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1 Introduction

The value-extracting power of hedge-fund activists is hardly comprehensible to

casual observers. They are mere “minority shareholders.” Yet they exert enor-

mous influence over corporations, often forcing them to undertake fundamental

restructuring and to increase stock buybacks and dividends substantially. For

instance, Third Point Management and Trian Fund Management, holding only

2 percent of the outstanding stock of Dow Chemical and Du Pont, respectively,

engineered a merger-and-split of America’s top two chemical giants at the end

of 2015, resulting in massive layoffs and closure of DuPont’s central research

lab, the first industrial science lab in the United States.1 Carl Icahn, after

acquiring about 1 percent of Apple’s stock in 2013, pressed the most valuable

company at the time to repurchase a record-breaking $80 billion of its outstand-

ing stock in 2014–2015 and took $2 billion of profit for himself when he sold his

entire stake in 2016.2

Elliot Management, which had already attracted wide attention as a “vulture

fund” by enforcing full payment of junk bonds issued by poor countries in

Africa and Latin America through litigation and other measures, purchased

about 0.5 percent of the outstanding stock of Samsung Electronics in early fiscal

2016. It then demanded that the largest electronics company in the world by

revenue split itself into a holding company and an operating company while

radically increasing “shareholder-friendly” measures by paying out special

dividends of about $26 billion (KRW30 trillion). This hedge-fund attack led

the company to embark on about $8 billion (KRW9.4 trillion) of additional

stock buybacks on top of about $9.9 billion (KRW11.3 trillion) of stock buy-

backs it had been doing over the previous year, apparently as “compensation”

for its rejection of Elliott’s demand to split the company and pay a special

dividend.3 It is now increasingly difficult to find incidents in whichmanagement

goes against hedge-fund activists’ proposals outright and risks proceeding to

a proxy voting showdown in shareholder meetings. As Steven D. Solomon

(2015) commented, “companies, frankly, are scared” and “[their] mantra . . . is

to settle with hedge funds before it gets to a fight over the control of a company.”

This book explains why and how hedge-fund activists have acquired power

disproportionate to their actual shareholding and discusses its implications for

government policy and corporate management. Hedge-fund activists are des-

cendants of the corporate raiders whose junk-bond-fueled attacks on US busi-

nesses in the 1980s were at the center of what became known as the “deal

decade.”With the collapse of the junk bond market in the late 1980s, corporate

1 Gandel (2015); Team (2016); Traeger (2018). 2 Lazonick et al. (2016).
3 Merced (2016); Mirae Asset (2017); Kolhatkar (2018).
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raiders reinvented themselves as “hedge-fund activists.”4 Both corporate

raiders and hedge-fund activists exploit their positions as shareholders to extract

value from companies. However, hedge-fund activists differ from their prede-

cessors in that they extract value while remaining minority shareholders,

whereas corporate raiders do so by becoming (or threatening to become)

majority shareholders.

This book argues that the power of these “minority-shareholding

corporate raiders” derives from misguided regulatory “reforms” carried out

in the 1980s and 1990s in the name of “shareholder democracy.” It points out

that shareholder democracy began in the early twentieth century as a political

rhetoric to build a more cohesive society by making citizens own shares of

corporations and becoming sympathizers of capitalist development. At the

time, there was no economic rhetoric. Advocates of shareholder democracy

made it clear that it had nothing to do with improving the economic efficiency

of corporations and were not interested in making public shareholders influ-

ence management decisions. Shareholder democracy remained a political

rhetoric, not an economic one, for nearly a half-century until the 1980s

(Section 2).

From the 1980s, shareholder democracy began to transform into an economic

rhetoric with the rise of shareholder activism. Section 3 delineates how this

rhetoric emerged and became broadly accepted by the public and policymakers,

and how it was captured by hedge-fund activists for their profits. It deals with

various regulatory changes toward encouraging shareholder activism, including

the introduction of compulsory voting by institutional shareholders, proxy-

voting rule changes that greatly facilitated hedge-fund activists’ aggregation

of the proxy votes of institutional investors, and allowing hedge funds to draw

unlimited funds from institutional shareholders to conduct their attacks on

target corporations. It also discusses the rapid growth of institutional sharehold-

ing, and the growing acceptance of agency theory and the maximizing share-

holder value (AT-MSV) view that underpinned those regulatory changes.

Because of the big discrepancy between the rhetoric and reality of share-

holder democracy, shareholder activism failed to achieve its intended object-

ives. Section 4 investigates empirical evidence of institutional activism and

4 Corporate raiders in fact bifurcated into hedge-fund activists and private-equity funds. In the
latter, traditional methods of corporate raiding by becomingmajority shareholders continued to be
practiced although the conventional term, “hostile takeover,” gave way to simple “takeover” as
hostile takeover activities were established as a norm in the corporate and financial world. This
book only focuses on the transformation of corporate raiders into hedge-fund activists. I also
prefer using “hedge-fund activists” to “activist hedge funds” because some prominent activists
like Carl Icahn engage in activism with their own companies without setting up funds although
most of those activists are funds.
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use, available at https://www.cambridge.org/core/terms. https://doi.org/10.1017/9781009576444
Downloaded from https://www.cambridge.org/core. IP address: 18.119.135.138, on 15 Jan 2025 at 06:09:18, subject to the Cambridge Core terms of

https://www.cambridge.org/core/terms
https://doi.org/10.1017/9781009576444
https://www.cambridge.org/core


hedge-fund activism. It emphasizes that it was already evident to researchers by

the early 2010s that institutional activism failed and those who were sympa-

thetic to shareholder activism shifted their focus to hedge-fund activism. The

section critically examines the research that purportedly shows the positive

effects of hedge-fund activism and points out that hedge-fund activism also

failed to achieve economic improvement of corporations and is more likely to

have resulted in “predatory value extraction.”

Section 5 delves into the question of why shareholder activism has gone

astray. More than anything else, it was because its economic rhetoric is simply

a rhetoric not supported by economic reality. The section explains this detach-

ment of rhetoric from economic reality by the distinction between value cre-

ation and value extraction. It also stresses that contrary to shareholder activists’

expectation that institutional shareholders would develop capabilities to involve

themselves in the value creation process of corporations, they evolved into

entities that are less capable of and less interested in corporate affairs because of

the rapid growth of index funds. Combined with the dominance of index funds

among institutional shareholders, the regulatory changes in the 1980s and 1990s

such as imposing voting as a fiduciary duty of institutional shareholders and

allowing free communication and engagement between shareholders and cor-

porate management created a large vacuum in the arena of corporate voting that

hedge-fund activists can effectively exploit for their own profit. The book

concludes with suggestions for rebuilding the shareholder voting and engage-

ment system to encourage the long-term value creation of corporations

(Section 6).

2 The Rhetoric and Reality of Shareholder Democracy

In understanding shareholder democracy and the rise of hedge-fund activism in

the US, it is crucial to recognize that shareholder democracy started in the early

twentieth century as a political project for social cohesion, not as an economic

project with economic rationales to support it. As a political project, it was

premised on retail shareholders who had political rights in society through

voting in elections and other forms of political participation. Institutional

shareholders, not having such political rights, were not part of the movement

for shareholder democracy. They were instead placed under heavy regulations

because regulators then regarded themmainly as potential market manipulators.

The early promoters of shareholder democracy also took shareholder passivity

for granted, even for retail shareholders. The economic inclusion of retail

shareholders was confined to sharing the passive economic benefits of holding

shares in the form of receiving dividends and realizing capital gains. This

3The Rhetoric and Reality of Shareholder Democracy
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passivity of retail shareholders in the earlier days differed from the current-day

shareholder democracy led by the activism of institutional shareholders.

2.1 The Political Origin of Shareholder Democracy
in the Early Twentieth Century

When the US public stock market took shape in the early twentieth century,

those who came to own public shares sold by retiring founder-shareholders

were mostly retail shareholders − that is, individual households. They were

fundamentally passive investors. Each holding a minuscule percentage of

a corporation’s shares outstanding, they had no ability or incentive to engage

with corporate management. They were only concerned with monetary rights

attached to the stocks they owned, such as entitlements to dividends and capital

gains. Their general willingness to leave control to managers stemmed in part

from the prior revenue-generating successes of those corporations and partly

from the trust the shareholders had in financial intermediaries who had per-

suaded them to buy those corporate stocks. More fundamentally, being passive

was a rational choice for these retail shareholders because the shares they held

were liquid so that they could sell them on the stock market at any time,

a maneuver that became known as “the Wall Street Walk.” They would not

have purchased the shares in the beginning had they been obliged to be active

and commit time and effort to oversee corporate management.5

The movement for shareholder democracy progressed with the emergence of

these retail shareholders. Promoters of shareholder democracy envisioned

a more cohesive society where mass workers would turn into mass shareholders

supporting corporations and capitalism. John Bates Clark, a neoclassical econo-

mist, expected at the turn of the century that the share ownership by workers

would “blur, or perhaps disappear . . . the old line of demarcation between the

capitalist class and the laboring class,” and argued that “[t]he socialist is not the

only man who can have beatific visions.”6 This vision continued into the 1920s.

John Raskob, a financier and businessman who played a crucial role in the

expansion of Du Pont and General Motors, for instance, famously stated,

“Everybody ought to be rich,” when he laid out proposals for working- and

middle-class wealth building in a 1929 article in Ladies Home Journal.7

5 Lazonick and O’Sullivan (2000). 6 Quoted in Ott (2011, p. 25).
7 Crowther (1929), Hagley Museum and Library. https://findingaids.hagley.org/xtf/view?
docId=ead/0473.xml (accessed August 17, 2021). Ott (2011) similarly points out that political
and economic leaders at the time hoped that mass share-ownership of corporations would “shore
up the propertied foundations of citizenship, preserve economic mobility and autonomy, enhance
national prosperity, and make corporations accord with the will of the people.” (p. 4).

4 Corporate Governance
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In the same context, Julia Ott (2011) states in When Wall Street Met Main

Street: The Quest for Investors’Democracy, the primary concern of “intellectual,

political, corporate, and financial leaders who embarked on a quest for mass

investment”was how to build a stable and prosperous political system in the face

of not only public distrust of “corporate power and accountability” but also of

political challenges of internal integration from “mounting economic inequality,

surging immigration, ethnic diversity, Jim Crow segregation, and women’s

demands for suffrage [that] sparked fundamental debates about citizenship.”

They hoped that “[m]ass investment could shore up the propertied foundations

of citizenship, preserve economic mobility and autonomy, enhance national

prosperity, and make corporations accord with the will of the people” (p. 4).

While promoting shareholder democracy as a political project, they made it

clear that they did not think of it as being related to raising capital. According to

Ott, they “did not view mass investment as a particularly efficient or profitable

means of raising capital,” and the “[c]orporate need for capital did not call forth

popular demand for financial securities spontaneously.”8 In other words, the

promoters of shareholder democracy did not employ an economic rhetoric that

would improve the economic efficiency of corporations or the economy.

