year update, August 2006. A copy can be obtained at
www.ampcapital.com.au
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(b) not less than 100 members who have a right to vote on the matter to which the
poll relates and hold shares in the company on which there has been paid up an
average sum, per member, of not less than £100.

ACSI recommends that the Committee consider introducing similar provisions to the
United Kingdom, along with a clarification of what would constitute “independent
verification” of votes cast on a poll.

Whether institutional shareholders are adequately engaged, or able to participate,
in the relevant corporate affairs of the companies they invest in.

In ACSI’s experience, the introduction of a non-binding shareholder vote on a company’s
remuneration report in the CLERP 9 reforms has been one of the single biggest catalysts
for improved levels of engagement between institutional shareholders and company
directors.

The remuneration report has provided a basis for companies to explain the rationale of a
company’s approach on pay, and the non-binding vote has given shareholders an
opportunity to express their views.

In addition, the “if not, why not” requirements arising out of the ASX Corporate
Governance Council’s Corporate Governance Principles and Recommendations
encourage companies to explain their approach to corporate governance and explain any
divergences from generally accepted standards.

ACSI has found that, since the introduction of the non-binding vote on remuneration
reports and the ASX Corporate Governance Council’s Principles, more companies are
proactively seeking out institutional investors (and their representative organisations such
as ACSI) to discuss the company’s approach to corporate governance.

However, there are some areas of reform that would further assist institutional
shareholders to engage with companies.

Annual reports

We recommend that companies be required to include in their annual reports information
about remuneration consultants to the company. In particular, the annual report should
contain details about:

o The remuneration consultants who have been appointed,
. Who appointed them (i.e. the board or a committee of the board), and
o The types of services provided to the company.

This information is necessary to give shareholders the requisite level of comfort that there
are no inherent conflicts of interest in the services being provided, and that no prior
relationship exists between the remuneration consultant and a senior executive or
director.

We note that the following companies already disclose this type of information
voluntarily: BHP Billiton Limited, Iluka Resources Limited and Woodside Petroleum
Limited.



Collective action by institutional shareholders

There are many benefits of institutional investors engaging collectively with companies
about their corporate governance practices. A group of investors expressing similar
concerns are more likely to be heard by the company, and the company can discuss the
matter with a large number of shareholders more efficiently, rather than having
repeatedly to explain its position.

This was clearly ACSI’s experience when it held discussions with News Corporation in
conjunction with other advisers and investors about News Corporation’s proposed moved
to Delaware in 2005.

However, there are certain sections of the Corporations Act (namely section 606 and Part
6C.1) which when combined with the very broad definitions of “relevant interest” and
“associate” have a dampening effect on institutional investors acting collectively.
Institutional investors could unintentionally breach these sections if they seek to act
collectively, especially if they act outside the context of an upcoming company meeting.
This issue is fully discussed by Professor Geof Stapleton in the chapter *“Legal
Limitations on Institutional Investors Participating in Corporate Governance Activities”,
in Paul Ali, Geof Stapledon and Martin Gold, Corporate Governance and Investment
Fiduciaries, (LawBook Company) (2003). A copy of the relevant chapter of this book is
attached to this submission.

The Australian Securities and Investments Commission recognised the difficulties posed
by section 606 and Part 6C.1 for institutional investors, and released Policy Statement
128 and Class Order 98/649 (now updated as Class Order 00/455). If institutional
investors comply with the Class Order, any agreement to act collectively and related
discussions will be treated as not triggering section 606 or Part 6C.1.

However, as highlighted in the extract from Corporate Governance and Investment
Fiduciaries, the Class Order is limited in its application, and is deficient in two key areas
that may still cause difficulties for institutional investors who wish to act collectively.

In particular:

. The Class Order’s application is restricted to a situation where institutions enter
into an agreement about voting at a particular general meeting of shareholders. As
Professor Stapledon notes, in Australia much of institutional investors’ activity in
relation to corporate governance issues occurs outside the context of company
meetings, which means that the exemptions in Class Order 00/455 would have no
application.

