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Introduction

1.1 The TUC very much welcomes this opportunity to respond to the BIS call for
evidence on A Long-Term Focus for Corporate Britain. The consultation raises
some of the most important issues and challenges facing the UK economy today,
with major implications for our competitiveness and economic success as a country
and for the different interests and stakeholder groups involved. The TUC
represents over six million members in 58 trade unions. Many of our members
work in companies, and are directly affected by the practices and performance of
their employers. They are also, through their pension funds, the beneficiaries of
investment in UK (and global) companies, with a stake in the long-term success of
the corporate sector as a whole. And they, along with the whole of the UK
population, are affected by the UK’s overall economic performance, to which the
corporate sector is such a major contributor.

1.2 The TUC has for many years been raising concerns around many issues raised
in the consultation document and we believe that this consultation is timely and
apposite. We hope that the Government will have the courage to face down vested
interests and take effective action to address the important issues it has raised.

1.3 This response answers most of the questions raised in the consultation, but
we have altered the order of some answers in order to fit the narrative of our
submission.

The Board of Directors
Do UK boards have a long-term focus - if not, why not?

Chart: Business Investment as a percentage of GDP 1980 - 2010
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2.1 The chart above compares UK business investment as a percentage of GDP
with that of Canada, Italy, the US, France, Japan and Germany. It shows that the
UK constantly lags behind our main competitors in terms of business investment.
This is a key indicator of the way in which UK companies are failing to take a
long-term approach to their future success. The reasons behind short-term
approach to business are explored in the rest of this submission.

Does the legal framework sufficiently allow the boards of listed
companies to access full and up-to-date information on the
beneficial ownership of company shares?

2.2 The TUC is aware of anecdotal evidence suggesting that company boards
have at time experienced difficulties through not having sufficient information on
who is buying, selling and holding their shares. We believe that the major role
ascribed to shareholder engagement in the UK s corporate governance system
makes is essential that companies are able find out this information in a way that is
not too costly and time-consuming.

Shareholders and equity markets

What are the implications of the changing nature of UK share
ownership for corporate governance and equity markets?

3.1 The changing nature of UK share ownership poses major challenges for
corporate governance in the UK. The nature of the problem is two-fold.

3.2 As the consultation document briefly refers to, shareholders are ascribed a
privileged and significant role in UK corporate governance. It is ultimately their
interests that company directors are required to serve. In addition, shareholders
have important governance rights, including electing all board directors, voting on
directors’ pay, voting on the annual report and accounts and deciding the outcome
of merger and takeover bids (which will be discussed more fully below). A frequent
response from governments of different political persuasions to public demand for
action to address corporate behaviour of one sort or another is that ‘it is a matter
for the company and its shareholders’.

3.3 As the consultation document sets out, directors’ duties were codified in the
Companies Act 2006 and are set out in Section 172. Directors are required to act
in good faith ‘to promote the success of the company for the benefit of its members
as a whole’, and in doing so are required to have regard to the long-term
implications of decisions, employee interests, customer, supplier and community
relationships and environmental impacts.

3.4 There are two important assumptions that underpin the UK’s system of
corporate governance with its combination of shareholder primacy and
shareholder-dominated governance structures. The first, which is reflected in the
thinking behind Section 172 of the Companies Act, is that in the long-term the
interests of shareholders and other stakeholder groups — and indeed, the company
itself — will converge. This belief was clearly articulated by the Company Law
Review, which, as the consultation document notes, carried out a fundamental
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review of company law between 1998 and 2001. Section 172 was designed to
ensure that directors took what could be called the ‘high road’ to success, based on
investing in R&D and training, developing long-term, committed relationships
with employees, suppliers and customers and managing environmental impacts
responsibly, rather than the ‘low-road’, based on low-skill, low wage employment,
low investment levels and a short-term approach to financial returns. The idea that
shareholder relationships will generally be long-term is critical to the basis of this
analysis.

3.5 The second assumption that underpins the UK’s corporate governance system
and relates specifically to the role ascribed to shareholders in monitoring
corporate governance standards and corporate performance, is that shareholders
are willing and able to carry out the monitoring and engagement role that this
requires. Both of these assumptions are challenged by the changing nature of UK
share ownership.