William Lazonick and Mary O’Sullivan point out in the same context: “The

stock market [at the time] did not serve as a source of funds for long-term

business investment. When an enterprise went public, the stock market was the

instrument for the separation of stock ownership from strategic control over

internally generated corporate revenues.”9

Because the promotion of shareholder democracy was a political project,

institutional shareholders were not included in the movement because they were

fiduciaries, not citizens who had political rights of representation. Institutional

shareholders, such as mutual funds, were only beginning to emerge and held

only about 5 percent of the US equity market capitalization by 1929.10 They

were considered merely money managers who functioned to diversify invest-

ments, thereby raising yields on portfolio investments while managing risks, an

option not available to most retail shareholders.

This diversifying function of institutional shareholders had been well estab-

lished from the days of the first collective investment trusts that emerged in

Scotland and the UK in the latter half of the nineteenth century. For instance, the

stated goal of the Foreign and Colonial Government Investment Trust estab-

lished in 1868 was “to give the investor of moderate means the same advantages

as the large capitalist in diminishing the risk of investing in Foreign and

8 Ott (2011, p. 4). 9 Lazonick and O’Sullivan (2000, p. 112).
10 McGrattan and Prescott (2004), cited in Coates (2018, p. 8).
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Colonial Government Stocks, by spreading the investment over a number of

different stocks.”11

2.2 New Deal Financial Regulations of Institutional Shareholders

In line with the overall spirit of shareholder democracy in those days, New Deal

financial regulations established in the 1930s emphasized the passivity of public

shareholders and specifically discouraged institutional activism. As a policy

response to the turmoil of the 1929 New York Stock Exchange crash and the

subsequent collapse of economic activity, the Securities Act of 1933 and the

Securities Exchange Act of 1934 sought to regulate financial markets.12 A few

years later, Congress passed the Investment Company Act of 1940, which

regulated institutional shareholders.13

These New Deal regulations embodied three enduring principles that

would guide the relationship between shareholders and companies: (1) the

prohibition of fraud and deceit, including profiting from insider information;

(2) regulating any shareholders acting as a group and prohibiting the forma-

tion of investors’ cartels; and (3) encouraging institutional shareholders to

diversify their portfolios and discouraging them from exerting influence

over management.

Under the first principle, the regulations required public companies to make

regular, accurate, and timely public disclosures of financial information to

shareholders14 and barred shareholders and managers from misappropriating

corporate resources and profiting from insider information.15 They specifically

prohibited “fraudulent . . . manipulative [and] deceptive conduct.”16 To deter

insider trading, they required those who were deemed insiders, whether man-

ager-owners or investors, to disclose “all the information prior to trading.”17

11 Coates (2018, p. 7).
12 Securities Exchange Act (1933; 15 U.S.C. §§ 77a-77mm) (“1933 Act” henceforth); Securities

Exchange Act (1934; 15 U.S.C. § 78a-78jj) (“1934 Act” henceforce). The 1933 Act is the first
major federal legislation to regulate the offer and sale of securities. It is based upon a philosophy
of disclosure, meaning that the goal of the law is to require issuers to fully disclose all material
information that a reasonable shareholder would need in order to make up his or her mind about
the potential investment. The 1934 Act forms the basis of regulation of the financial markets and
their participants. While the 1933 Act is about the primary market, The 1934 Act regulates the
secondary market. It also established the Securities and Exchange Commission (SEC).

13 Investment Company Act (1940; 15 U.S.C. §§ 80a-1–80a-64) (“1940 Act” henceforth). The
1940 Act specifically regulates investment companies, including mutual funds, and seeks to
protect the public primarily by requiring disclosure of material details about each investment
company.

14 1934 Act, § 13(a) (l). 15 1934 Act, § 10b, 17 C.F.R. § 240.10b-5.
16 1934 Act, §§ 9, 10(b), 15(c), 15 U.S.C §§ 78i(a), 78j(b), 78o(c). See also Blair (1995); Roe

(1990).
17 1934 Act, § § 10b-5(c), 16(a), 15 U.S.C 78p(a); Blair (1995, p. 51).
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In addition, the regulations outlined that, should insiders profit by buying

a company’s securities and selling them within six months or vice versa, they

“are recoverable by the issuer [the company].”18

Under the second principle, the formation of a voting group by investors was

heavily regulated as establishing an investor cartel. If the combined shares of

a group of investors exceeded 10 percent of the company’s stock, its members

were subject to the same regulations as insiders.19 Furthermore, communica-

tions between investors were subject to strict oversight to prevent the develop-

ment of such a group. If a group is to be formed, its prospective members should

communicate with each other. The regulations, therefore, judged the communi-

cation as a proxy solicitation and made it necessary to file it by providing the

information specified in Schedule 14A of the 1934 Act.20 Blair (1995), there-

fore, points out that the regulations made it “difficult for shareholders to

communicate with each other at all . . . without the approval and support of

management” (p. 71).

Under the third principle, institutional shareholders were encouraged to diver-

sify their portfolios and discouraged from seeking to control management. The

1934 Pecora Report, the product of a Senate securities investigation, explicitly

walled institutional shareholders off from management, making it clear that

mutual funds were only allowed to engage in investment activities.21 This

principle was also embodied in the Tax Code of 1936: “another safeguard . . . is

to prevent an investment trust or investment corporation [from] being set up to

obtain control of some corporation and to manipulate its affairs.”22 In testimony

regarding the enactment of the Investment Company Act of 1940, a high-ranking

SEC official asserted that “a mutual fund’s only positive function was to provide

diversification; any extension risked thievery.”23

This regulation clearly separating management from institutional share-

holders answered in part the need to remove the potential for conflicts of

interest: If institutional shareholders were allowed to control corporations,

they would tend to utilize their position for their own profit at the expense of

other shareholders. More importantly, behind the regulation was a clear under-

standing that corporate managers and institutional shareholders serve different

functions: While the former seeks to create value in corporations by producing

high-quality and low-cost goods and services, the latter helps individuals extract

18 1934 Act, § 16(b), 15 U.S.C. § 78p(b); Blair (1995, p. 51).
19 See 1940 Act, §§ 2(a)(2)-(3), 17(a)-(b), 15 U.S.C. §§ 80a-2(a)(2)-(3), 80a-17(a)-(b).
20 See 17 C.F.R. § 240.14a-l(k) (2021); SEC Release No. 3347 (December 18, 1942); 17 C.F.R. §

240.14a-2b(1) & 3(a) (2021); Roe (1990, p. 17).
21 U.S. Senate Committee of Banking and Currency (2009); Roe (1991). For details on the Pecora

Report, see Perino (2010).
22 Roe (1991, p. 1483). 23 Roe (1991, p. 1488). The emphasis is original.
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value from corporations by leveraging size and diversification of corporate

shareholding.24 The mutual fund industry did not oppose the government in

imposing the regulations at the time because they legitimized the industry in the

eyes of the public.25

These three principles had been well enough established and went unchal-

lenged until the 1980s. As recently as 1974, Congress upheld the same prin-

ciples when it introduced the Employee Retirement Income Security Act

(ERISA), a policy response to the growing need to regulate pensions. First,

ERISA’s rules prevented self-dealing behavior on the part of employers and

fund managers.26 Second, they discouraged pension funds from taking exces-

sive risks and encouraged them to diversify investment portfolios broadly.27

Third, they urged pension funds to refrain from exercising control over com-

panies in their portfolio.28 In this context, Peter Drucker, one of the earliest

thinkers who envisaged the coming of the Pension Fund Revolution, pointed out

that pension funds “have no business trying to ‘manage’ . . . To sit on a board of

directors . . . and accept the obligations of board membership, is incompatible

with duties as ‘trustees’ . . . which have been sharply and strictly defined in the

Pension Fund Reform Act of 1974 [ERISA].”29

3 The Progression of Shareholder Activism and the Rise
of Hedge-Fund Activism

Beginning in the 1980s, however, the three principles established during the

New Deal era increasingly came under assault. It became easier for share-

holders to form de facto voting groups, seriously impairing the second prin-

ciple. The loosening of regulations on shareholders’ communication and

concerted actions was legitimatized by the new credos of “corporate citizen-

ship” and “relational investing” that encouraged the active participation of

institutional shareholders,30 moving drastically away from the third principle.

The first principle did not change much for public shareholders, but the

adoption of SEC Rule 10b-18 in 1982, which allowed corporate executives

to manipulate stock prices through stock buybacks, damaged the first principle

and opened room for activist shareholders’ demand for stock buybacks.31

24 On value creation by business corporation and value extraction through the stock market, refer to
Section 5.1. Also see Lazonick and Shin (2020, pp. 14–40, 41–89).

25 Roe (1991, p. 1489).
26 29 U.S.C. § 1104(a)(1)(A)(i); 29 U.S.C § 1101; Blair (1995, p. 157).
27 29 U.S.C. § 1104(a)(1)(C); Blair (1995, p. 157).
28 29 U.S.C. § 1144(b)(2)(B); Blair (1995, p. 157). 29 Drucker (1976, p. 63).
30 For the understanding of these terms, see Section 3.1.
31 On the SEC Rule 10b-18 in 1982 and its impacts, refer to Lazonick (2014a, 2019); Lazonick and

Shin (2020).
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There were various groups of activists who pursued changes in the relation-

ship between public shareholders and corporations. Some of them wanted to

obtain what they considered public benefits by doing so. At the same time, there

were groups of market players, including corporate raiders, who did not hide

their raw intention of profiting from the process of “reforming” corporations.

Despite their differences in motives and mode of action, those activists formed

a common front under the banner of shareholder democracy against corporate

managers whom they accused of building their fiefdoms by investing in waste-

ful projects while ignoring the interests of public shareholders. They were also

common in finding ways to leverage the rapidly growing voting power of

institutional shareholders. Regulatory authorities, such as the SEC, the DOL,

and the Department of Treasury, started to side with the activists. These actions

were also legitimized by the growing acceptance of agency theory and the

“maximizing shareholder value” (AT-MSV) view, which asserted that corporate

managers are agents of shareholders, and their purpose is to maximize share-

holder value.32 This section discusses how they succeeded in bringing about

significant changes in the traditional New Deal financial regulations.33 The

upshot of the regulatory changes is presented in Figure 1.

3.1 The Growing Voting Power of Institutional Shareholders

The share ownership structure of US corporations is conventionally characterized

as “dispersed ownership.” Since 1932, when Adolf Berle and Gardiner Means

offered this classic characterization and pointed out the “separation of ownership

and control” as its result, it has been the starting point of the debate on corporate

governance and economic performance.34 Undoubtedly, the shareholding of

major corporations in the United States is still dispersed compared with those

in other countries. However, the characteristics of the dispersion have undergone

qualitative changes. If the classic dispersion saw shares in the hands of retail

investors who were the actual owners of the shares, the prominent feature of the

current-day dispersion is that shares are in the hands of institutional shareholders,

fiduciaries of the savers who are the shares’ ultimate owners.