. The Class Order requires institutions to disclose to the company and to the ASX
the fact that they have a voting agreement in relation to a company meeting and
other specified details. As Professor Stapleton notes, this disclosure runs counter
to the preference of institutional investors to hold “behind the scenes” discussions
with companies wherever possible.

From a superannuation fund perspective, superannuation fund trustees would be unlikely
to enter into a formal “voting agreement” (since a decision of a superannuation trustee on
investment or governance matters requires a two-thirds approval of the trustee board). A
superannuation fund is more likely to share and exchange information with other
superannuation funds and fund managers, which could nevertheless potentially bring
them within the operation of section 606 or Part 6C.1.



Whilst institutional investors could apply to ASIC for relief in a specific case, the process
for obtaining relief can be drawn out and would most likely involve the public disclosure
that is undesirable for the investors and companies.

ACSI urges the Committee to raise these issues with ASIC with a view to ASIC revising
the terms of Class Order 00/455 to more closely reflect actual practice in the marketplace
and to consider the options for reform outlined by Professor Stapledon in the “Possible
Reform” subsection of the chapter cited above.

When addressing the Securities and Derivatives Industry Association conference in June
2007, Mr Jeremy Cooper, Deputy Chairman of ASIC, discussed whether
"disaggregation” relief should be granted to investment funds because their aggregate
group holdings in companies are close to the 20% takeover threshold. In the course of his
address, he noted that "the problem created by investment funds approaching the 20%
takeover threshold is expected to increase with increasing domestic ‘investment’ through
superannuation and the likelihood that foreign investment funds will seek to increase
their investment in Australian companies and schemes.” Although his comments were
directed to a different issue, ACSI notes that they are equally relevant to the problems
raised by the operation of section 606 and Part 6C.1.

Best practice in corporate governance mechanisms, including:
(@) Pre-selection and nomination of candidates

ACSI supports the existing provisions in the Corporations Act that apply to the
nomination and election of directors, and does not see any reason to alter the
legislation in this area. We recognize that company constitutions outline the
process for nominating directors to a board.

We also reaffirm the importance of existing provisions in the Corporations Act
that allow shareholders to vote against the election or re-election of directors and
the provisions that allow for the removal of directors. These provisions are an
important “check” on directors where they are underperforming.

We note that there are no similar provisions in some other jurisdictions, including
the United States. According to governance commentators and institutional
shareholders in the United States, the inability for shareholders to exercise a
binding “against” vote on the election of a director has been regarded as a major
impediment to effective governance and shareholder scrutiny of the performance
of directors and boards. Effectively, it creates an “entrenched” board.

(b)  Advertising of elections and providing information concerning director
candidates, including director interaction with institutional shareholders;

ACSI supports the existing laws about the advertising of company board
elections. Generally speaking, companies do provide reasonable biographical
information about candidates, including candidates who have not been endorsed
by the Board.

ACSI members continue to support candidates who are prepared to bring a
combination of experience, skill and strategic decision-making ability to the
boardroom table. We recognise that most directors of publicly listed companies
take their fiduciary duties seriously.



(©)

(d)

However, boards should look for skilled candidates who are not necessarily the
“usual suspects” who can be considered for board positions.

According to research recently released by ACSI, more than 70% of new directors
of ASX100 companies appointed during 2006 were already directors of ASX100
companies. In 2004, ACSI’s research found that only 27% of new ASX100
company directors already were, or had been, a director of an ASX100 company.

As investors, we are interested in understanding how board candidates are
selected, given the increasing prevalence of appointments from within the existing
“pool” of directors.

ACSI recognises that Parliament cannot legislate for the deepening of the “gene
pool” available for the selection and election of directors onto a Board. We
recognise that this can be achieved through a combination of factors, including a
genuine desire by company boards to find highly motivated and skilled directors
who bring diverse life and work experience to the boardroom table. However, we
draw this issue to the Committee’s attention.