3.6 There are a number of elements relating to the nature of share ownership and
shareholder strategies that present severe challenges to the UK’s shareholder-
oriented corporate governance system. As the consultation document sets out,
share ownership of UK companies has changed dramatically over the last fifty
years. In the 1960s, the majority of shares in UK companies were owned by
individuals, many of whom took a reasonable level of interest in the companies
whose shares they owned. By the 1980s, the majority of shares were owned by UK
institutional investors such as pension funds and insurance companies. Today, this
has changed. The IMA’s most recent figures suggest that pension funds and
insurance companies now hold around 13% of UK equities each, with an
additional 14% held by other UK institutional investors'. ONS figures show that at
the end of 2008, 41.5 per cent of UK-listed shares were owned by investors from
outside the UK, and individuals held just over ten per cent, the lowest percentage
since the survey started in 1963".

3.7 It will by definition be harder for investors from outside the UK to develop
the kind of engaged relationships with UK companies that are envisaged by the
UK’s corporate governance system. Language, culture, proximity and availability
of information all make engagement much more straightforward within a national
context in comparison with engaging with companies abroad. This is reflected in
responses to the TUC’s Fund Manager Voting Survey: in the most recent survey,
21 respondents said they voted all their UK shares (with a couple of minor
qualifications), while nine voted all their overseas shares (with a further six saying
they voted where practical or in certain markets or a significant proportion of their
overseas shares)’. The UK’s corporate governance system was not designed on the
basis that the largest single share ownership block would be investors from outside
the UK.

'IMA, Asset Management in the UK 2009 — 2010, July 2010
? Available at http://www.statistics.gov.uk/cci/nugget.asp?id=107

* TUC Fund Manager Voting Survey 2010, p 68
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3.8 In contrast with individuals who own shares in a limited number of
companies whose progress they follow closely, institutional investors generally
own shares in hundreds or even thousands of companies. Just as an increasing
proportion of UK shares are held by investors from outside the UK, an increasing
proportion of equity holdings of UK institutional investors are global, rather than
UK equities. The sheer number of companies whose shares they hold poses major
practical challenges to the ability of institutional investors to carry out their
corporate governance responsibilities effectively. If UK institutional investors are to
engage effectively on an informed and consistent basis with all the companies
whose shares they own, this would require a very significant deployment of
resources, considerably above the levels that most currently devote to engagement.
As Sir David Walker pointed out in his report on UK bank governance,
competition between institutional investors and the fact that the gains generated by
effective engagement are enjoyed by investors across the board rather than flowing
directly to the investors who have carried out the engagement, reduce the
incentives for institutional investors to devote sufficient resources to enable them
to engage effectively with all the companies whose shares they hold.

3.9 The IMA’s survey makes it clear that its members are wary of too weighty
expectations being placed on their governance role: “The fact that UK investors
now own a smaller proportion of UK companies has implications for the corporate
engagement role that investment managers play in the governance of companies.
There is concern amongst investment managers that there should not be unrealistic
expectations of what they can achieve through engagement.”

3.10 To conclude on this point, equity markets have become increasingly global.
This means that over 40 per cent of the shares of UK companies are now owned by
investors overseas. At the same time, UK institutional investors hold increasingly
diversified portfolios, with a smaller proportion of total assets being held in
equities and an increasing proportion of the equities they do hold being in overseas
markets. The geographical and numerical spread of their company’s shareholders
creates significant challenges for a board’s ability to engage effectively across their
shareholder base. At the same time, UK institutional investors have increasingly
diversified equity holdings, which creates challenges for their ability to engage
effectively with the companies whose shares they own. Shareholdings are simply
spread to thinly to facilitate committed, engaged relationships between
institutional investors and companies. This challenges the basis of the UK’s
corporate governance system and the monitoring role ascribed to shareholder
therein.