This institutionalization of shareholding progressed through the latter half of the

twentieth century and has continued in the twenty-first century. As shown in

Figure 2, the institutional shareholding of US public stocks was at only 7.2 percent

32 Refer to Sections 3.5 and 5.1 for details on agency theory and the MSV view.
33 On the evolution of corporate governance discourse, refer to Cheffins (2013); Blair (1995);

Veasey (1993).
34 Berle andMeans (1932). For criticisms of this kind of characterization, refer to Pichhadze (2010,

2012). Also, refer to Section 5.1 for understanding the term as the “dispersion of corporate
control” rather than the “separation of ownership and control.”
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in 1950 but continued to increase to 40.0 percent in 1980 and 59.8 percent in 2020.

In Figure 2, drawn from the Federal Reserve dataset, hedge funds and private-

equity funds are classified as “households,” not as “institutional shareholders,”

despite the fact that most of them function as institutions by pooling andmanaging

Figure 1 Changes in regulations on the relation between institutional

shareholders and corporations
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other people’s money.35 If one includes hedge funds and private-equity funds in

institutional shareholders, the actual institutional shareholding percentages would

be substantially higher than what Figure 2 shows. For instance, Pensions &

Investment estimated institutional holding as 80.3 percent of the market value of

the S&P 500 index and 78.1 percent of the US broad-market Russell 3000 index in

2017, while the Fed data indicate the institutional share as 61.9 percent.36

3.2 Imposing Compulsory Voting on Institutional Shareholders:
Robert Monks and ISS

In transforming institutional shareholders into activists, Robert Monks, who

described himself as “an entrepreneur of the idea of corporate governance,”37

was the principal ideologue, administrator, and businessman, almost single-

handedly making proxy voting a fiduciary duty of institutional shareholders
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Figure 2 The growth of institutional shareholding in the United States

Source: Estimated from Z.1 Statistical Release of Federal Reserve Board (The Federal
Reserve Board website, www.federalreserve.gov/datadownload/Download.aspx?rel=
Z1&series=75cf7aa5c5495b9ba5194795df5ee426&from=01/01/1945&to=12/31/2023
&lastObs=&filetype=spreadsheetml&label=include&layout=seriesrow (Accessed on July
30, 2023)).

35 ‘Non-profit organizations such as university endowment funds are also not included here. The
apparent slowdown of the growth in institutional shareholding after 2016 in Figure 2 has to do
with the boom of private equities, hedge funds, endowment funds, and sovereign wealth funds,
which are not classified as institutions in Fed’s shareholding dataset.

36 “80% of Equity Market Cap Held by Institutions,” Pension & Investments (April 25, 2017),
www.pionline.com/article/20170425/INTERACTIVE/170429926/80-of-equity-market-cap-
held-by-institutions (Accessed on July 20, 2020).

37 Rosenberg (1999, p. 118).
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while profiting from establishing the Institutional Shareholder Service (ISS),38

the first of its kind and the most prominent proxy-advisory firm to date. A close

consideration of his arguments and career illuminates the evolution and conse-

quences of institutional activism.

3.2.1 Compulsory Voting and Institutional Shareholders as Active
Corporate Citizens?

Monks joined the DOL as Administrator of the Office of Pension and Welfare

Benefit Programs in 1984. He was an aspiring politician and previously worked

as a lawyer, businessman, and banker. According to Hilary Rosenberg, his

biographer, “[t]he only reason Monks took this job was to advance his govern-

ance agenda,” and “[h]is main concern [was] establishing the position that

pension funds had fiduciary duties to act as owners of corporations.”39 From

the beginning of his tenure, he intended to serve only one year as a pension

administrator and to leverage his experience in government for a business career

in corporate governance.40

In a speech “The Institutional Shareholder as a Corporate Citizen,” later

considered seminal among corporate governance activists, Monks told pension

plan officers that

it seems tome to be a self-evident proposition, that institutional shareholders have
to be activist corporate citizens. . . . Given the huge blocks of stocks owned by
institutions in all of our major companies, it is not always practical to quietly
support management or . . . sell if you don’t approve of management’s handling
of the company. I would suggest that it behooves institutional shareholders, in the
exercise of their corporate citizenship, to take the lead in proposing, and passing,
provisions . . . Even if you wanted to run away from a poorly managed company,
you couldn’t do it at once . . . So like it or not, . . . as a practical business matter,
institutional shareholders are going to have to become more and more active
shareholder-owners, and less and less passive investors41

Two aspects of this speech demand close attention: the call for stronger activism

and the use of the term “owners.”As to the first aspect, Monks took it for granted,

38 Initially, its name was Institutional Shareholders Service. Monks changed the name to
Institutional Shareholder Services in the same year (Rosenberg 1999, pp. 118–123).

39 Rosenberg (1999, pp. 83–84).
40 Rosenberg, borrowing Monks’s own words, details this decision as follows: “On the taking the

pension job, Monks vowed – to himself and his family – that he would stay in the position for just
one year. . . . he told his wife . . . ‘Trust me’, he remembers saying to her . . . ‘I know my own
temperament in the government. I have a single agenda for this. I’mnot going into this because Iwant
to be a career public servant. I’mgoing into this because it’s in aid ofmy long-term project in trying to
create change in the way that corporations function. I can’t afford more than a year’s time here’”
(1999, p. 80).

41 Rosenberg (1999, pp. 92–93).
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as did later corporate governance activists, that with the growth of institutional

shareholding, it had become more difficult for institutional shareholders to resort

to the “Wall Street walk.” The advocacy of stronger institutional activism was

a corollary of this growing difficulty of selling their stakes.

From the perspective of the traditional regulations on institutional share-

holders that encouraged diversification, however, this argument puts the cart

before the horse. Diversification was encouraged to make it easier for institu-

tional shareholders to take theWall Street walk by selling off blocks of shares in

a portfolio when the need would arise.42 As institutional shareholding grew, the

market for selling blocks of shares became more liquid, actually making it

easier for an institutional shareholder to take the Wall Street walk by selling its

shares to other institutional shareholders. Given the liquid stock market, there

are no grounds to say that any particular institutional shareholder is “stuck”with

certain portfolios. But Monks employed the growth of institutional sharehold-

ing in aggregate as a pretext for claiming that their shareholdings became

illiquid and, therefore, stronger institutional activism was needed.

A crucial tactic in advancing this argument for stronger activism is to portray

institutional shareholders as if they are homogeneous. They are, however,

a diverse group that includes pension funds, mutual funds, university endow-

ments, insurance companies, bank trusts, sovereign wealth funds, and other

investment companies. Even among pension funds, over which Monks had

influence as the chief US government pension administrator in 1984–1985, the

investment objectives and approaches of private pension funds differed from one

to another and from those of public pension funds. Institutional shareholders are,

in general, competing fiercely with each other to improve trading performance

and attract more customers. Treating them as a group and urging them to

strengthen their activism regarding companies is tantamount to asking them to

form an investor cartel. Moreover, as the growth of index funds demonstrates,

institutional shareholders, in fact, evolved in the direction of being less interested

in getting to know the affairs of individual companies closely. Diversification is

still a main concern of most institutional shareholders. In their trading objectives

and approaches, institutional shareholders have actually become more passive,

contrary to their rhetorical activism, as will be discussed in Section 5.2.

As to the second point, it is an intentional misrepresentation for Monks to say

that institutional shareholders are “owners” of corporations. However, they are

fiduciaries or trustees of those households or organizations whose money they

are managing. As a law student, Monks himself was clearly aware of this legal

situation and used the term “fiduciaries” not infrequently in his writings and

42 See Section 2.2.
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speeches. But he liberally mixed “owners” and “fiduciaries” at his will and

emphasized the former in his public statements.

For instance, in his remarks to Institutional Investor in 1984, Monks argued,

“The only people who can change the contract under which corporations can

function are the owners. And the owners are increasingly pension funds. . . . Is it

part of a fiduciary responsibility to exercise the right to vote?”43 This is in line

with using the new term “shareholder-owners” in his speech, “The Institutional

Shareholder as a Corporate Citizen” quoted above.

This rhetorical tactic to portray institutional shareholders as “owners” has

successfully contributed later to the broad acceptance of a vertical relation of

“owner versus manager,” where corporate managers are agents of institutional

shareholders who “own” the companies. As elaborated in Section 5.1, however,

as soon as incorporation is done, nobody owns a corporation except the corpor-

ation, that is, the legal person itself. The corporation makes contracts with

managers and issues securities to shareholders. Corporate managers are, there-

fore, business-managing fiduciaries who are entrusted by corporations, while

institutional shareholders are money-managing fiduciaries who are entrusted by

their clients. Thus, the relationship between corporate managers and institu-

tional shareholders is horizontal between two fiduciaries serving different

customers. Monks and other shareholder activists nonetheless distorted this

relationship in public discourse and increasingly in the minds of policymakers,

academics, and businesspeople.44

3.2.2 Institutional Shareholder Service (ISS) and the Proxy-Voting Business

Monk’s other significant contribution to institutional activism and, later, to

hedge-fund activism was establishing the proxy advisory firm ISS. He set up

the company immediately after resigning from the DOL in 1985. He proposed

the idea of ISS while he was the chief pension administrator, arguing in

a December 1984 speech: “Current fiduciaries have neither the inclination nor

the training to act as proprietors. Either they have to acquire them [capabilities

to vote], or a new institution will be developed.”45 He later provided more

details regarding this “new institution” at a DOL hearing, saying, “[i]t is time . . .

for corporate, ERISA-covered pension fund sponsors and their managers to

assign the vote to a third, neutral party.”46

43 Quoted in Rosenberg (1999, p. 92).
44 In a similar vein, Blair (2003a) remarks: “The rhetoric of ‘ownership’, however subtly redefines

corporations in terms of the presumed property rights of one class of participants in the firm,
thereby adding a tone of moral superiority to the idea that corporates should be run in the sole
interest of shareholders.” (p. 57). See Section 5.4.

45 Rosenberg (1999, p. 102). 46 Rosenberg (1999, p. 103).
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Monks was not simply an activist civil servant working for the public good.

He was also a businessman who wanted to profit from his idea of “a third,

neutral party.” From the beginning, he already made it clear that he would stay

with the DOL for only a year and then pursue his corporate-governance agenda

in the business sector.47 He later justified his personal profit-seeking as compat-

ible with the public benefit with the analogy of a “double helix,” one strand

representing the “mission” and the other strand “money.”48 However, one fund

manager directly admonished Monks for his conflicting interests in his cam-

paign for a proxy-voting firm: “Monks, goddamn you. Guys like you, you go

into government and start a forest fire and then you come and try to sell us all fire

extinguishers.”49 According to his biographer Rosenberg, “Monks was aston-

ished. Here was someone who saw right through him. He was indeed interested

in selling the idea of a company that carried out voting tasks for funds.”