Presentation of ballot papers

ACSI considers that there have been improvements in this area over recent years
by companies. However, we encourage companies to use electronic means for
circulating and filling out ballot papers.

Voting arrangements (e.g. direct, proxy)
Electronic voting and “lost votes”

We reiterate our comments on electronic voting and “lost votes” made in section
1 of this submission.

Exclusion of associates’ vote on the remuneration report

A central purpose of allowing shareholders a non-binding vote on remuneration
reports is to give shareholders an opportunity to send a message to the company
on the company’s remuneration arrangements. In particular, shareholders are
interested in the extent to which the remuneration arrangements align executives’
interests with shareholders’ interests and how they reward executives’
performance.

At present, all shareholders (including directors and executives who are the
beneficiaries of the remuneration arrangements) are able to participate in the non-
binding shareholder vote. Since these directors and executives clearly have an
interest in approving the remuneration arrangements, allowing them to vote may
result in a higher “approval” vote on the remuneration report than might otherwise
be the case.

To overcome this, ACSI recommends that the Committee consider an amendment
to Corporations Act, to exclude “associates” from voting on a remuneration
report. This would mean that the shareholder vote on the remuneration report
would better reflect the true level of support for the remuneration arrangements
amongst shareholders who are not affiliated with the company.



(e) Conduct of Annual General Meetings

We are aware that some questions have been raised about the effectiveness and
relevance of annual general meetings. ACSI believe that annual general meetings
are an important and effective mechanism for giving shareholders a voice about
their investee companies.

However, we acknowledge that companies and shareholders could better use
these meetings. We commend the practice of companies of inviting shareholders
to submit questions with notice, and we also encourage companies to provide a
web-cast of general meetings to improve shareholder access to meetings.

4. The effectiveness of existing mechanisms for communicating and getting feedback
from shareholders.

As outlined earlier, ACSI’s experience has been that engagement between shareholders
and companies has improved in recent years, and ACSI believes that this has largely been
due to the introduction of a non-binding vote on a company’s remuneration report.

However, not all issues relate to remuneration. Other governance matters that are
important to shareholders, such as board composition, constitutional amendments,
mergers and takeovers are not covered by the remuneration reports, and there is scope to
improve the feedback mechanisms for these other issues.

5. The particular needs of shareholders who may have limited knowledge of corporate
and financial matters.

ACSI has no comment in relation to this sub-heading, as it considers this is principally
relevant to retail shareholders, rather than institutional investors.

6. The need for any legislative or regulatory change.

In addition to the suggestions for reform outlined above, ACSI also notes the following
areas for reform that could also be considered by the Committee.

All equity grants to executive directors should require shareholder consent

ACSI acknowledges the importance of a company paying its executives and directors
proper and fair remuneration in order to attract, retain and motivate them. We also
acknowledge that shares and share option schemes are an important long-term component
of executive remuneration.’

ACSI considers that ASX Listing Rule 10.14 (which requires equity grants for directors
to be subject to approval by shareholders) is an integral provision.

In October 2005, ASX Listing Rule 10.14 was amended to no longer require shareholders
to approve an issue of shares as part of an executive director’s remuneration package if
the shares were bought on-market.

® In 2005, the average top 100 ASX/S&P CEO took home $4.56 m in remuneration, 23.64 % of which represented
the long-term incentive component of this remuneration. Source: 1SS Proxy Australia, CEO Pay in the Top 100
Companies: 2004 (Research prepared for ACSI) (2006).



Investors have been concerned about the amendment to the Listing Rule. ACSI takes the
view that prior approval by shareholders could reduce the potential for options being
“back-dated” or “spring-loaded” (i.e. where option or share grants are timed to coincide
with the release of positive information or share price slumps) because shareholders
could assess vesting periods and performance hurdles.

Events in the United States have demonstrated that, if shareholders do not have the ability
to approve equity grants, there is the potential for manipulation of equity grants by
insiders, even in well-regulated and heavily scrutinized capital markets.

