Senate Standing Committees on Economics

Inquiry into Unlawful Underpayment of Employees’ Remuneration

Question on notice to Dr Tess Hardy

Senator O'NEILL: So there is a bit more heavy lifting to be done by the feds. You indicated in your
opening remarks that an increase in the risk of detection is going to be critical, plus you mentioned
administrative sanctions. This whole area can become very dense and very complicated, but people do
understand driving rules. Surveillance is part of it, and automatic fines are quite helpful in keeping us
all safe on the roads, even though, if we get one, it's never nice to get that letter in the mailbox. You
also raise the question of non-state actors, and we're seeing some of that with the recent AMP matters,
with institutional investors having some impact. Are you aware of any jurisdictions where that has
been operating and has improved matters?

Dr Hardy: Certainly, | think this is an area where it's expanding in other jurisdictions, but it's still very
embryonic to some extent. | can take that question on notice and look into it further and chat to some
of the colleagues that | was discussing these issues with last night. I'm more than happy to come back
to you on that.

Response

The rising tide of financialisation across liberal market economies, such as Australia, has led to the
infusion of “financial ways of thinking and acting into corporate and government decision-making, into
work relations, into media commentary on economic and social issues, and into our homes and home
life.” The preferences and decisions of institutional investors, along with banks, insurance companies
and other financial actors, are seen to play an important role in shaping the behaviour of other
economic players, including corporations.? This has the potential to have both negative and positive
effects on the quality and dignity of work in Australia.

It has been argued that financialisation reinforces and elevates the primacy of shareholder value,
which tends to reward short-termism and discount long-term risks.? Prioritisation of the interests of
owners has sometimes come at the expense of other stakeholder interests, including employees.
Financialisation has been associated with an increasing concentration of capital, a decline of the
labour share and growing inequality.* Most relevantly, the growing power of financial capital,
combined with technological advances and improvements in supply chain management, has been
viewed as a key driver of fissured work arrangements — whereby companies seek to shed direct
employment, impose demands on subsidiary firms and blur lines of responsibility.> This allows lead
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firms (and their owners) to reduce labour costs while retaining high levels of control, and maximise
centralised profits while minimising accountability for externalities.® As Peetz observes: ‘Through
various mechanisms, financialisation diminishes the power of workers and reduces the labour share
of national income, but it also diminishes the incomes and power of many peripheral parts of industrial
capital itself.”” Placing more commercial pressure on marginal businesses can amplify the risk of wage
and superannuation underpayment, and make it more difficult to recover compensation and levy
sanctions.

Traditionally, the reform of corporate governance has been viewed as the province of governments
and securities regulators, while most institutional investors have generally seen their role as ‘being
stable and passive holders of listed capital.”® However, there is a growing sense that institutional
investors have the potential to contribute to efforts to address a range of environmental and social
ills, including systemic non-compliance with employment standards regulation. Unlike earlier
iterations of corporate social responsibility, responsible investing (i.e. the incorporation of
environmental, social and governance (ESG) issues into investment analysis, decision-making and
ownership practices)® tends to operate according to a ‘logic of consequences’ - that is, responsible
investing is generally rational because it takes into account factors that will ultimately improve the
corporate bottom line.1® In comparison to more traditional modes of ESG, responsible investing is not
solely underpinned by a ‘logic of appropriateness’ and does not overtly appeal to, or rely upon,
international moral standards or norms.!! Instead, the long-term investment horizons and highly
diversified investment portfolios may mean that they are more interested in promoting a sustainable
financial system.? In addition, and more generally, investors have a growing awareness that
environmental and social risks affect a company’s ability to create long term value.® North observes:

Many investors believe that companies which proactively respond to foreseeable environmental and
social harms caused by the entity’s activities can enhance their value by minimising their risks, capturing
emerging business opportunities and efficiencies, developing productive relationships with
stakeholders, and improving their reputation and brand. Conversely, businesses that fail to respond
adequately to these challenges risk losing much of their long-term value. These well-documented
linkages between a company’s capacity and willingness to manage environmental and social risks and
its long-term value are driving many institutional investors and others to proactively engage with
companies concerning the quality of their risk structures and reporting.'*

There is increasing evidence of investor-driven governance networks in the UK, the US and here, which
seek to advance responsible investing and shape business norms by holding corporations accountable.
Many of these investor networks have been motivated by concerns relating to environmental
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sustainability and the problem of climate change.’®> Some have been prompted by governance issues
exposed in the Global Financial Crisis (GFC). However, the positive role that institutional investors
might play in the context of employment standards compliance and enforcement has been largely
overlooked in the literature, albeit this is starting to shift.’ The introduction of modern slavery laws
in Australia and elsewhere has been especially significant in this respect.?’