Monks’ “fire extinguishers”were beginning to be sold after he resigned from

DOL in 1985. The regulatory authorities progressively defined voting as

a fiduciary duty for institutional shareholders. The first of the changes, carried

out by his colleagues remaining at the DOL, was the so-called “Avon letter” in

1988 that clarified the Department’s position on the fiduciary duty of pension

funds under ERISA.50 This position was reiterated in “Statements on Pension

Funds Investment” issued by the DOL and the Department of the Treasury in

1989.51 Through these administrative directives, proxy voting was established

as a fiduciary duty of pension fund managers. Thus, pension fund managers

were required to vote in what they regarded as the “economic best interest of

a plan’s participants and beneficiaries.”52

47 Rosenberg (1999, p. 86).
48 Pointing to the double helix structure of DNA, which consists of two strands of molecules

arrayed as a twisted ladder, Monks said he wanted to “pursue the development of corporate
governance through the structure of a profit-making business,” explaining, “As a business, my
idea had to be made relevant to people who were accustomed to paying only for something that
was in fact valuable to them. I had to demonstrate that year in and year out good governance was
good business. . . . The parallel spiral forces of the double helix do not touch but are indispens-
able to each other” (Rosenberg 1999, p. 118).

49 Rosenberg (1999, p. 117).
50 The letter sent by a deputy assistant secretary at DOL to the Retirement Board of Avon Products

Inc. stated as follows: “The decision as to how proxies should be voted with regard to the issues
presented by the fact pattern are fiduciary acts of plan asset managers.” In a subsequent speech,
the then-assistant secretary of DOL asserted that “to meet this obligation, pension plan sponsors
under ERISAmust draw up detailed policies governing proxy voting and document all votes and
the reasons behind them” (Rosenberg 1999, p. 165).

51 The Avon letter has thus been “widely cited as the Labor Department’s official position on
fiduciary obligations of pension fund managers to vote the shares under their management”
(Blair 2003a, p. 158).

52 Blair (2003a, p. 158).
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Before the issuance of these directives, the business of ISS had been stagnant

because pension funds were not interested in paying money for ISS’s service,

although some might think it helpful.53 With these new directives, however,

pension funds faced the necessity of seeking professional advice from a “third,

neutral party.” The business of ISS then took off.54

The SEC extended the fiduciary duty of voting imposed on pension funds by

DOL later to all other institutional shareholders, including mutual funds. In its

ruling on proxy voting in 2003, the SEC made it clear that “an adviser is

a fiduciary that owes each of its clients duties of care and loyalty . . ., including

proxy voting” and that an adviser is required “to adopt and implement policies

and procedures for voting proxies in the best interest of clients, to describe the

procedures to clients, and to tell clients how they may obtain information about

how the adviser has actually voted their proxies.”55 Until the SEC rule in 2003,

ISS was virtually a monopoly proxy advisor. Sensing the growing market

opportunity, Glass Lewis, currently the second-largest proxy advisory firm

entered the proxy advisory market in the same year.56

Through his initiative to make institutional shareholders “active corporate

citizens,” Monks largely achieved his business ambition. After an investigation

by the SEC for potential conflict of interest, he left ISS on paper in 1990,

transferring $3 million worth of his shares in the company to an irrevocable

trust and making his nephew and his son the trustees.57 He then continued his

corporate governance activism in the “double-helix” fashion by setting up cor-

porate governance funds like the Lens Fund.58 ISS successfully grew into a global

company “operating worldwide across 25 global locations in 15 countries . . .

[and serving] approximately 3,400 clients including many of the world’s leading

institutional investors.” ISS maintains that “[with 3,000 employees, it] covers

approximately 48,000 shareholder meetings in 115 markets, delivering proxy

research and vote recommendations while working closely with clients to execute

more than 12.8 million ballots representing 5.4 trillion shares.”59 The systemic

effects of these changes will be discussed in Section 5.

53 Blair (2003a, pp. 145–146). 54 Blair (2003a, pp. 16–168).
55 See Final Rule: Proxy Voting by Investment Advisers, 17 CFR Part 275, Release No. IA-2106

(February 11, 2003), www.sec.gov/rules/final/ia-2106.htm.
56 It was originally set up by Canada’s Ontario Teachers’ Pension Plan and later acquired by

Peloton Capital Management (PCM), a private equity, and Stephen Smith, the Chairman of
PCM, in 2021. Refer to Glass Lewis press release on March 16, 2021, www.glasslewis.com/
press-release-peloton-capital-management-and-stephen-smith-acquire-glass-lewis/ (Accessed
on January 28, 2024).

57 Rosenberg (1999, pp. 211–214).
58 Corporate governance funds aim at increasing investment yields by applying pressure to improve

corporate governance of their portfolio companies.
59 ISS website (www.issgovernance.com/about/about-iss/, accessed on December 20, 2023).
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3.3 Shareholder Activists Acting Together: The 1992 Proxy Rule
Change and “Free Communication and Engagement”

While establishing proxy voting as a fiduciary duty of institutional share-

holders, shareholder activists advocated for a proxy rule change that would

make it easier for shareholders to aggregate their votes, allowing them to

exert more influence on corporate management through freer communication

between shareholders as well as freer engagement of shareholders with

corporate management. Their concerted efforts resulted in the watershed

SEC amendments to its proxy regulations in 1992.60 Public pension funds,

especially led the California Public Employees’ Retirement System

(CalPERS), and corporate raiders, through their umbrella organization, the

United Shareholders Association (USA), collaborated closely to make the

proxy rule change happen.

3.3.1 Public Pension Funds and Corporate Raiders

If Robert Monks was mainly an ideologue who promoted institutional activism

through his corporate-governance agenda, public pension funds were its practi-

tioners, taking direct action against corporations. This they did by bringing to

bear their rights and influence as shareholders, setting up umbrella organiza-

tions for their activism, and lobbying the US government to change regulations

in ways that would strengthen activism. They were “the most vocal advocates of

corporate governance intervention” in the 1980s, and, conducting themselves as

if they were rule-setters, they drafted codes of “best corporate governance

practices” for their portfolio firms to adopt.61

From the 1950s, pension funds emerged as the biggest group of institutional

shareholders in the United States because of the rapid expansion of business

and government pension systems. By 1975, they held 16 percent of US

corporate shares, four times more than mutual funds. Among them, private

pension funds, although in aggregate a lot larger than public pension funds,

were not interested in institutional activism. Most of them were run by

business corporations on behalf of their employees, and it was unthinkable

for their top managers to take activist positions against their own companies or

other companies in general.62

60 Calio and Zaharalddin (1994); Sharara and Hoke-Witherspoon (1993); Bainbridge (2005); 57
Fed. Reg. 48276, 48161–48304 (October 22, 1992).

61 Cheffins (2013, p. 55).
62 Corporate pensions held 13 percent of the market value of US corporate stocks whereas public

pensions held 3 percent of the stocks in 1975. The corresponding figures were 20 percent and
5 percent, respectively, in 1985 and 18 percent and 8 percent in 1994. (Blair 1995, p. 46,
Table 2.1)
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Unlike corporate pensions, public pensions did not represent pensioners in the

business sector and were hence freer to take an activist position regarding their

portfolio companies. The retirement benefits of their clients, public-sector work-

ers, were also more or less guaranteed by the state or federal government and they

had relatively less sympathy with corporate-sector workers. This fact made them

freer to favor shareholder interests over labor interests, when the two conflicted,

even by advocating corporate restructuring led by corporate raiders that brought

about layoffs and divestitures.63

Moreover, public pensions mostly held onto defined-benefit (DB) plans and

were very slow to move to defined-contribution (DC) plans – a transition that

occurred with increasing momentum at business corporations from the 1980s. DB

plans expose the employer to the potential for underfunding of their pension plans,

whereas DC plans do not. Public-pension fund administrators tried to avert this

potential funding shortfall by using their collective shareholding power to seek

higher yields from the stock market by strengthening shareholder activism. Public

pension funds also had better access to regulatory authorities because they were

regulated by states and exempted from the federal ERISA regime regulating private

pension funds, and because a larger number of their administrators and board

members were local administrators, politicians, labor unionists, and others. It was,

therefore, relatively easy for them to effect regulatory changes that would allow

them to increase the ratio of stock to other holdings in their investment portfolios

and then use shareholder activism to seek higher yields on their portfolios.64

Among public pension funds, CalPERS emerged as the leader in institutional

activism in the 1980s. As the largest pension fund in the US at the time, its

significant holdings gave it the power to influence corporate boards.65 Moreover,

because it had become one of the most expensive pension systems,66 CalPERS

was pressured to boost its investment yields by expanding its investments in stock

and actively influencing its portfolio companies.67 Following California voters’

approval of a 1966 ballot measure, CalPERS was allowed to invest up to

25 percent of its portfolio in stock. In 1984, that upper limit was removed

completely.68 This permissive regime contrasted with the restrictions placed on

63 Gelter (2013, p. 40). 64 See Gelter (2013). 65 Smith (1996).
66 Having introduced annual cost-of-living adjustments in 1968, two years later the fund adopted

a very generous pension formula under which it paid 90 percent of their final salary for life to
workers who retire at age 65 (Malanga 2013).

67 In this context, Strine (2007) remarks, “Interestingly, some of the demand for outsized returns
has come from institutional shareholders — such as public pension funds — facing actuarial
risks because of underfunding and past investment mistakes” (p. 7).

68 Malanga (2013). Early in the 1980s, CalPERS asked for permission to increase that limit to
60 percent. Although the voters rejected this proposal, they approved a different one in 1984 that
allowed “CalPERS [to] expand its investments [in stock],” but refrained from specifying
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other public pension funds, many of which had few or even no equities in their

portfolios until the mid-1990s.69

Jesse Unruh, California’s state treasurer from 1975 to 1987, was the principal

catalyst in fashioning CalPERS into a leading institutional activist and establish-

ing the Council of Institutional Investors (CII).70 He was a politically powerful

figure in his own right, noted by the Wall Street Journal as “the most politically

powerful public finance officer outside the U.S. Treasury” due to his influence

over Wall Street bankers.71 Unruh consulted closely with Robert Monks to set up

the CII as a platform for institutional shareholders to act together.72WhenCII was

launched in 1985 as “the voice of corporate governance,” its founders were 22

public and union pension funds, with California State Treasurer Jesse Unruh,

New York City Comptroller Harrison J. Goldin, and State of Wisconsin

Investment Board Chair John Konrad as founding co-chairs. CII later grew into

a global organization comprising “more than 135 public, union and corporate

employee benefit plans, endowments and foundations.”73

In 1986, CalPERS started its major shareholder activist campaigns in close

collaboration with CII. CalPERS led the campaigns by drafting a list of low-

performing companies to help CII members to identify targets for their activist

campaigns.74 CalPERS also created a shareholders’ bill of rights that included the

one-share one-vote principle, demanded that corporations seek shareholder

approval before paying greenmail or setting up poison pills, and called for

a majority of outside directors to approve any extraordinary bonuses or other

payments to corporate executives.