ACSI has submitted to the ASX that the current version of Listing Rule 10.14 should be
revised to require shareholder approval of any acquisition of securities by a director
outside of a genuine salary-sacrifice arrangement.

The ASX has agreed to review the Listing Rule.

Although the ASX is yet to make a decision, if the ASX does not amend Listing Rule
10.14, ACSI is concerned that some institutional investors may feel compelled to vote
against an entire remuneration report where a company takes advantage of the Listing
Rule provisions to avoid shareholder approval on equity grants. This would not be
helpful, since as noted earlier in this submission, the introduction of a non-binding vote
on remuneration reports has been a very helpful mechanism to encourage dialogue
between investors and companies.

In summary, ACSI recommends that Listing Rule 10.14 be returned to its form prior to
the October 2005 amendment. ACSI also recommends that the Committee monitor the
ASX’s review of the Listing Rule.

The Committee could also consider whether companies should be allowed to claim a tax
deduction for the on-market purchase of shares for an incentive program only if awards to
executive directors under that program have been approved by shareholders.

The Committee should also note that, in the context of the ASX Corporate Governance
Council’s considerations about equity-based remuneration to executives who are not
directors, the Council intends to refer the matter to the ASX and Treasury to review the
position of shareholder voting for equity-based remuneration plans within the existing
framework of the Listing Rules and the Corporations Act.

Shareholder Privacy

Section 168 of the Corporations Act provides that a company or registered scheme must
set up and maintain a register of members and section 169 sets out the information that
must be kept on the register. Under section 173, any person is able to inspect the
register. People who are not members of the company may be charged a fee for access to
the register.

A recent amendment to the United Kingdom Companies Act introduced a “proper

purpose” test for accessing the register, which in effect grants additional privacy to

shareholders.” This is intended to protect members from being contacted for an improper
5

purpose.

% 55 116-119 of Part 8 of Companies Act 2006 UK. Further amendments are anticipated in terms of the content
requirements of the annual return through amendments to regulations made under s857 of the Act.

® UK introduces a proper purpose test for accessing the register
<http://www.csaust.com//AM/Template.cfm?Section=Home>, sighted 28 August 2007
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The UK Companies Act does not define what is a “proper purpose”. Accordingly, the
Institute of Chartered Secretaries and Administrators (ICSA) in the UK has recently
issued guidance note on access to the register of members and the proper purpose test.
ICSA has suggested examples of proper purposes might include:

. a member checking that his personal details have been accurately recorded on the
register.

. a request from a regulatory or statutory body.

. an executor checking the shareholding of a deceased member.

. a member wanting to contact other members about matters relating to the

company or their shareholding.
Examples of improper purposes might include:

. any purpose not related to the members in their capacity as members of the
company (e.g.: commercial mailings).

. any communication to members that the company is concerned would threaten,
intimidate or harass.

. performing credit or identity checks on individual members.

. any purpose that could be unlawful (e.g.: any purpose that might abuse someone’s

rights under data protection legislation).

ACSI recommends that the Committee considers the UK legislation, but also suggests
that the “proper purpose” should be defined if any similar Australian provisions were
enacted. ACSI suggests that one “proper purpose” should be to allow shareholders access
to information about other shareholders to enable them to contact other shareholders
about issues relating to a general meeting resolution.

Parliamentary Joint Committee report on Corporate Social Responsibility

In June 2006, the Committee released its report: “Corporate responsibility: Managing risk
and creating value”. Although the report contained a number of the recommendations that
have already been implemented, ACSI believes that implementation of the following
recommendation would enhance the effective engagement of shareholders in the
governance of companies:

“Recommendation 22: that the Australian Government, in consultation with the
investment community, develop educational material regarding the materiality of non-
financial risks, for use by institutional investors and fund managers. Further information
and research will assist all parts of the investment community to be better informed about
important matters affecting company valuations, which will help effective engagement”.

Please contact Phillip Spathis on (03) 9657 4386 should you have any questions on the matters
contained in this submission.