3.11 In addition to the practical difficulties that diversified shareholding present
for both investors and companies in terms of developing long-term, engaged
relationships, there is a still more fundamental challenge created by the changing
nature of share ownership to the UK’s corporate governance system. The
convergence of interests between shareholders and other stakeholders and also,
crucially, between the interests of shareholders and the long-term success of the
company itself, breaks down if shareholders are taking a short-term perspective.

*ibid
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The interests of short-term shareholders cannot be taken as a proxy for the long-
term success of the company and its other stakeholders, as if the long-term impact
is discounted it is possible to slash investment, lower wages and squeeze suppliers
in a way that may generate short-term returns, although it will undermine the
company’s potential for future success. This issue is explored in more detail below.

Is short-termism in equity markets a problem, and, if so, how should
it be addressed?

What action, if any, should be taken to encourage a long-term focus
in UK equity investment decisions? What the benefits and costs of
possible actions to encourage longer holding periods?

3.12 Alongside the diversification of share holdings described above, increasing
proportions of shares are owned by alternative investment managers with short
time horizons and investment practices based on share trading rather than long-
term share ownership. While the proportion of shares owned by alternative
investment managers across the stock market as a whole remains fairly low, the
ability of alternative investment managers to buy and sell large numbers of shares
in a particular company over a short period of time magnifies their influence in the
market. In addition, seeking to increase the value of a portfolio by buying and
selling shares at an advantageous time has also become an important part of
portfolio management of traditional institutional investors.

3.13 The influence of alternative investment managers, notably hedge funds, in
issues relating to mergers and takeovers is a particular problem, and this will be
returned to in the relevant section below.

3.14 The interests of investors who are short-term share traders do not equate
with the long-term interests of the companies whose shares they hold. Nor do they
equate with the interests of other company stakeholders such as employees,
suppliers and customers. The growth of alternative asset managers and the
increasing use of share trading as an investment strategy across all investor groups
cuts right across the basis of Section 172 of the Companies Act, with major
implications for corporate governance and company performance. Directors are
required to ‘act fairly between the different members of the company’, but it is not
possible to do this if some shareholders have bet on the company’s share price
falling and will therefore benefit from the company doing badly, while this will
clearly hurt other shareholders, along with other company stakeholders and the
company itself.

3.15 The TUC believes that directors’ duties should be amended to put promoting
the long-term success of the company at their heart, and making serving the
interests of shareholders and the different stakeholder groups included in Section
172 secondary to this central aim. This would be closer to the original intention of
how the new directors’ duties set out in the Companies Act 2006 would operate. A
possible formulation would be:

3.16 ‘The directors of the company are required to act in good faith to promote
the long-term success of the company, and in so doing, should have regard to the
need to:
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i) deliver fair and sustainable returns to investors
ii) promote the interests of the company’s employees

iii) foster the company’s relationships with suppliers, customers, local
communities and others, and

iv) take a responsible approach to the impact of the company’s
operations on the environment.’

3.17 This reformulation of directors’ duties would bring significant benefits, but
would still leave the role of shareholders regarding governance intact. As Sir David
Walker noted in his review of bank governance,

‘Fund managers whose management strategies substantially relate to active trading
in stocks may have little interest in engagement with the boards of investee
companies. If they dislike a stock they can sell it...

As a matter of public interest, a situation in which the influence of major
shareholders in their companies is principally executed through market
transactions in the stock market cannot be regarded as a satisfactory ownership
model...’

3.18 Even more problematic than the issue of the incentive to engage, referred to
in the quote from Sir David Walker above, is the issue of the divergence of interests
of short-term share traders from the long-term interests of the company whose
shares they hold. It is highly destructive for UK companies and for the UK
economy and all those who depend upon it for short-term traders to be able to
influence corporate behaviour and decisions to serve the traders’ short-term
interests rather than the long-term interests of the company. The TUC believes that
governance rights and responsibilities should be restricted to long-term
shareholders, and proposes that all voting rights in UK companies should be
dependent on holding shares in the company for a minimum of two years.

3.19 Even with these reforms, the TUC believes that it may be necessary to revise
and significantly reduce the role of investors in corporate governance. Investors’
privileged corporate governance position is in the last chance saloon. If investors
do not rise to the challenge of playing the responsible corporate governance role
that has been ascribed to them, this will be clear and irrefutable evidence that the
system itself needs to change.