The most far-reaching shareholder action taken by CalPERS was the proxy

rule amendment achieved in 1992. In 1989, CalPERS initiated the movement

a percentage limit and, for cosmetic purposes, put in “a clause that held CalPERS board members
personally responsible if they didn’t act prudently.”

69 Gelter (2013). 70 Boyarsky (2007).
71 Walters (1988). He earned this nickname because he had issued massive quantities of state-

backed bonds through Wall Street bankers. Boyarsky (2007) describes him as having “trans-
formed the job [of state treasurer which] used to garner as much political clout as the director of
a local mosquito abatement district . . . into a source of financial and political power that reached
from California to Wall Street” (p. 221). Uhlig (1987) also observed, “Because as Treasurer he
was ex officiomember of many California boards and commissions, Unruh oversaw ‘the raising
and expenditure of virtually all the state’s money and consolidated his influence over billions of
dollars in public investments and pension funds.’”

72 Jesse Unruh closely cooperated with Monks about “the need for an assembly of large institutional
shareholders” and helped him set upCII as a bipartisan organization.WhenMonksmet withUnruh
in 1984 to discuss the need for an assembly of large institutional shareholders, he said, “I thought it
was a good idea, and I would give any Republican institutional support to the idea of forming an
organization of institutional shareholders, but that . . . it should be bipartisan” (Rosenberg 1999,
p. 100). On their encounter and cooperation, also refer to Boyarsky (2007, pp. 233–234).

73 The CII website, www.cii.org/about (accessed on January 28, 2024).
74 Smith (1996, pp. 231–223).
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for the proxy-rule changes by sending a letter to the SEC that proposed

forty-eight separate changes to the proxy rules, claiming that its main purpose

was “to even the imbalance between shareholders and management concerning

the filing and processing of proxy materials.”75

The United Shareholder Association (USA), founded by corporate raider T.

Boone Pickens in 1986 and purported to represent the interests of small share-

holders, closely collaborated with public pension funds in making the proxy

rule change happen.76 The USA immediately followed up on the CalPERS letter

about the proxy-rule change with its own letter to the SEC, arguing that “reform

of the proxy process to allow shareholders a meaningful corporate governance

role could forge a fundamental realignment of the now conflicting interests of

management and shareholders . . . [S]uch realignment wouldmaximize value on

a constant basis, rather than through one-time restructuring transactions.”77

After over three years’ deliberation during which the SECmade two proposals

and received comments from various groups and individuals in response, the SEC

finalized the watershed amendments to its proxy regulations in 1992.78 The USA

declared “mission accomplished” and disbanded itself “shortly after the new SEC

rules had been put in place.”79 Why were the amendments so important for

shareholder activists, especially for corporate raiders?

3.3.2 The 1992 Proxy Rule Change and the Transformation of Corporate
Raiders into Hedge-Fund Activists

The 1992 proxy rule change was a significant departure from the previous

approach to proxy solicitation and communication among shareholders.

Traditional regulations on public shareholders were unambiguous about pro-

hibiting investor cartels and defined communication among investors as a proxy

solicitation. It was, therefore, illegal for any shareholder to discuss company

matters without first filing with and obtaining the approval of the SEC.80

75 Sharara and Hoke-Witherspoon (1993, pp. 327, 336).
76 The USA had already carried out various shareholder actions in parallel with those of CII. It

produced an annual “Target 50” list of companies that were non-responsive to shareholders and
attempted to negotiate with target companies to modify their governance structures to become
more responsive to shareholder interests. It also mobilized its members’ votes to sponsor proxy
proposals if the target companies did not agree to its demands and augmented its shareholder
activism in cooperation with CII. Several large institutional shareholders, such as CalPERS, the
College Retirement Equities Fund (CREF), and the New York City Employees Retirement
System (NYCERS), sponsored proposals on the USA’s behalf. Refer to Strickland et al. (1996).

77 Strickland et al. (1996, p. 337).
78 SEC (1992); Sharara and Hoke-Witherspoon (1993); Bainbridge (2005).
79 Blair (1995, p. 73). A quotation from Ralph V. Whitworth, “United Shareholders Association:

Mission Accomplished,” Remarks to Investor Responsibility Research Center Conference on
Shareholder Management and Cooperation, October 27, 1993.

80 Refer to Section 2.2.
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The 1992 amendments, however, largely deregulated proxy communication,

not only among shareholders but also with company management and the

public.81 This change subverted the spirit of the New Deal regulations in the

name of allowing “market forces to restore a better sense of balance to America’s

board rooms” through the free flow of communication and engagement.82

The new rules loosened restrictions on public shareholders in three ways. First,

shareholders were allowed to communicate freely with one another if each held

less than 5 percent of its shares and had no special relationship with that

company.83 In other words, they were permitted to form shareholder cartels

within the 5 percent limit. Second, with oral communications excluded from

proxy regulation, shareholders were allowed to speak to or engage with manage-

ment more freely.84 This freer engagement resulted from accepting institutional

shareholders’ demand for more “active engagement” that would lead to “rela-

tionship investing.”85 Third, shareholders were given the freedom to make public

statements on proxy-voting issues and to announce their voting intentionswithout

violating the proxy-filing requirements.86 With the 1992 rule amendment, the

SEC distanced itself from the job of proxy censorship because it believed that

contestants in proxy voting “should be free to reply to [an opponent’s] statement

in a timely and cost-effective manner, challenging the basis for the claims and

countering with their views on the subject matter through the dissemination of

additional soliciting material.”87

In 1999, the SEC expanded the 1992 Rule 14a-12 and fully liberalized

communication. Shareholders were now allowed to conduct unlimited

solicitation among themselves and with the public, including through

press releases, even if they abandoned proxy filing in the end.88 This rule

change allowed investors to engage more freely with corporate management

81 Calio and Zaharalddin (1994, pp. 494–499); 17 C.F.R. § 240.14a-2(b) (2021).
82 Calio and Zahralddin (1994, p. 466). 83 17 C.F.R. § 240.14a-2(b)(1) (2021).
84 1992 Final Rule, 17 C.F.R. § 240.14a-3.
85 Sharara and Hoke-Witherspoon (1993, pp. 333–334). Blair (2003a) offers the definition of

“relationship investing” as follows, “There is no agreement on a precise definition . . . but
advocates most often describe it as a situation in which the investing institution is responsibly
engaged in overseeing the management of the company, rather than remaining detached or
passive . . . ” (p. 172). Sharara & Hoke-Witherspoon (1993) also mention that “[r]elationship
investing involves the creation of “an established, committed link between a company and one or
more shareholders” and ranges from asking questions of board members to taking a seat on the
board of directors and even assuming corporate debt” (p. 334).

86 17 C.F.R. § 240.14a-2(a)(1)-(2) (2021). 87 17 C.F.R. § 240.14a-2e(1) (2021).
88 The new rules “do not require oral communications to be reduced to writing and filed . . .

designed to reduce selective disclosure by permitting widespread dissemination of information
through a variety of media calculated to inform all security holders about the terms, benefits and
risks of a planned extraordinary transaction.” Regulation of Takeovers and Security Holder
Communications, Securities Act Release No. 7760, 64 Fed. Reg. 61,408 (November 10, 1999),
www.sec.gov/rules/final/33-7760.htm.
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and the public without being obligated to state their intentions in a legally

binding document.89 In particular, this rule allowed activist shareholders “to

gauge the level of support from other shareholders” before filing a proxy

statement and thereby “mitigate the risk of losing a costly proxy contest.”90

The 1990s proxy-rule changes were crucial to transforming corporate

raiders into hedge-fund activists. Corporate raiders were in retreat due to

the collapse of the junk-bond market, with such prominent figures as Ivan

Boesky and Michael Milken being jailed. State governments had passed

regulations limiting hostile takeovers, and with devices such as the “poison

pill,” corporations had strengthened their defenses against corporate raiders.

The sudden change in the market for corporate control in the late 1980s

made corporate raiders scramble to find ways to maintain their business. In

that situation, they thought the proxy rule change at the federal level was

“one of the few remaining venues for effecting corporate management,” and

vigorously lobbied for it.91

More than anything else, the 1992 proxy rule amendment allowed corpor-

ate raiders to exert influence over corporate management by forming de facto

shareholder cartels. When traditional proxy rules were in place, corporate

raiders had to secure a significant shareholding in the company before they

launched their campaign against corporate management, which was expen-

sive and risky. With the introduction of anti-takeover measures in the late

1980s, the expense and risk of such campaigns increased further. However,

the proxy-rule changes enabled them to influence management while hold-

ing only a tiny percentage of a corporation’s stock. So long as they each held

less than 5 percent, activists became free to communicate with each other

and form a common front against their target company.

In contrast, management was left in the dark, not knowing the actual and

potential size of the activists’ coalitions. “Free engagement” has also

strengthened the position of minority insurgents. After acquiring a small

shareholding in the company, activists can freely engage with management

and gauge its potential responses while expressing their concerns. “Free

speech” has also bolstered activists: they are now free to criticize manage-

ment through press conferences, websites, advertisements, and other means

of public expression.92

As a result of the proxy-rule changes, activists’ maneuvers became more

“political.” Previously, corporate raiders often employed takeover tactics,

persuading other shareholders to sell them their shares, and then, armed with

89 Briggs (2007). 90 Lu (2016). 91 Calio and Zahralddin (1994, pp. 460, 466).
92 See the case of Third Point in Section 5.4 and that of Relational Investors and CalSTRS in

Section 5.5.
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a significant shareholding and a willingness to take over the target company

eventually, they could determine its destiny. Hedge-fund activists, in contrast,

needed to form a broad front by recruiting enough other shareholders to reach the

level of voting power at which they could exert influence on the board. This process

is equivalent to recruiting voters for political causes by establishing a common front

to win an election. It should also be noted that there is a political advantage in acting

against corporations as minority shareholders. Differentiating themselves from

greedy corporate raiders willing to take over the whole company and strip its assets

to increase their wealth, hedge-fund activists could portray themselves as weak

“minority shareholders” victimized by management and promise justice for all

shareholders. In thisway, hedge-fund activists position themselves as proponents of

shareholder democracy rather than those raiding corporations.93

3.4 Allowing Unlimited “Alternative Investment” in Hedge
Funds: The 1996 NSMIA

Hedge funds, classified as private funds, are notable (and definable) primarily

by their strategy of organizing outside existing financial regulations applic-

able to larger institutional funds. Because of this, hedge funds can employ

trading strategies considered too speculative and therefore not allowed to

institutional shareholders, and they conventionally utilize the “2 and 20”

performance-pay scheme: an annual management fee of 2 percent of assets

under management and a performance fee over the life of a particular fund of

20 percent of the profits in excess of a predetermined hurdle rate. Hedge funds

and other private funds are structured specifically to avoid actions that would

trigger certain disclosure rules and other regulations. For example, under the

Securities Act of 1933, a fund seeking to be a private (i.e., unregistered) fund

cannot publicly solicit prospective clients, the rationale being that “private

placement” attracts informed, experienced investors.94

The gap between rhetoric and reality is most evident in hedge funds. The term

“hedge fund” refers to managing a financial portfolio by “hedging” risks,

a trading strategy originally adopted by Alfred Winslow Jones when he set up

the first-ever hedge fund, A.W. Jones & Co., in 1949. However, the term has now

been appropriated by speculators and manipulators who ply global financial

markets in pursuit of “absolute returns” for themselves.95

93 For more details on this transformation, see Lazonick and Shin (2020, pp. 133–155).
94 Dayen (2016).
95 Loomis (1966). The term “hedge fund”was coined by journalist Carol Loomis in 1966. As late as