Yours sincerely

fot 80—

MICHAEL O’SULLIVAN
President



alteration (or potential alteration) to corporate control. The second example

given earlier is a case in point.*¥

It is almost beyond argument that the legislature would not have intended
Part 6C.1 or section 606 to apply to joint institutional action on matters
unconnected to corporate control. Thus, for this class of institutional action
there is a very strong case for legislative reform. A possible reform might be
to add a "specified exclusion” to those already contained in section 16(1) of
the Corporations Act. Section 16(1) states: "A person is not an associate of
another person by virtue of section 12 or subsection 15(1) ... merely because
of ane or more of the following: ...” By this mechanism, section 16(1) ensures
that certain persons are not deemed to be associates. For present purposes,
this would be a means of avoiding the aggregation of each institutibn’s

relevant interest in the company’s voting shares.

It is not as clear immediately that collective institutional action on matters
related to corporate control should be removed from the reach of Part 6C.1
and section 606. Nonetheless, there are at least three arguments in favour of
extending the legislative reform suggested in the previous paragraph so it

would also cover control-related collective action.

First, the Corporations Act contains provisions which reflect a legislative
intention that shareholders should be able to act collectively in control-
related matters. Section 249D enables shareholders to group together to
require the directors to call an extraordinary general meeting, and section
249F empowers shareholders themselves to call a general meeting. Section
249N empowers a group of shareholders to require the company to notify
shareholders of a motion to be moved at the next general meeting. And
section 249P enables a group of shareholders to require the company to
distribute a statement relating to any proposed resolution or business to be

dealt with at any general meeting. In addition, and importantly, section 203D

% In this example, four fund managers decided to vote against a motion to grant options to

an executive director, at an approaching annual general meeting of Z Ltd.



empowers the shareholders of a public company to remove a director, by

ordinary resolution, without cause.

Second, the international experience indicates that collective instituticnal
action affecting corporate control should be removed from the reach of Part
6C.1 and section 606. In 1992 the US Securities and Exchange Commission
(SEC) amended some of the “proxy rules” made under the Securities Exchange
Act of 1934, to remove restrictions on the ability of institutional investors to
act collectively. The amendments did not, however, remove all of the
obstacles.”® One remaining obstacle stems from a provision (Rule 13d-5(b)(1))
which is similar in effect to Part 6C.1 of the Corporations Act. There have
been calls for the SEC to reform Rule 13d-5(b)(1), which embraces a concept
of a "voting group” which operates remarkably similarly to the "associate”

concept in the Corporations Act. One influential commentator has submitted:

[Alt a minimum, the voting group concept should be cut back to exclude
shareholders who are engaged in organizing support for a non-control-
related vote. ... [I]t is arguable that a solicitation intended to elect only
a minority of the [board] seats up for election might be similarly

excluded.”

In Canada, the takeovers provisions in provincial securities legislation®
operate similarly to section 606 of the Corporations Act. A leading Canadian

corporate law scholar has contended:

There is ... a very strong case for completely exempting institutional
owners ... from the application of the takeover rules, unless the ..

institutions actively make or participate in an offer to all shareholders. ...

% See C T Dixon, "The Post-Proxy Reform Era: Remaining Pitfalls for the Unwary Activist
Shareholder”, Corporate Governance Advisor, October/November 1993, at 12; J C Coffee,
“The SEC and the Institutional Investor: A Half-Time Report” (1994) 15 Cardozo L Rev 837, at
876-902.

? Coffee, ibid at 882.

% For exampte, Securities Act 1990 (Ontario), ss 89(1) and 91.



[Cloordinated institutional activity to influence management on an ad hoc
basis [should not] be subject to aggregation ... [A]pplying the rules to
such conduct will harm all shareholders by interfering with institutional

monitoring.”?

