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SOME SKEPTICISM ABOUT INCREASING
SHAREHOLDER POWER'

Iman Anabtawi*

This Atrticle challenges the claim of shareholder primacists that reapportioning corporate
governance power away from boards of directors and toward shareholders will benefit
shareholders as a class. This claim is premised upon the assumptions that shareholders
have harmonious interests and that they will pursue those interests by disciplining
managers and increasing shareholder value. | argue that the pursuit of common
shareholder interests is unlikely to dominate the actions of shareholders. The largest
modern shareholders—those most likely to exercise shareholder power—have private
interests that are both substantial and in conflict with maximizing overall shareholder
value. As a result, it is misleading to assume that increasing shareholder power will
benefit shareholders generally. Instead, it is more plausible that shareholders will use any
incremental power conferred upon them to benefit their private interests at the expense
of the firm and other shareholders. | contend that this concern poses a sufficient threat
to shareholder wealth to warrant caution before implementing corporate governance
reforms that would increase shareholder power.

n the shareholder-power debate over how best to apportion corporate decision
I making between officers and directors, on the one hand, and shareholders, on the
other hand, shareholder primacists are gaining ground. According to shareholder-
primacy theory, shareholders of the modern publicly held corporation are principals,
and managers are their agents in running the firm. Shareholder primacists contend that
shareholders would like managers to maximize the long-term value of their shares!
but that managers are unlikely to do so because their interests are insufficiently
aligned with those of shareholders. According to shareholder primacists, increasing
shareholder power would go a long way toward solving the agency problem between
managers and shareholders.?

On the other side of the debate are director primacists—those who argue in favor of
vesting primary decision making authority in a firm's board of directors. In Stephen
Bainbridge's director-primacy theory, for example, the board of directors is a mechanism
for solving the organizational design problem that arises when one views the firm as a
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nexus of contracts among various factors of production, each with differing interests
and information.® The board of directors serves as an efficient, central decision maker
within this scheme. Centralizing corporate decision making in a board of directors
necessitates conferring upon it considerable discretion, which, in turn, implies limiting

shareholder power*

Margaret Blair and Lynn Stout take a different approach in justifying director primacy.®
Their “team production” model of corporate governance argues that corporate law
must address the economic problem of encouraging non-shareholder corporate
constituencies, such as executives, rank-and-file employees, creditors and sometimes
the local community, to make firm-specific investments in corporations. According to
Blair and Stout, one way to do so is to place control of the corporation in the hands of
a board of directors that is insulated from shareholder control and enjoys the freedom
to take actions that improve the joint welfare of all the firm's team members.® Thus,
the proper focus of corporate governance should, in their view, be on designing and
implementing incentives for board behavior that do not involve enhancing shareholder
disciplining. Instead, team production theory treats directors as “mediating hierarchs”
whose job is to balance the interests of all the corporation’s constituencies, thereby

serving the interests of the entire firm.”

In this Article, | advance a third rationale for vesting primary decision making authority
in the board of directors—the need for mediating the various and often conflicting
interests of shareholders themselves. | claim that shareholder primacists either ignore
or underplay deep rifts among the interests of large blockholders, those shareholders
most likely to exercise shareholder power. Instead, they continue to regard shareholders
as a monolith with a single, overriding objective—maximizing shareholder value.

This Article disputes the characterization of shareholders as having interests that are
fundamentally in harmony with one another® While that conception of shareholders
may once have been an accurate generalization, it does not reflect the existing pattern
of share ownership in U.S. public companies. Pitted against shareholders’ common
interest in enhancing shareholder value are significant private interests.® Take, for
example, a hedge fund that is a shareholder in a company and that is about to raise
capital for a new fund. As part of its marketing effort, it wants to show impressive
returns on its prior fund. To generate such returns, the hedge fund is likely to favor
policies by the firms in which its investments produce short-term gains, even if a more
patient investment orientation would generate higher returns over the long term. In
contrast, a pension fund or life insurance company shareholder is more likely to be
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concerned about the long-term value of its investments, which will allow it to meet its
future obligations. Shareholders have numerous other private interests, some of which
have emerged relatively recently, and these are described in detail in Part B. of this
Article. On close analysis, shareholder interests look highly fragmented.