Institutional investors in Australia are especially well-positioned to steer corporate capital allocation
so as to advance human rights and uphold labour standards regulation. Mainly due to the mature
compulsory superannuation scheme in this country,®® institutional investors own the fourth largest
pool of investment fund assets in the world and are the largest suppliers of capital to listed
companies.’ Furthermore, in Australia, the biggest institutional investors are the not-for-profit
industry superannuation funds, which have union involvement and backing.?® This suggests that there
is a natural convergence between stakeholder and shareholder interests. There is also evidence to
indicate that consumers and beneficiaries have an interest in responsible investing with a recent
survey revealing that between 85-90 per cent of Australians acknowledge the importance of
responsible and sustainable investing.?! Mees and Smith believe that this makes Australia ‘one of the
more notable jurisdictions for institutional influence in corporate governance reform.’?

The approach of institutional investors to responsible investing has been diverse and the level of
ownership engagement varies across different funds. In the past, shareholder resolutions have been
the dominant mechanism used by investors and activists to influence corporate decision-making.
More recently, this approach has now been supplemented, if not supplanted, by a range of alternative
market-based mechanisms, which are designed to ‘encourage positive engagement and action from

corporations concerning their management and reporting of environmental and social risks’.%

Relevant mechanisms include direct engagement with corporations or third-party lobbying via a
collective representative, such as the Financial Services Council (FSC), the Australian Council of
Superannuation Investors (ACSI) and/or the Responsible Investment Association Australasia (RIAA).
These representative or intermediary organisations engage in a range of regulatory activities,
including disclosure, information-sharing, monitoring of ESG impacts, and the dissemination of
technical resources and metrics for enhanced ESG assessment.?*
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In addition, the FSC and ACSI have put forward separate stewardship codes in the recent past.
Shareholder stewardship codes, which emerged in the wake of the GFC, ‘are beginning to influence
the norms and expectations of institutional investors around the world.””® Such codes are founded on
the idea that ‘greater engagement by institutional investors is a beneficial corporate governance
technique, which operates as a check on centralised managerial power ...improves corporate decision-
making and provides protection against excessive risk-taking.”?® It is not yet clear whether the
stewardship codes that have been disseminated in Australia will achieve such lofty objectives. For a
start, the FSC Code — which is mandatory for its asset-manager members — simply references ESG-
focused stewardship as one of several stewardship activities. In comparison, the ACSI Code ‘envisages
that ESG considerations will play a fundamental role in shaping investors’ overall approach towards
stewardship’,?” but applies only on a voluntary basis. Notwithstanding some of the limitations of these
stewardship codes, Jefferies predicts that they are ‘likely to result in increased participation from
shareholders in listed companies such as Annual General Meeting (‘AGM’) participation and
communication around financial, environmental and social performance.’?®

More generally, Bowley and Hill query whether institutional investors will have sufficient incentives
to act as stewards ‘given the large number of investments in their diversified portfolios, free-riding
concerns, the pressure to seek economies in their governance activities owing to industry competition,
and conflicts of interest.’””® They argue that collective action amongst institutional investors may
address some of these issues by allowing shareholders to pool their resources, share the costs and
strengthen their leverage.3° However, collective action amongst institutional investors in Australia has
been fairly limited thus far, particularly in comparison to growing collective activities amongst
investors in the UK.!

In addition, there is some limited evidence of institutional investors actively funnelling capital to
projects which are geared towards improving environmental and social outcomes, or conversely,
deliberately divesting the securities of companies that do not accurately disclose or properly manage
environmental and social risks. For example, AE has expressly stated that it is engaging in negative
screening in relation to human rights breaches in the food production supply chain and that to attract
investment companies must have an ethical sourcing policy ‘as an absolute minimum’.32 Two other
prominent retail investors, AMP and Colonial, decided to divest from an Australian fast food company
on the basis of their persistently poor record of underpayment. They further noted that this company
‘will remain uninvestable for a period of two years, at which point we will review the company’s
handling of the allegations.’*