Institutional shareholders in UK companies are probably not faced with the
type of legal disincentives currently under discussion. The Companies Act
1985 (UK) contains provisions which have the same goal as Part 6C.1 of the
Corporations Act (disclosure of substantial shareholdings).” However, the
sections dealing with aggregation of the shareholdings of associated persons
(sections 204 to 206} would, in most instances, not catch a coalition of
institutions formed to engage in some kind of corporate-governance activity.
Section 205 aggregates shareholdings where there is an “agreement”® to
which section 204 applies. Significantly, section 204 applies only to an

agreement which:

(@) "includes provision for the acquisition by any one or more of [the
parties to the agreement] of interests in shares of a particular public
company”;

(b) "also includes provisions imposing obligations or restrictions on
any one or more of the parties to it with respect to their use,
retention or disposal of their interests in that company’s shares
acquired in pursuance of the agreement”; and

{c) is fulfilled to the extent that any one or more of the parties
actually acquires an interest in the company’s shares "in pursuance of

the agreement”.%

*J G Macintosh, "The Role of Institutional and Retail Investors in Canadian Capital
Markets”(1993) 31 Osgoode Hall LJ 371, at 405-6.

* See Companies Act 1985 {UK), ss 198-210.

* Defined broadly: see Companies Act 1985 (UK), s 204(5) and (6).

* Companies Act 1985 (UK), s 204(1) and (2).



An institutional intervention would not usually satisfy the requirements that
there be an agreement to acquire, and then an agreement-related acquisition

of, an interest in the company’s shares,”’

In regard to takeover regulation, Rule 9.1 of the UK's City Code requires that
the shareholdings of “persons acting in concert with” a person must be
aggregated with the shareholding of that person when determining whether a
takeover bid must be made by that person (the threshold being 30 per cent of
the voting rights).” At first glance, this provision might seem to have an
effect on collective action by institutional shareholders similar to section 606
of the Corporations Act. But that is almost certainly not the case. The City
Code is a non-statutory document - administered, interpreted, and enforced
by the Panel on Takeovers and Mergers, a body “composed ... of market
professionals in the securities industry [which] prides itself on its speed and
lack of formality ... and normally ... does not allow representation by legally

skilled persons,””

It seems very unlikely that the Panel would adopt a
legalistic and technical approach to Rule 9.1 of the ity Code so as to force a
coalition of institutions engaged in a corporate-governance action to make a

mandatory bid.®

The third argument in favour of including control-related collective

institutional action within the reform proposed earlier is that there is little

% Note, however, that an interest in shares may be acquired without a purchase of any shares.
Section 208(2) states that a "reference to an interest in shares is to be read as including an
interest of any kind whatsoever in the shares”, and section 208(4)(b} deems a person to have
an interest in shares if "not being the registered holder, {the person] is entitled to exercise
any right conferred by the holding of the shares or is entitled to control the exercise of any
such right”,

% panel on Takeovers and Mergers, The City Code on Takeovers and Mergers, Rule 9.1,

% D D Prentice, “Regutation of Takeover Bids in the United Kingdom” in K Kreuzer (ed),
Offentliche {Ibernahmeangebote (Nomos, 1992}, p 139.

1% This view is reinforced by one of the Panel’s own interpretative notes: see above n 67,
Notes on Rule 9.1, Note 2: "The Panel does net normally regard the action of shareholders
voting together on particular resolutions as action which of itself should lead to an offer

obligation.”



reason to expect Australian institutions to interfere inappropriately in control-
related matters if the legal barriers under discussion were removed. There
are numerous economic disincentives to detailed involvement by institutionat

' These would continue to act as a

investors in corporate governance.’
forceful restraint on collective institutional action even if the legal barriers

relating to section 606 and Part 6C.1 were dismantled.