2003 there was still no agreed definition of a hedge fund, though professional commentators
would point to several characteristics of the funds: restricted access, performance fees, the ability
to short, and the ability to leverage investments (Vaughn 2003). Section 404, of the 2010 Dodd-
Frank Act created a provision to collect “systemic risk” data in the financial system of the United
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For nearly half a century after the launch of the first hedge fund, the hedge-

fund industry grew anemically overall, experiencing periods of expansion and

retraction.96 From the 1990s, however, hedge funds exploded in size and

number. The number of funds grew from around 610 in 1990 to about 11,000

in 2015. Their assets under management (AUM) grew from about $39 billion in

1990 to over $3 trillion in 2016 (Figure 3).97
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Figure 3 The growth of the hedge-hund industry, 1997–2023

Source: Statista (www-statista-com.libproxy1.nus.edu.sg/statistics/271771/assets-
of-the-hedge-funds-worldwide, accessed on July31, 2023).

States, modifying the Investment Advisors Act of 1940 such that the SEC, through form PF
(private fund), has collected statistics on private funds (including hedge funds) in the United
States since 2012. Hedge funds that must file form PF are described as private funds with one or
more of the characteristics of charging “performance fees,” using leverage to multiply invest-
ment scale, and engaging in short selling (Dodd-Frank Act 2011).

96 A period of rapid growth had swelled hedge funds’ ranks to an estimated number of 200 and their
total assets to about $1.5 billion by the late 1960s; in subsequent years, however, fund failures or
investor withdrawals ensued. See SEC (1969); Machan and Atlas (1994); Loomis (1970).

97 Ahuja (2012); Dayen (2016). These estimates cannot necessarily be considered definitive, as in
many cases they are based on voluntary disclosure by hedge funds and do not necessarily capture
the entire universe of funds. The SEC suggests that in the second quarter of 2016 some 1,700
hedge-fund managers oversaw gross assets of $6.3 trillion (with net assets of $3.4 trillion) and
8,900 distinct funds (SEC 2017). Even here, not necessarily all hedge funds would be tracked, as
the SEC is focused mainly on advisers of funds that have $150 million or more in AUM. In any
case, the “average” fund manager might oversee as much as $3.7 billion. The 9,000 funds
reported to the SEC would average as much as $654 million in gross AUM.
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There were pull factors in this growth of the hedge-fund industry. In the early

1990s, some spectacular hedge-fund success stories became known to the public.

One sensational story was the estimated $1 billion gain George Soros reaped on

Black Wednesday in 1992 by “breaking the Bank of England” by shorting the

British pound. Not only that. Soros Fund was reported to have generated an

average annual return of more than 30 percent since its inception.98 Hedge funds

were beginning to be accepted as special investment vehicles that could create

a persistent “alpha” – extra yield above the benchmark yield, although it is

a matter of controversy whether they actually generate “alpha” for their clients.99

The explosive growth of the hedge-fund industry in the 1990s, however, had

more to do with push factors that allowed the allocation of institutional share-

holders’ portfolios to hedge-fund investing as an “alternative investment” in their

search for higher yields. The 1996 National Securities Markets Improvement Act

(NSMIA), part of the Clinton administration’s financial market deregulation, was

crucial here. According to David Dayen, the regulatory change, “largely

unnoticed at the time” and “advanced with broad Wall Street support and almost

no resistance in Congress,” effectively allowed hedge funds to draw unlimited

financial resources from institutional shareholders without regulations that would

have required disclosure of the firms’ structure or prohibited overly speculative

investments.100

Previously, to be exempt from regulation under the Investment Company Act

of 1940, a hedge fund had to serve fewer than 100 “high-net-worth” investors,

who were persons with a net worth of at least $1 million or who had generated

an income of at least $200,000 annually for the previous two years. However,

Section 209 of the NSMIA modified the Investment Company Act of 1940 to

remove the long-existing regulation on the number of clients, creating an

exemption for an unlimited number of “qualified purchasers,” which could

include any individual investor with a net worth of $5 million or more or any

institutional shareholder with financial assets of $25 million or more.101

98 Reiff (2017).
99 For instance, the first comprehensive study of U.S. pension funds’ investment in hedge funds,

“All That Glitters Is Not Gold” conducted by the Roosevelt Institute, examined hedge-fund
performance for eleven large public pensions in the United States over 88 fiscal years (eight
fiscal years for each pension fund) and concluded that hedge-fund investment actually resulted
in “high costs with low returns” (Parisian and Bhatti 2016). From 2001, CalPERS was in the
vanguard among U.S. pension funds in allocating a portion of its portfolio to hedge-fund
investment, but it announced in 2014 that it could no longer justify investing in hedge
funds because of “its high costs and complexity.” In earlier empirical research on hedge-fund
performance, Stulz (2007) concluded that the persistent existence and size of alpha in hedge-fund
investment was at best “controversial.”

100 Dayen (2016).
101 1940 Act, 15 U.S.C §§80a-2a (51)(A)(i)(iv). Existing regulations under the 1934 Securities

Exchange Act would force registration with the SEC when and if the total number of investors
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As such, NSMIA continued to treat hedge funds as private entities while

granting them the ability to draw funds from a substantially larger pool of

investors, most notably from institutional shareholders. As will be discussed

in Section 5.5, the infusion of funds from institutional shareholders into hedge

funds enabled their “co-investments” in target companies and inflated the power

of activist hedge funds against them.

As Figure 3 shows, it took only seven years after the enactment of the NSMIA

for hedge funds’ assets under management (AUM) to increase more than tenfold,

from $118 billion in 1997 to over $1.2 trillion in 2004. Since then, they more than

doubled to over $3 trillion in 2016 and again nearly doubled to $5.1 trillion in

2022. Themain contributor to this explosive growth of hedge funds’AUMwas the

alternative investment by institutional shareholders following the 1996 NSMIA.

According to Preqin Global Hedge Fund Report, about 60 percent of hedge-fund

assets in 2015 came from more than 5,000 institutional shareholders. Leading

institutional funds were public and private pension funds and endowments,

representing about 53 percent of hedge funds’ total assets.102

The rise of hedge-fund activism was a phenomenon that reflected the explo-

sive growth of the overall hedge-fund industry. The combined AUM of activist

hedge funds increasedmore than tenfold in six years, from $15 billion in 1997 to

$117 billion in 2003, and then more than quadrupled in the next 11 years, to

reach $507 billion in 2014, as Figure 4 shows.103

Both the incidence of activist campaigns and their success ratio increased

sharply. Schedule 13D filings with the SEC are often used as a proxy for

activist campaigns because a 13D must be filed when an investor accumulates

a 5 percent-or-greater share of a corporation’s outstanding stock, which

also triggers a requirement that the investor discloses the purpose of its

accumulation.104 The incidence of 13D filings for activist purposes increased

reached 500 or if total assets exceeded $10 billion. In practice, then, the post-NSMIA environ-
ment created a “threshold” for hedge funds and an incentive to limit their population of
investors to no more than 499 institutions or very wealthy individuals.

102 Preqin (2016).
103 Lazonick and Shin (2020, p. 131). Following the SEC’s (2017) convention of including

“distressed/restructuring” assets and “risk arbitrage/merger arbitrage” assets in “event-
driven” assets, Lazonick and Shin estimated the AUM of activist hedge funds by combining
“event-driven” assets, “distressed” assets] and “merger arbitrage” assets in BarclayHedge data
above. The numbers then become similar to those of the SEC where the overall size of “event-
driven” assets is $430 billion. Foley (2016), Foley and Johnson (2014), Marriage (2013), and
Chandler (2016) also equate activist assets with the overall assets devoted to an event-driven
strategy. The overall trend in the growth of hedge fund activists’ AUM is more or less the same
in those estimates.

104 For instance, an investor should disclose whether it demands a change in management, stock
buybacks or special dividends, a seat on the board, and so on. In contrast, investors file schedule
13G when assuming a passive stake of 5 percent or more in a publicly traded corporation.
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from 10 in 1994 to 212 in 1997.105 It then increased to 353 in 2008. After

a sharp reduction during the Global Financial Crisis of 2008–2009, the inci-

dence recovered to 355 in 2015. In 2003, 39 percent of proxy fights for board

seats resulted in settlements or victories for activists; this success rate soared

to 60 percent in 2013.106 The growth of hedge funds, the growth of activist

hedge funds, and the increasing success rate of hedge-funds’ activist inter-

vention were phenomena that happened in parallel since the introduction of

the 1996 NSMIA.

3.5 Agency Theory and the Maximizing Shareholder
Value View (AT-MSV)

Social movements progress with ideologies to legitimize them. For shareholder

activism, the legitimization was provided by agency theory and its maximizing

shareholder value view (AT-MSV henceforth),107 which emerged as a new
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Figure 4 The expansion of hedge-fund activists, by type of fund, 1997–2016

Source: Lazonick & Shin (2020, p. 131, Figure 6.2).

105 The SEC requires purchasers of corporate stock to file form 13D within 10 days of the date on
which their ownership stake crosses the 5 percent threshold. The form requires disclosure of the
intent of the acquisition of stock.

106 Lazonick and Shin (2020, p. 131, Figure 6.3).
107 Scholars often mix agency theory and the MSV view without clarifying the relationship

between the two.When they are applied to the relationship between shareholders andmanagers,
the MSV view is a corollary of agency theory, stating that “managers should maximize
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branch of neoclassical economics in the middle of the 1970s when corporate

raiders were beginning to make their marks. The AT-MSVargument runs in the

following manner: (1) Corporate managers are agents of shareholders who are

(ultimate) owners of the corporation, and they are responsible for maximizing

the value of their principals, that is, shareholders; (2) If managers act entirely as

agents of shareholders by focusing solely on maximizing shareholder value,

corporate performance as well as the efficiency of the economy would improve.