Are there agency problems in the investment chain, and, if so, how
should they be addressed?

3.20 Taking the case of a pension fund, the investment chain stretches between
pension fund members or beneficiaries, pension fund trustees and/or managers,
fund managers and the directors of the companies in which the pension fund’s
money is invested. In theory, there should be a good fit between the long-term
nature of pension fund investments and a long-term focus in terms of corporate
strategy and performance. In practice, relationships within the investment chain
often contribute to short-term pressure on companies, which ultimately acts
against the long-term interests of the pension fund beneficiaries.
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3.21 Starting at the end-point of the investment chain, fund managers and
institutional investors tend to put considerable store by short-term company
financial indicators, such as share price movements and quarterly earnings. The
introduction of a requirement in the Companies Act 2006 for directors to produce
a Business Review including forward-looking information as part of their annual
report was clearly intended to help investors assess companies’ long-term strategies
and plans. However, as has been highlighted in discussions surrounding the
Governments’ recent consultation into the future of narrative reporting, forward-
looking information is often one of the weakest elements of narrative reporting.
Whether because of the quality of forward-looking reports or because of a lack of
demand for them on the part of investors, the introduction of the Business Review
requirements does not seem to have led to a decreased emphasis being put on
short-term financial reporting by investors.

3.22 The interest from fund managers in company share prices and quarterly
reporting can undoubtedly put pressure on directors to take short-term measures
to boost their company’s share price rather than developing strategies for long-
term organic growth. This is exacerbated by the fact that directors’ pay is often
linked in part to company share prices and/or short-term financial indicators,
which creates a direct incentive for directors to boost these measures regardless of
what is in the long-term strategic interest of the company. In addition, a low share
price can leave a company vulnerable to a hostile takeover bid, even if the
company if perfectly well-managed and successful. This was a feature of Kraft’s
successful hostile takeover bid for Cadbury: although Cadbury was generally
regarded as a well-managed company with good prospects, its share price did not
reflect what many commentators thought the company was really worth. This
made it a relatively ‘cheap’ target for takeover. Commentary in the financial press
surrounding the takeover noted that this was a feature of the UK stock markets at
the time, and that many solidly performing companies were valued relatively cheap
according to their share price, making them vulnerable to takeover bids. No
wonder, then, that directors will take measures to raise their share price, even
when such measures are not the best way to boost long-term company
performance.

3.23 The difficulty of carrying out major corporate development programmes with
the support of institutional investors has been given as a reason for some private
equity buyouts of major UK household names. While the main reasons for private
equity buyouts have nothing to do with development plans, it is true that it can be
difficult for a listed company to undertake radical investment plans that would
deplete short-term earnings per share, even if in the longer-term such investment
will boost organic growth.

3.24 Fund managers accused of putting companies under short-term pressure will
point to the fact that they are under pressure from their clients to maximise short-
term financial returns. Fund managers are generally required to report to clients on
a quarterly basis. In addition, pension funds are encouraged to consider
information comparing the performance of their fund manager with other fund
managers. This makes it harder for fund managers to break away from the ‘herd’
approach, for fear that following a different strategy that does not shadow the
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performance profile of other fund managers will lead to them losing clients.
Research has shown that this tendency towards institutional ‘herding’ does indeed
protect short-term returns, but does so at the expense of long-term returns’.

3.25 The TUC believes that the point raised in the consultation document about
excessive share trading activity taking place at the expense of long-term investment
gains is an extremely important issue. It is relates closely to the points made above
about the increasing use of share trading strategies by institutional investors as well
as alternative assets such as hedge funds (see 3.12). As Dr Paul Woolley has
argued, heavy trading has come at a high costs to long-term investors, and pension
funds are having their assets exchanged and traded on average 25 times over their
lifetime, even though in the long-term this drains pension funds of 30% of their
value’. The TUC believes that the Government should initiate work on proposals
to cap share turnover, looking at proposals to be adopted by pension funds and
other long-term investors as well as the

short-
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