For these reasons, it is recommended that the Corporations Act should be
amended so as to protect from the reach of section 606 and Part 6C.1 both
non-control-related and control-related institutional action of a collective

nature.
INSIDER TRADING

Insider trading has been outlawed in Australia, by way of specific legislation,
since the 1970s.'” Investment fiduciaries need to be familiar with the insider
trading prohibitions, particularly given that the provisions can be breached
where a fund manager buys (or sells) some shares, even though not personally
in possession of any inside information, but where her colleague a floor below
possesses inside information about the company concerned. There can be a
breach even if the first fund manager does not know that her colleague

possesses the inside information. %

! See, eg, J C Coffee, “Liquidity Versus Control: The Institutional Investor as Corporate
Monitor” (1991) 91 Colum L Rev 1277; Coffee, above n 90; J C Coffee, "The Folklore of
Investor Capitalism” (1997) 95 Mich L Rev 1970; E B Rock, "The Logic and (Uncertain)
Significance of institutional Shareholder Activism” (1991) 79 Georgetown LJ 445; Stapledon,
above n 1, ch 10.

2 See now Corporations Act 2001 (Cth), Part 7.10, Div 3.

1% Under Corporations Act 2001 (Cth), s 1042G, a bady corporate (eg fund management
firm) is taken to possess any information which an officer of the body corporate possesses
and which came into his or her possession in the course of performing his or her duties as
an officer. The "Chinese Wall” exemption in section 1043F provides protection in some

circumstances.



There are three separate forms of insider trading:

= where someone who possesses non-public price-sensitive information
in relation to a company buys or sells the company's shares on the
secondary market, or subscribes for them in a primary offer (the

“trading offence”);

. where someone who possesses non-public price-sensitive information
in relation to a company procures someone else to buy or sell the
company’s shares on the secondary market, or subscribe for them in a

primary offer (the "procuring offence”); and

" where someone who possesses non-public price-sensitive information
in relation to a company communicates the inside information to
someone else, and they know or should know that that other person
will be likely to buy or sell the company’s shares on the secondary
market, subscribe for them in a primary offer, or procure a third

person to do one of those things (the “tipping offence”),'™

There is no crime in an institutional investor becoming a party to inside
information - so long as it does not trade on it, procure another party to trade
in the shares, or communicate the information to another party. It is,
nevertheless, arguable that the insider trading provisions serve to restrict the
amount of corporate gdovernance activity performed by institutional

shareholders. The line of reasoning is as follows:

[lInstitutional investors ... cannot trade on some information which is
subject to insider trading legislation. As a precaution they do not acquire
it in the first place in order to not jeopardize their trading strategy. As a
result they stay less informed, thereby reducing their effectiveness as

monitors. %

% Corporations Act 2001 (Cth), s 1043A.

1% E Maug, "Institutional Investars as Monitors: On the Impact of Insider Trading Legislation on



However, it is far from clear that the insider trading provisions actually cause
institutions to conduct significantly less monitoring of investee companies than
they would conduct if the practice were allowed. First, the legislation is not a
barrier to routine meetings between fund managers and corporate
managements. One-to-one meetings, “roadshow” presentations, and brokers’
lunches are all prevalent in Australia. Second, it is difficult to see how the
legislation could stymie interventions to replace board members, because
institutions only take part in such activism after deciding not to sell their
shares at the prevailing price. Third, although inability to trade the shares is
cited commonly as a reason why institutions oppose the idea of non-executive
directors being nominated by institutional shareholders, a Chinese Wall could
be utilised to enable an institution to trade the shares of a company at which
one of its fund managers or a nominee was a non-executive director.’® Kt
appears that the most likely point of impact of the insider-trading provisions is
in relation to the "pre-marketing” of proposed large transactions. As one

Australian fund manager has said:

When a company comes to us and says, “We are thinking of doing such and
such, what do you think?” we are insiders and that can be to the
detriment of [our] clients because we are precluded from acting in the
market. So, before the discussion, we typically ask the question, "Will
this make us an insider?” ... [I]f we have made a decision ... to buy shares
in the company, we may say “We would prefer not to hear what you have

to say. n107

Large Shareholder Activism” (London Business School, 1995).

1% See Corporations Act 2001 (Cth), s 1043F; also 5 1043C (exception for underwriters). In
addition, there are several other reasons usually given by institutions when explaining their
antipathy to the concept of having their nominees serve as non-executive directors: see
Stapledon, above n 1, chs 5, 8. These other factors would remain as strong disincentives to
institutional investor representatives serving as non-executives even if there were no insider
trading legislation.