(3) Managers, however, try to maximize their own benefits as self-interested

agents and tend to build their own fiefdoms (at the expense of their principals),

resulting in agency costs. One way to reduce this “agency cost” is to increase

stock-related compensation for corporate executives because it will align their

incentives to shareholders.108

Although it had logical and empirical fragilities, as discussed in Section 5.1,

AT-MSV provided shareholder activism with strong academic support. First,

AT-MSV’s principal-agent relationship between public shareholders and cor-

porate managers established the primacy of the latter and bolstered the confi-

dence of shareholder activists. It elevated public shareholders to the status as if

they could make an order to managers, “You should strive to maximize my

value wholeheartedly. That is your mission!” Combined with Robert Monks’

push for portraying institutional shareholders as “owners” of corporations,109

AT-MSV helped the relationship between institutional shareholders and corpor-

ate managers increasingly be accepted as a vertical one where the latter is an

agent of the formers. However, their legal relationship is horizontal in that

institutional shareholders are “money-managing fiduciaries” serving their cli-

ents, whereas corporate managers are “business-managing fiduciaries” serving

their corporations, as will be discussed in Section 5.1.

AT-MSV justified this principal-agent relationship with the “residual claim-

ant” argument in that it is only shareholders who make risky investments in the

corporation’s productive assets without guaranteed returns, and therefore, it is

only shareholders who have a claim on the corporation’s profits, if and when

they occur.110 Although this argument is fraught with logical and empirical

shareholder value because they are agents of shareholders.” I therefore use an abbreviation, AT-
MSV, for “agency theory and the MSV view.”

108 See generally Jensen and Meckling (1976); Fama (1980); Fama and Jensen (1983); Jensen
(1986, 1988, 1993); Jensen and Murphy (1990).

109 Refer to Section 3.2.
110 For instance, Fama and Jensen (1983) state: “ . . . the least restricted residual claims in common

use are the common stocks of large corporation. Stockholders are not required to have any other
role in the organization [and therefore not paid by any other contracts with the organization];
their residual claims are alienable without restriction; and because of these provisions, the
residual claims allow unrestricted risk sharing among stockholders” (p. 303). Also refer to
Lazonick (2019, pp. 53–68); Lazonick and Shin (2020, pp. 187–89).

28 Corporate Governance

use, available at https://www.cambridge.org/core/terms. https://doi.org/10.1017/9781009576444
Downloaded from https://www.cambridge.org/core. IP address: 18.119.135.138, on 15 Jan 2025 at 06:09:18, subject to the Cambridge Core terms of

https://www.cambridge.org/core/terms
https://doi.org/10.1017/9781009576444
https://www.cambridge.org/core


weaknesses, it offered justification for corporate raiders’ and later hedge-fund

activists’ push for increasing dividend payouts and stock buybacks as their

rightful claims.111

Combined with establishing the primacy of public shareholders through the

principal-agent relationship, AT-MSV’s depiction of the relationship as

a conflicting rather than a cooperating one offered strong support for shareholder

activism to place managers under the control of shareholders. Jensen (1986)

emphasizes: “Payouts to shareholders reduce the resources under managers’

control, thereby reducing managers’ power . . . Managers have incentives to

cause their firms to grow beyond the optimal size. Growth increases managers’

power by increasing the resources under their control” (p. 323). Fama’s (1980)

model is also based on the manager’s tendency of “shirking” or appropriating

“perquisites”: “ . . . amanager has an incentive to consumemore on the job than is

agreed in his contract. The manager perceives that . . . he can beat the game by

shirking or consuming more perquisites than previously agreed” (p. 296).

AT-MSV, therefore, explained hostile takeovers led by corporate raiders, or

what was more generally known as “the market for corporate control,” as one

way to improve corporate performance by forcing managers to stop wasting

corporate resources and by “disgorging” the corporation’s “free cash flow” to

shareholders. Jensen (1988) argues, “Increase in financial flexibility that gives

managers control over free cash flowmay actually cause the value of the firm to

decline” and takeover activities accompanied with the increase in debts, that is,

leveraged buyouts would “motivate managers to disgorge the cash rather than

invest it at below the cost of capital or waste it through organizational ineffi-

ciencies” (p. 29).

At the same time, AT-MSV legitimized making stock-based pay an important

proportion of executive compensation because it would supposedly align the

incentives of corporate managers in allocating resources with those of public

shareholders.112 Based on their assumption of the entirely egoistic CEO that

“[he] compares only his private gain and cost from pursuing a particular activ-

ity,” Jensen andMurphy (1990) argue, “compensation policy that ties the CEO’s

welfare to shareholder wealth helps align the private and social costs and

benefits of alternative actions and thus provides incentives for CEOs to take

appropriate actions” (p. 226).

Following AT-MSV’s advice and the insistence of shareholder activists,

companies substantially increased executives’ stock-based pay. According to

Frydman and Jenter (2010), the S&P 500 CEO’s average pay increased from

$1.2 million in the 1970s to $1.8 million in the 1980s, $4.1 million in the 1990s,

111 Details will be discussed in Section 5.1. 112 Jensen and Murphy (1990).
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and $9.2 million in 2000–2005 in 2000 constant dollars.113 A significant part of

this steep pay increase was due to the increase in stock-based pay. The portion of

stock-based pay to CEOs’ total compensation was 13 percent in the 1960s and

16 percent in the 1970s. It then increased sharply to 26 percent in the 1980s,

37 percent in the 1990s, and 60 percent in 2000–2005. This increase in stock-

based pay opened a room to make executives susceptible to the pressure from

hedge-fund activists to increase stock buybacks, as will be discussed in

Sections 4.2 and 5.1.

4 Evaluation of Institutional Activism and Hedge-Fund Activism

More than three decades have passed since institutional activism began in the

United States, and there has been voluminous literature on assessing its impacts

on corporate performance and share prices. Section 4.1 examines the two recent

comprehensive survey articles on empirical research, Denes et al. (2017) and

deHaan et al. (2019), and critically analyzes Bebchuk et al. (2015), Brav et al.

(2010) and Brav et al. (2015) that are supportive of hedge-fund activism. It

points out that, among empirical researchers in this field, it is already well-

established that institutional activism did not contribute to improving corporate

performance and stock prices in the long run. It then argues that it is inconclu-

sive whether hedge-fund activism has long-run positive impacts on corporate

performance and share prices if we carefully re-examine the existing empirical

research. Section 4.2 examines the flow of funds between the stock market and

the corporate sector and argues that “predatory value extraction,” value extrac-

tion far in excess of contribution to value creation, was more likely to happen

with the rise of shareholder activism.

4.1 The Recent Empirical Research on Institutional Activism
and Hedge-Fund Activism

In ‘Thirty years of Shareholder Activism: Survey of Empirical Research,’

Denes et al. (2017) summarize the results of the empirical research as follows:

(1) shareholder activism was in general effective in bringing about some

organizational changes in target firms; (2) shareholder proposals and negoti-

ations by institutional shareholders are ineffective in changing target firms’

stock prices and earnings; (3) but shareholder activism by hedge-funds was

effective in changing target firms’ stock prices and earning in the short run,

especially when it is combined with hedge funds’ purchase of relatively large

block of shares; (4) following hedge-fund activism, target firms tended

113 The numbers here are only rough estimates. According to Hopkins and Lazonick (2016), there are
only reasonably consistent data on the correct realized gains on CEO pay from 1992 in the U.S.
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“to decrease their capital expenditures, increase their payouts, and increase their

incidence of asset divestitures, restructurings, or employee layoffs,”114 (5)

studies that claim long-term effects of shareholder activism is mixed: The

effects on stock returns are “statistically insignificant” while “hedge fund

activism is associated with increases in operating performance.”115

Findings (1) and (2) had been well established by the early 2010s. One of the

authors of the paper above, Karpoff (2001), already reported a survey result that

institutional activism had “negligible effects on target companies” in terms of

“share values, earnings, or operations” while it prompted “small changes in

target firms’ governance structures” (p. 1). Gillan and Starks (2007) provided

similar survey results on institutional activism. Brav et al. (2010), who are

supportive of hedge-fund activism, also made it clear that they concurred with

Gillan and Starks (2007) and said that was why they focused their empirical

research on hedge-fund activism.

Findings (3) and (4) are also hardly disputed. Compared with activist institu-

tional shareholders frequently exposed to a conflict of interests,116 hedge-fund

activists make single-minded interventions to increase their financial gains

through stock-price manipulation, cost reductions, and other restructuring meas-

ures. Moreover, hedge-fund activists have substantially strengthened their power,

and it has become increasingly difficult for corporate management to ignore

their demands, as discussed in Sections 3.3 and 3.4. Therefore, finding (5) – the

long-term effects of hedge-fund activism on share prices and operating profits – is

the only remaining issue to be resolved.117

In ‘Long-Term Economic Consequences of Hedge Fund Activist

Interventions,’ deHaan et al. (2019) delve into the issue (5). Their conclusions

are identical to those of Denes et al. (2017) in rejecting the claim of positive

effects on long-term stock returns. So, the change in long-term operational

profits is the only controversial issue that needs to be resolved. They closely

examine 11 papers that Denes et al. (2017) surveyed on operational perform-

ance, including Bebchuk et al. (2015), Brav et al. (2010), and Brav et al.

(2015).118 They then reject the hypothesis that hedge-fund activism brought

about long-term positive effects on operational performance.

114 Denes et al. (2017, p. 411). 115 Denes et al. (2017, pp. 410, 411).
116 Refer to discussions in Section 5.4.
117 There are many other studies that are not supportive of hedge-fund activism including Briggs

(2007), Cheffins and Armour (2011), Coffee and Palia (2016), and Becht et al. (2017). Here
I focus on critically examining those supportive of hedge-fund activism.

118 To be sure, Bebchuk et al. (2015) emphasize that they target the ‘myopic-activists claim’ that
“activist interventions are followed by short-term gains that come at the expense of subsequent
long-term declines in operating performance” and they “find no evidence to support the
concerns” (p. 1117). The paper is however often cited as empirical research to show the positive
long-term effects on operating performance because people tend to stress the latter half of the
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First, deHaan et al. (2019) point out that the previous studies claiming the

positive effects only examined the post-activism performance without compar-

ing it with the pre-activism performance. Considering the pre-activism trend is

critical because the improvement in operational efficiency during the period

after the activist intervention may simply reflect the trend of operational

improvement already set before the intervention. deHaan et al. (2019,

pp. 541, 554) took the pre-activism performance into account and compared

the performance of the initial year with the post-activism performance. They

then find no evidence of abnormal post-activism performance improvement and

reject the hypothesis.

Second, deHaan et al. (2019) also raise questions about employing returns on

assets (ROA) as a measurement of operational efficiency after activist interven-

tions. All eleven studies cited in Denes et al. (2017) focus on ROA, and some of

them supplement their findings with other measures such as Tobin Q, FSCORE,

and ROE (returns of equities). deHaan et al. (2019) mildly criticize this con-

vention of the previous researchers by remarking, “ROA only provides a partial

view of a firm’s operating efficiency. For example, a target’s ROA may be

inflated because the denominator has shrunk due to cash payouts, even though

its use of operating assets has not changed” (p. 544).