Another separate way in which investors have sought to shape corporate decision-making is by way
of ‘informational activism’, which has been described as ‘the third “wave” of shareholder influence.”®*
In short, ‘informational activism’ uses ‘market forces and informational campaigns to achieve activists’
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objectives rather than using rights pertaining to their actual shareholding.”* The key tool of funds
using informational activism is a report or white paper — which has ordinarily been compiled by the
activist and sets out a critical assessment of the target company’s governance, strategy and financial
position. These reports are then used for a range of different purposes, including commencing
negotiations with the target board, outlining the activist’'s demands or providing a point of leverage
for sell-side analysts and institutional investors.3® Jefferies argues that informational activism is ‘often
highly sophisticated, aggressively confrontational, and very public.”*” While informational activism has
been gaining traction in the US for some time, this style of activist intervention has not been
widespread in Australia.3® However, some predict that these types of campaigns are set to increase in
the future.?® Rock observes that:

Institutional investors are engaging with management in a much more active way than ever before;
and, rather than always supporting management, institutional investors are now willing to support
hedge funds and other corporate governance activists when they are convinced that doing so will
increase firm value. As one hedge fund manager explains, “The brute force of ownership is not required
anymore because the big institutional players listen to both sides and are willing to back the activist
fund if they believe in them . . . You can win with persuasion and ideas.”*°

The final, important development relating to institutional investors is high profile litigation. One of the
most recent, and significant, test cases was run on behalf of an individual beneficiary, Mark McVeigh,
against the trustees of Retail Employees Superannuation Trust (REST). The claim alleged that REST had
breached its fiduciary duty by failing to act with due care, skill and diligence and failing to act in the
best interests of Mr McVeigh by not properly taking into account climate change risks when making
investment decisions.* In early November 2020, this case was settled out of court. While details of
the settlement agreement have not been publicly released, REST published a statement shortly after
settlement which confirmed that the fund would join a group of other superannuation funds which
have pledged to align investment portfolios to a net zero emissions target by 2050 and report against
the Taskforce on Climate-Related Financial Disclosures.*?

While this is undoubtedly a critical case, it is unclear whether a similar outcome could or would be
achieved by an individual beneficiary initiating litigation against a superannuation company on similar
grounds. In this respect, it is notable that the Australian Securities and Investment Commission (ASIC)
and the Australian Prudential Regulation Authority (APRA) have both cautioned companies, including
superannuation funds, that they need to consider and respond appropriately to the challenges arising
from environmental and social risks.*®* In particular, APRA has indicated that it intends to closely
supervise relevant entities in relation to the risk profile generally, and the quality of their management
of emerging environmental and social risks in particular.*
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In summary, the role of institutional investors — and their potential to positively influence the way in
which corporations manage workplace issues and uphold employment rights — has changed rapidly
over the past few years. And yet, it appears that more could be done. Regulation has a crucial part to
play in promoting responsible investing and incentivising financial institutions to factor social risks into
their decision-making and direct capital flows to better meet policy objectives in relation to employer
compliance with wage and superannuation obligations.*

One first step would be to improve the way in which ESG information and metrics are collated and
disclosed so as to allow for enhanced transparency and accountability.*® Reliability of this data would
be further enhanced by requiring that the information is independently verified by a third party
auditor. In line with the findings of the Royal Commission on Financial Services, it is also important to
reform corporate culture and address problems associated with short-termism.*” In particular, it is
necessary to move executive remuneration and incentives away from short-term metrics to ones
which can be evaluated over the longer term in line with the company’s strategic goals. A related
mechanism for focusing the attention of senior officers is for regulatory agencies, including ASIC and
APRA, to make it abundantly clear that statutory fiduciary duties extend to considering the impacts of
systemic non-compliance with labour laws on their business, possibly through the initiation of test
cases.*®

A separate reform — proposed by ACSI —is to enhance the standing and consistency of the stewardship
codes which currently apply. In particular, a discussion paper published by ASCI, argued that there
should be minimum standards of stewardship and a single stewardship code that applies to all
institutional investors. This would not only ensure that the same standards apply to all relevant
financial actors, but it would also ‘facilitate comparison and assessment of the stewardship practices
of different investors.’*

The influence of institutional investors —and their potential to address environmental and social crises
— has been under-examined, especially in Australia. More research is required on what drives
institutional investors to take an interest in these issues, and whether such an interest ultimately
affects the management of these risks by corporations. It remains unclear to what extent and under
what conditions institutional investors — acting on an individual or collective basis — can make a
difference to stemming systemic underpayment of workers in Australia.
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