Once we recognize that shareholders have significant private interests, it becomes
apparent that they may use any incremental power conferred upon them to pursue
those interests to the detriment of shareholders as a class. As a result, transferring
power from boards to shareholders will not necessarily benefit all shareholders. Indeed,
it could reduce overall shareholder welfare. This outcome, of course, is the opposite of
that predicted by proponents of increasing shareholder power. ...

ecent corporate fiascos—Enron, WorldCom, and Adelphia, to name a few—
R convinced many students of corporate governance that incentive pay and
the corporate control market were inadequate devices for disciplining corporate
managers.2® In response, attention has shifted to revisiting the structure of corporate
governance to address the agency problem between managers and shareholders. 't
Current reform efforts, often referred to as proposals for “corporate democracy
would reapportion power away from boards and toward shareholders, to some extent
“reunifying” ownership and control in the modern public corporation.*?

Indeed, the U.S. system of corporate governance leaves ample room for increasing
shareholder power. Shareholders have only limited involvement in corporate decision
making. The management of a firm is vested formally in its board of directors, subject
only to specific shareholder voting rights.*3

Corporate statutes typically grant shareholders the right to: (1) nominate and elect
directors;'* (2) adopt, amend and repeal bylaws;'® (3) approve fundamental corporate
changes, such as mergers,'® sales of all or substantially all of the firm's assets,'”
dissolutions® and amendments to the firm's certificate of incorporation'® and (4)
request board action through shareholder resolutions included in a company’s proxy
statement 2°

In practice, however, the foregoing rights give shareholders little power over corporate
decision making. To begin with, the right of shareholders to nominate and elect directors
is restricted by their inability to call special shareholder meetings.?* Shareholders
must wait until the next regular annual meeting to present and vote on a proposal to
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replace the company’s existing board of directors, by which time it may be too late to
implement any policy supported by the shareholders. Moreover, if a board of directors
is staggered, it could take shareholders more than one annual election cycle to replace
a majority of the board.?? Dissident shareholders contemplating putting forward their
own director slate must also incur significant costs to do s0.2® Waging an expensive
proxy contest for control of the board is, therefore, unlikely except with respect to the
most significant business decisions.

Similarly, shareholders’ power over bylaws is weaker than it appears. While corporate
statutes that grant shareholders the right to amend bylaws permit those bylaws to
address business decisions—so long as such bylaws are consistent with state law and
a corporation’s charter*—those statutes also vest authority to manage the corporation
in the board.?® In attempting to accommodate the foregoing provisions, courts have
resisted attempts by shareholders to use bylaws to mandate directors’ business

decisions.2®

With respect to the right of shareholders to approve fundamental board decisions, it is
important to note that this is merely a veto power—shareholders cannot initiate such
decisions.2” Thus, shareholders can block extraordinary board actions, but they cannot
initiate any. In addition, very few business decisions fall into this category.?®

Finally, because shareholder resolutions are merely precatory if they do not relate to
a proper subject for action by shareholders under applicable state law, boards are
entitled to disregard them.?® To be sure, resolutions that garner substantial shareholder
support are likely to get management's attention. Still, boards commonly decline to
implement precatory resolutions that obtain support from even a majority of shares.2°

These limitations on the effectiveness of shareholder participation in corporate
decision making suggest that shareholders presently have the potential to operate
as only a weak constraint on managers. Proponents of increasing shareholder power
claim that doing so would reduce agency costs and enhance shareholder value 3* They
recommend implementing dramatic measures that would fundamentally reapportion
the current balance of corporate decision making power between managers and
shareholders. These reforms include allowing shareholders to vote (1) to amend
a corporation’s charter and change the state in which it is incorporated and (2) to
grant themselves through charter provisions the power to initiate and adopt binding
resolutions with respect to specific business decisions.*> A corporate governance
regime that incorporated the foregoing features would recast dramatically the role of
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shareholders in corporate governance. It is far from certain, however, that increasing
shareholder power would, as its proponents claim, reduce agency costs and increase
shareholder value.