07 AIST, above n 61 at 114.



Interestingly, however, the same fund manager went on to say:

Generally we don’t decline to discuss the matter. At the end of the day it
all gets back to [our] clients’ interests ... | think generally the more we
know about what is going on in the company the better we are able to
make judgements about ... the executives and also the quality of the non-

executive directors.'%?

Most institutions are willing to be made insiders in this way for only a few days

at most.'®

It might be argued that without the prohibition on insider trading
they would be able to become involved at an earlier stage - with resulting
benefits for corporate governance. However, it is likely that, even in the
absence of the legislation, a company’s management would divulge non-public
price-sensitive information to an institutional shareholder only if the
institution first gave an undertaking not to trade in the shares until the
information became public.’'® The desire for freedom to trade would ensure
the same relatively short period during which the institution would be happy

to be an insider.

SHADOW DIRECTOR

If the directors of a company are accustomed to act in accordance with an

institutional investor’s instructions or wishes, the institutional investor is

1

deemed to be a director of that company.'"" This is commonly called the

"shadow director” concept.

"% |bid.

'*? Finding of Stapledon’s 1994 interview study.

"9 |ndirect support for this proposition exists in the fact that, in Germany, prior to the
outlawing of insider dealing, many banks and companies followed a voluntary code of conduct
proscribing insider trading: "Survey: German Banking and Finance: A Tightening of the Rules”,
Financial Times, 31 May 1994. Insider trading became an offence in Germany in 1994 under the
second Financial Markets Promotion Act (Finanzmarktférderungsgesetz) (implementing
Directive 89/592/EC).

" Corporations Act 2001 (Cth), s 9 (definition of "director”).



An institutional investor which is a shadow director is subject to most of the
provisions of the Corporations Act to which a formally appointed director is
subject. Two significant examples are the insolvent trading provisions'"? and

the statutory officers’ duties.!

Whether an institutional investor is a person in accordance with whose
instructions or wishes the board is accustomed to act should be determined
from the point of view of the board."™ However, when a company is the
subject of an intervention by one or more institutional investors, it is often
the case that the board resists the institutions’ suggestions, rather than acting
in accordance with them. One exception is where a board agrees to appoint
new directors suggested by the intervening institutions (as occurred at Coles
Myer in 1995). Even in this situation, though, it is unlikely that any of the
intervening institutions would fall within the shadow director definition. The
one-off action of the board in appointing the new directors would probably
not render any of the intervening institutions a person whose instructions the
board is accustomed to follow. To be a shadow director there must be "a
pattern of behaviour”.'"™  An occasional instance of compliance is
insufficient.””® It should be borne in mind that intervening institutions
invariably disengage themselves from active involvement once the board has

been reconstituted.

"2 Corporations Act 2001 (Cth), ss 588G to 588U,

"3 Corporations Act 2001 (Cth), ss 180-183.

" Standard Chartered Bank of Australia Ltd v Antico (1995) 18 ACSR 1, at 65-71; Dairy
Containers Ltd v NZI Bank Ltd (1995) 7 NZCLC 260,783, at 260,810-260,811; D D Prentice,
"Directors, Creditors, and Shareholders” in E McKendrick (ed), Commercial Aspects of Trusts
and Fiduciary Obligations (Oxford University Press, 1992), p 81 n 39.

'"® Re Hydrodan (Corby) Ltd [1994] BCC 161, at 163. On the other hand, it is not necessary
to show that the board followed the instructions or wishes over the entire scope of its
activities: ASC v AS Nominees Ltd (1995) 18 ACSR 459, at 508-510; Secretary of State for
Trade and Industry v Deverell [2000] 2 WLR 907,

" P M C Koh, "Shadow Director, Shadow Director, Who Art Thou?” (1996) 14 C&SLJ 340, at
343.
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