Three basic assumptions underlie the case for increasing shareholder power. The
first is that the proper role of the corporation is to serve shareholders rather than
stakeholders generally3® Second, the case for increasing shareholder power assumes
that shareholders would overcome collective action problems to make use of the
power being transferred to them.3* Third, it assumes that shareholders would use their
incremental power to discipline managers, thereby benefiting shareholders as a class,
as opposed to furthering their private interests.® If any of these assumptions is not
satisfied, then shifting corporate governance power from boards to shareholders may
be undesirable.®

Action Under

S hareholders can influence management not only to enhance common shareholder A. Shareholder
Conditions

value but also to obtain private benefits. This possibility arises whenever
shareholders have private interests that diverge from the interests of shareholders of Divergent
generally. In these circumstances, shareholders have an incentive to act in the common nterests
interests of all shareholders only when two conditions are satisfied. A shareholder
will undertake the costs of disciplining management if its proportionate share of the
expected collective benefits from its actions exceeds its expected costs. In addition, the
shareholder’s stake in the firm must align that shareholder's interests with the interests
of other shareholders more than its private interests conflict with the interests of those
shareholders. In the absence of either condition, (1) there will be no single maximand
with respect to which shareholders as a class desire managers to run the firm and (2)
it might be rational for any given shareholder to deploy its power to promote its private
interests at the expense of common shareholder interests.

Rent Seeking

When shareholders do not agree on a common objective in managing the firm, it may
be privately rational for them to engage in rent-seeking activities. “Rent-seeking” is
the socially costly attempt to obtain wealth transfers3” Such behavior can reduce
shareholder value.

Transferring power to shareholders likely will exacerbate rent-seeking behavior. The

reason for this is that any meaningful expansion of shareholder power would increase
the expected benefits to shareholders with private interests of undertaking a given
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level of activism. As shareholders step up the pursuit of their private interests, interest
costs would rise as corporate managers—weakened by shareholder-empowerment
measures—increasingly satisfy those interests. In addition, increased efforts to obtain
private benefits (or to counteract the efforts of other shareholders to capture them)

would raise total squabbling costs.3®

Thus, increasing shareholder power when shareholders have private interests could
both reduce the size of the shareholder pie and increase the resources spent
competing over how to share it. Part B. shows that there are, indeed, deep rifts among
the interests of modern shareholders. These divisions, in turn, imply that increasing

shareholder power carries with it the real risk of reducing shareholder value.

hareholders, to paraphrase William Chandler I, come in different flavors.3®
S Most observers of corporate governance law, nevertheless, regard divergences
in the interests of shareholders as either insignificant*® or checked by the corporate
law voting principle of majority rule** This part catalogues five schisms among
modern shareholders,*? which then turns to the likelihood that these divisions will
cause shareholders to promote their private interests at the expense of their common
shareholder interests.

Short-term Versus Long-term Shareholders

One axis of division among shareholders is the time horizon over which they expect to
hold their shares. Heterogeneity among shareholders with respect to their expected
holding periods can lead to differences in shareholder preferences over corporate
decision making. This conflict focuses on whether managers should make decisions
for long-term or immediate profits.*® A short-term shareholder is viewed as one who
seeks to buy and sell stocks with high frequency in an endeavor to profit from market
movements.** By contrast, a long-term investor is seen as buying and holding stocks,
usually without regard to short-term developments.*®> Short-term shareholders prefer
managers to maximize short-run share price, while long-term shareholders prefer to
forego immediate gains in favor of maximizing long-run shareholder value. Thus, the
distinction between a short-term and a long-term shareholder turns mainly on whether
the shareholder seeks to profit from fluctuations in stock price, without regard to

whether those fluctuations will become permanent.

The contention that differences in the time horizons of shareholders can lead to divergent
preferences for how a corporation is managed calls for elaboration. According to the
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efficient capital markets hypothesis (ECMH), the price of a firm's stock at any given
time accurately reflects all available information about the company*® If the ECMH
accurately described stock prices, then short-term stock prices would reflect investors’
fully-informed mean estimates of the fundamental, or long-term, value of securities.
The maximization of short-term value would then be consistent with long-term value
maximization. Thus, in an efficient stock market, the time horizon of a shareholder

should not affect how that shareholder would like to see the firm managed.

The ECMH, however, is no longer regarded as an accurate description of the real

world.*”

Although there is still believed to be some relationship between short-term
stock prices and fundamental value, that relationship is now understood to be extremely
loose.*® In other words, short-term stock prices may deviate from fundamental values

for extended periods of time.#°

This recognition presents the possibility of conflicts of interest among shareholders with
divergent time horizons. For example, shareholders with a short timeframe will favor the
inflation of current share prices at the expense of long-run value. On the other hand,
long-term investors will be willing to sacrifice immediate profits for future appreciation.
One example of why short-term stock prices might deviate from their long-term values
involves the valuation of a company’s earnings. Numerous studies have shown that the
stock market places a disproportionately high value on a company’s near-term earnings
by placing an excessively high discount rate on its future expected earnings.>® Short-
term investors will, therefore, have a bias for increasing current earnings at the expense
of future earnings. This result can be achieved by, for example, moving expenses from
the current year to the future or by moving revenues from future years to the current
year>®! Such actions can enhance (or avoid depressing) a company’s current share

price but reduce long-run shareholder value 52

Diversified Versus Undiversified Shareholders

Another fault line separating shareholders is the extent to which their portfolios are
diversified. James Hawley and Andrew Williams have advanced the argument that
the institutionalization of U.S. shareholdings created a new category of shareholders,
“universal owners,” who are characterized by their holdings across a wide spectrum of
the stock market®® Because their investment portfolios are so diversified, universal
owners are thought of as “owning the economy’>* As Hawley and Williams point out,
“the quintessential universal owners are the largest of the public and private pension
funds;” which have investment portfolios that consist of a broad cross-section of the
economy.>® Universal owners can be contrasted with undiversified shareholders, such
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as inside shareholders®® and founding-family shareholders>” who have their wealth
disproportionately invested in a given company.

The interests of diversified and undiversified shareholders are likely to conflict in
two arenas—risk preferences and concern over externalities. First, the investment
opportunities that a firm has available to it vary with respect to risk characteristics.
For example, a pharmaceutical company may be faced with the choice of making
a significant investment in one of two competing projects: Project A and Project B.
Suppose that Project A will yield a steady return of 5 percent a year. Project B, on the
other hand, has a 50 percent chance of generating a 40 percent annual return and a
50 percent chance of generating no return. Which project a shareholder may prefer
the firm to choose depends on that shareholder's risk profile.

Inside Versus Outside Shareholders

One of the most frequently noted conflicts of interest over the management of a firm
arises between inside and outside shareholders.®® Inside shareholders are shareholders
who are firm employees—either senior executives or rank-and-file workers. Insiders
possess firm-specific human capital and therefore have heavy exposure to firm-
specific risk. As a result, in making project-selection decisions, for example, insiders
seek to minimize firm-specific risk, which they (unlike outside shareholders) cannot
diversify away, by under-investing in projects that increase firm risk and over-investing
in risk-reducing activities.>® In contrast, outside shareholders invest in the firm only
externally.

Conventional wisdom holds that insider equity ownership can mitigate the agency
problem of insiders pursuing their own interests at the expense of outside
shareholders®® Even when an insider's interests are tied to those of outside
shareholders through equity holdings, the insider may still find it beneficial to
pursue his private interests at the expense of shareholder value. Such incentives
exist whenever the benefit (or cost) to the insider, as a shareholder, of pursuing the
superior (or inferior) project is outweighed by the cost (or benefit) to the insider, as an
employee, of pursuing the project.

Insiders also have conflicts of interest with outside shareholders in the acquisition
context. Specifically, insiders may frustrate or reject attractive acquisition offers that
would increase shareholder value but possibly cost them their jobs. In addition, they
might be motivated to entrench themselves by adopting (or resisting the repeal of)
anti-takeover provisions, such as poison pills. Conversely, top executive insiders may
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have golden parachutes in place. If these benefits are sufficiently large, they may
encourage managers to support an acquisition that is not in the best interests of
outside shareholders.

Public and Union Pension Funds Versus Economic Shareholders

Sometimes, shareholders have targeted, non-economic, interests. The most influential
shareholders in this category are public pension funds and labor-union pension
funds.®* These groups have incentives to consider objectives apart from shareholder

value in exercising their influence as shareholders.

Like public pension funds, labor-union pension funds have become increasingly
significant shareholders.6? These funds are private pension plans that pool the pension
fund money of union members for investment.®® Union pension funds are subject to
the Taft-Hartley Act®* which mandates the joint management of union pension funds
by trustees appointed by both corporate managers and unions.®® While the Taft-Hartley
Act imposes a fiduciary duty on plan trustees, mandating that all payments be held in
trust for the “sole and exclusive benefit of the employees ... and their families and

dependents’®® it does not directly regulate the investment activities of pension funds.

Union pension fund trustees are also subject to the fiduciary duties of the Employee
Retirement Income Security Act of 1974 (ERISA),%” which requires “diligence . . . that
[would be used] in the conduct of an enterprise of a like character and with like
aims;®® and requires trustees to diversify, unless it is clearly prudent not to do s0.8°
The Department of Labor has given union pension funds leeway in pursuing socially
or economically targeted investments. Thus, as Stewart Schwab and Randall Thomas
have stated, “within bounds, ERISA—and certainly Taft-Hartley—allows union pension
funds to invest in projects that benefit workers, so long as the risk and return is similar

to other projects”’®

As with other investors with private interests, the preferences of union pension funds
parallel those of investors generally in many circumstances.”* Schwab and Thomas,
for example, have emphasized those goals of union shareholder activity that benefit all
shareholders, such as attacks on poison pills and excessive executive compensation.”?
Union pension funds, however, often also have an interest in furthering the special
labor interests of union members, even at the expense of shareholder wealth. For
example, a union pension fund might be seeking union recognition’® or desire
concessions in collective-bargaining negotiations. The latter scenario unfolded last
year in connection with a strike by the United Food and Commercial Workers (UFCW),
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one of California's most powerful private-sector unions, against Safeway, Inc. The strike
began when the UFCW and Safeway could not agree on terms for a new contract.”* At
the time, the California Public Employees’ Retirement System (CalPERS) owned over
$75 million in Safeway stock.”® CalPERS is a public pension fund overseen by a board
of trustees, the former president of which was also the UFCW's regional executive
director. CalPERS exerted pressure on Safeway to accede to union demands while the
strike was in progress.’® After the strike was over, CalPERS announced that it would
withhold support for the board reelection of Safeway CEO Steven Burd. Although
CalPERS justified its opposition to Burd by a desire to enhance overall shareholder
value, many observers concluded that it was designed to respond to Burd's hardline
stance in his negotiations with the UFCW.””

Hedged Versus Unhedged Shareholders

Continuing innovation in the financial products market is giving rise to yet another
tension among shareholders. There are now numerous techniques, including the use
of equity derivatives and other financial contracts, that allow shareholders to alter the
economic characteristics of their ownership interest in a firm's shares relative to pure
shareholders (shareholders that have not engaged in any derivative transactions with
respect to their shares). The result is that shareholders can effectively decouple their

voting rights in a firm from their economic exposure to the firm's performance.”®

Consider a shareholder that purchases one share of a firm's stock at the market price
of $10 per share and simultaneously purchases an at-the-money put option on the
stock. The put option entitles the shareholder to sell, or “put’ the stock to the option
counterparty at $10 per share for a designated period of time. As a result, during the
term of the option contract, the shareholder is insulated from the risk that the firm’s
share price will decline. If the share price falls to $9, the value of the share that the
shareholder owns goes down by $1, but the shareholder has the right to sell one
share to the put-contract counterparty at $10. Because this latter right is worth $1,
the shareholder has insulated itself, or hedged, against the economic consequences
of a decline in the firm's stock price.

As a result of entering into the put contract, the shareholder in the foregoing example
does not have the same economic interests as a pure shareholder. Specifically, until the
option agreement expires, the shareholder will be indifferent to a decline in the value of
the firm's shares. Indeed, if the shareholder purchased additional put options, its profits
would increase directly with decreases in the firm's stock price. The economic impact
of share price movements on the hedged shareholder would be in direct conflict with
that on a pure shareholder, whose interest is to maximize share price.
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Despite the fact that the hedged shareholder in the above example has altered the
economic incentives associated with pure share ownership, that shareholder retains
the right to vote its shares.”® The default rule of shareholder voting allocates one vote
to each common share.® The “one-share/one-vote” rule is not affected by hedging
transactions in which a shareholder engages.®® Thus, shareholders can exercise
voting rights with respect to shares in which they have a positive, zero or negative net
economic interest.

he rationale for shareholder activism is grounded in the desire to constrain the
T interest costs that arise from the separation of ownership and control in the large
corporation. The rise of institutional shareholdings offered incentives for shareholders
to discipline corporate managers. In Part A, | identified the conditions under which
shareholders with private interests would rationally sacrifice overall shareholder value
for private gain: Whenever shareholders expect to earn greater returns from advancing
their private interests than it costs them as shareholders to do so, they will derive
net benefits from using their shareholder power opportunistically. Part B. set forth
numerous divisions among the interests of shareholders. Whether such interests will
drive the actions of shareholders, however, depends in large part on the constraints on
shareholders of pursuing self-serving behavior.22

The main objection to the argument that large shareholders are likely to use their
power opportunistically is that their ability to do so is checked by the shareholder voting
principle of majority rule.8 In this regard, proponents of increasing shareholder power
contend that shareholders will not be able to pursue successfully their private agendas
to the detriment of shareholders generally because they will be unable to obtain
majority support for such initiatives. According to this view, the only proposals that will
succeed are those that increase shareholder value because this objective is the only
one that shareholders have in common. Schwab and Thomas have noted, for example,
that union-shareholder activity encompasses both initiatives aimed at enhancing
shareholder value generally and initiatives designed to further unions’ traditional
organizing and collective-bargaining goals2* They argue, however, that because other
shareholders will be skeptical of proposals that favor the special interests of labor,
union-shareholders will have difficulty forming coalitions with them.8®

When shareholders have private interests, however, a simple majority voting rule, in
which shareholders vote in a binary “yes” or “no” fashion on issues, cannot be relied
upon to produce only shareholder value-increasing outcomes. ...
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There is evidence indicating that shareholders use direct negotiations with corporate
management to bargain for their private interests. In a study of direct negotiations
between the Teachers Insurance and Annuity Association-College Retirement Equities
Fund (TIAA-CREF), a fund that manages pension money for teachers and other
employees of tax-exempt organizations, and companies at which TIAA-CREF made
shareholder proposals, 71 percent of the companies reached a negotiated settlement
with TIAA-CREF prior to the vote on the shareholder proposal®® More generally,
Institutional Shareholder Services, a consulting firm that advises institutional investors
on corporate governance issues, stated recently that constructive dialogue between
shareholders and corporations has replaced confrontation, with communications taking

place “off stage, the results out of the limelight8”

Thus, we cannot rely on majority voting to ensure that only shareholder value-enhancing
initiatives will succeed. Large shareholders may form coalitions that further their private
interests but reduce overall shareholder value. They may also engage in negotiations
with corporate management to achieve their own objectives. These possibilities cast
doubt on the view that if shareholders are given increased power, then they will use
that power to increase shareholder value.

hould we rely on shareholders to act as effective monitors of management?
S Others have put forth persuasive arguments for director primacy—a board-
centered model for the management of public companies—arguing that we should not.
In Stephen Bainbridge's director-primacy theory, the board of directors ‘“is a sui generis
body—a sort of Platonic guardian—serving as the nexus for the various contracts
comprising the corporation’® Increasing director accountability to shareholders
necessarily involves constraining board discretion8® From the director-primacy
perspective, however, increasing shareholder power undermines the very raison d'etre
of boards—to establish a central corporate decision maker with authority to contract
for the corporation in the context of differing interests and information among the
corporation’s various factors of production®® In these circumstances, consensus-
based decision making, the alternative to board primacy, is inefficient.9*

Margaret Blair and Lynn Stout have taken a different approach to justifying the broad
discretion vested in boards. Their “team production” view of corporate governance
argues that the ex ante wealth of both shareholders and other corporate constituencies
is maximized by rules that give directors freedom to consider the interests of all the
groups that make specific investments in the corporation.®? Thus, the proper focus
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of corporate governance should, in their view, be on designing and implementing
incentives for board behavior that do not involve strengthening shareholders. Instead,
team production theory treats directors as “mediating hierarchs whose job it is to
balance the interests of all the corporation’s constituents, not just shareholders, in
serving the interests of the entire firm %3

This article sheds additional light on the shareholder-primacy versus director-primacy
debate in that it suggests a further rationale for vesting primary decision making
authority in the board of directors. It contends that shareholders have widely divergent
interests that may give them incentives to pursue their private objectives at the
expense of overall shareholder value. In contrast, directors, who owe fiduciary duties to
all shareholders, are more likely to be able to mediate shareholder conflicts and make
decisions on behalf of shareholders as a class.
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