In my view, this is a more serious matter. I suspect that the predominance of

relying on ROAmay have to do with the relative ease of “proving” the supposed

positive effects of hedge-fund activism. Take a look at Denes et al.’s (2017)

summary of the previous studies on operational changes after activist interven-

tions in finding (4) above: “Following such activism, target firms tended to

decrease their capital expenditures, increase their payouts, and increase their

incidence of asset divestitures, restructurings, or employee layoffs” (p. 413). It

is then more likely that the increase in ROA was due to the decrease in the

denominator (asset) through asset divestitures, decrease in capital expenditure,

restructuring, and layoffs without the increase in the numerator (net profit). It is

misleading to interpret the ROA increase itself as an operational improvement

of a company.

Third, there is an even more severe problem of the empirical studies purport-

ing long-term operational efficiency improvement, which deHaan et al. (2019)

do not point out. It has to do with flaws in their dataset. For instance, Bebchuk

et al. (2015, pp.1099, 1090) claim to provide “the first systematic evidence on

the long-term effects of hedge fund activism” by using a dataset consisting of

result in the quotation as follows: “Following the month of partial cashing out by the activists,
there is no evidence for negative abnormal returns in the subsequent three years. Indeed, returns
in this period are positive, though not always statistically significant, in many specifications”
(p. 1134).
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“the full universe of approximately 2,000 interventions” and by examining the

effects during the five years after the interventions. However, almost half of the

firms disappeared from the Compustat database that they used to calculate

changes in earnings. In the case of ROA, the number of firms that remained in

Compustat declined from 1,584 in the year of the 13D filing to 815 five years

later, and in the case of Tobin’s Q (the measure of the firm’s market value to

book value), the decline was from 1,611 to 831.119

Bebchuk et al. (2015, p. 1104) assert that “most of the disappearances from

Compustat [were] due to acquisitions.” But they do not provide any evidence to

support it. They only claim, “When we compare the target firms to peer

companies matched by size and performance, we find that the matched firms

also have a high attrition rate of 42% within five years; most disappearances

from Compustat are again due to acquisitions.” As they do not tell us whether

they documented acquisitions among the “peer companies,” which is unlikely,

their claim is just their surmise. They only mention “the acquirer’s expectation”

of the improvement to support their surmise in a footnote.120 Without docu-

menting why nearly half of the firms in the dataset disappeared, asserting that

they did so primarily by acquisitions is not a tenable academic proposition.

A company disappears from a dataset of listed companies for various reasons:

It may go out of business, fail to maintain the minimum listing requirements of

the stock market, or be acquired by another company. It will be more reasonable

to suppose the average performance of surviving companies in the stock market

after five years is generally better than that of all the companies listed in the

first year. The initial average performance of bankrupt companies, or those

failing to maintain the minimum listing requirement, is likely lower than that of

surviving companies. This survival effect will be more substantial if the number

of disappearing companies is high, such as Bebchuk et al.’s dataset, where

nearly half of companies disappeared after five years. It is not reasonable to use

the higher average performance of the surviving companies as evidence that the

overall performance of the initial group has improved.

119 Lazonick and Shin (2020, Chapter 7).
120 Bebchuk (2015, p. 1085, footnote 124) again surmises as follows: “Indeed, acquisitions can

often be expected to be motivated by the acquirer’s expectation that it will be able to improve
the performance of the purchased assets through synergies or otherwise. To the extent that this is
the case, it can be expected that the performance of assets of activism targets that are acquired
will tend to improve, rather than decline, after the targets are acquired and stop having their
operating performance reported on Compustat.” There are however numerous failure cases of
M&As. Moreover, even if operational efficiency were improved after the acquisition, it was due
more likely to the effect of acquisition than that of hedge-fund activism.Whether the acquisition
was due to hedge fund interventions or not and whether hedge fund interventions improved
operational efficiency via acquisition are matters to verify separately.
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A re-examination of the empirical research discussed above does not support

long-term performance improvement from shareholder activism, both institu-

tional and hedge-fund activism. The result is not surprising if one looks at the

contents of hedge funds’ demands on corporations. Their typical demands are to

increase payouts to shareholders through stock buybacks and dividends, often

accompanied by selling off assets and slashing costs. It is difficult to find

a plausible reason why a company will achieve a long-run operational improve-

ment and the consequent long-run stock price increase if its managers follow

those demands. The only “theoretical” support for those demands comes from

AT-MSV, as discussed in Section 3.5.

4.2 The Buyback Economy and Predatory Value Extraction

If we examine the flow of funds between corporations and shareholders, it will

be more plausible to say that shareholder activism has resulted in “predatory

value extraction” rather than simply not bringing about a long-run perform-

ance improvement. Two facts stand out from Figures 5 and 6, which show the

flow of funds for 219 companies in the S&P 500 Index publicly listed from

1981 through 2019.
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Figure 5 The trend of corporate income, stock buybacks, dividends, and total

payout of S&P 500 companies (Value, US dollar)

Source: Standard and Poor’s Compustat database; calculations by Mustafa Erdem
Sakinç and Emre Gomeç of the Academic-Industry-Research Network in July 2023.

Note: Data are for 216 companies in the S&P 500 Index in February 2020 that were
publicly listed from 1981 through 2019. BB: Buyback; NI: Net income; DV: Dividend
payout; (BB+DV): Total payout.
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First, the total payout to shareholders (inclusive of dividends and stock buyback)

has continued to increase, and currently, almost all the net income of S&P compan-

ies is paid to shareholders. It comprised 48.5 percent of their net income in 1981,

and the total payout ratio rose to 114.4 percent in 2019. The rapid and steady growth

of the payout ratio can be viewed better by examining the trend of the average

payout ratio over decades. The ratio in the 1980s (1981–1989) was 69.7 percent. It

then rose to 76.1 percent in the 1990s (1990–1999), 88.8 percent in the 2000s

(2000–2009), and 95.7 percent in the 2010s (2010–2019). Many S&P companies

“routinely distribute more than 100% of their net income to shareholders.”121

Second, the increase in stock buybacks accounts for nearly all the payout ratio

rise. At the beginning of the 1980s, buybacks were minimal, comprising only

2.2 percent of the net income of the S&P 500 companies, and the buyback portion

of net income increased to 63.5 percent in 2019. Over the past three decades, the

dividend increase was nearly proportional to the corporate profit increase.

The dividend ratio was 49.9 percent on average in the 1980s, 47.5 percent in

the 1990s, 42.1 percent in the 2000s, and 43.1 percent in the 2010s. But the

buyback ratio, recording 19.9 percent on average in the 1980s, rose to 28.5 percent

in the 1990s, 46.7 percent in the 2000s, and 52.5 percent in the 2010s.
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121 Lazonick (2019, p. 48).
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We should pay particular attention to the sharp increase in stock buybacks to

understand the extent and contents of predatory value extraction. Traditionally,

companies used to justify stock buybacks for other reasons, for instance, to keep

them as reserves to reward their employees and executives, use them as

currencies for stock-swap M&As, and defend stock prices when market condi-

tions are unfavorable. With the strengthening of shareholder activism, however,

companies have increasingly justified buybacks as a “shareholder-friendly

measure,” “returning excess cash to shareholders,” or even “returning capital

to shareholders.” Hedge-fund activists’ demand for stock buybacks is also

justified as a shareholder-friendly measure. Section 4.1. pointed out that there

is no plausible economic theory that the contents of shareholder activists’

demands would improve the operational efficiency of companies in the medium

and long run. The same can be said about stock buybacks, which is the main

content of the activists’ demands.

Stock buybacks are simply a shift of corporate assets from one form to another

because a company purchases its shares in the openmarket by paying its reserves.

There is no intrinsic value difference between when it keeps money as reserves

and converts the equivalent amount into its shares through buybacks. Stock

buybacks can increase the corporate value only when they correctly time the

repurchasing of shares at prices below their intrinsic value and keep them until the

stock prices are recovered. However, major US companies tended to do buybacks

in bull markets, for example, when share prices were high rather than low. Their

buybacks, therefore, should not be understood as investments in their own

undervalued shares.122 Why do we then see the buyback spree?

It has to do with the fact that stock buybacks change two things: short-term

demand for its shares and its earnings per share (EPS). First, they create extra

demand for a company’s shares in the stock market. This effect is more

substantial when the scale of buybacks is bigger. Second, buybacks increase

a company’s earnings per share (EPS) without increasing overall earnings

because they decrease the number of outstanding shares, the denominator of

the EPS calculation. Market participants often accept the increase in EPS as an

improvement in corporate efficiency without carefully examining whether the

change has come from the numerator or the denominator.

After the announcement of stock buybacks by a company, the combination of

the short-term demand increase for shares and the EPS increase tends to result in

a short-term increase in share prices.123 The empirical research on the effect of

122 Lazonick (2014b).
123 Lazonick and Jacobson (2022) identifies a four-stage buyback process through which open

market repurchases can boost a company’s stock price at the following junctures: (1) when the
company announces a program to do share repurchases; (2) when the firm’s broker actually
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stock buybacks mostly confirms short-term share price increases after the

announcement of stock buybacks, although the effect is not conclusive on the

long-term share price increase.124 This result is consistent with the empirical

research on shareholder activism discussed in Section 4.1, as one of the most

frequent requests by hedge-fund activists is stock buybacks.125

Lazonick (2014b) points out that this short-term movement of stock prices

principally benefits sharesellers, not shareholders. Those who sell shares can

safely realize capital gains when the share price increases as the company

continues to repurchase them from the stock market for a given period. Those

who hold shares beyond the repurchase period do not benefit from stock buy-

backs because the company’s intrinsic value does not change. It should be noted

that those who can benefit from the window of selling opportunity are limited to

those with access to information and the capability to time the trading. They

include hedge-fund activists who instigated stock buybacks after buying shares

with an expectation that companies would acquiesce to their demands and

senior executives who are involved in making decisions on stock buybacks

and can benefit from the timing of stock option exercises and the vesting of

stock awards.

Corporate executives became susceptible to stock buybacks from the 1980s

for two major reasons. First, the introduction of Rule 10b-18 of the Securities

Exchange Act in 1982, a “safe harbor” clause, allowed management to buy

a significant number of the company’s shares in the open market on any given

business day without fear that the SEC would charge them with stock-price

manipulation.126 Second, ever since the broad adoption of stock-based pay for

executes the buybacks on the open market, which may be done trading day after trading day; (3)
when the upward momentum that buybacks give to a company’s stock price is reinforced by
market speculation that the stock-price increase will continue; and (4) when the company
releases its quarterly earnings report, with buybacks resulting in a higher EPS, even if earnings
have failed to increase. These four stages in the buyback process can reinforce one another in
lifting a company’s stock price.

124 See Manconi et al. (2018) and Ayres and Olenick (2017).
125 I suspect that empirical studies that appear to support the long-term stock price increase may

have technical and methodological problems to support their claims, as those that support the
long-term positive effect of hedge-fund activism. For instance, Manconi et al. (2019) point out
that “ . . . long-term excess returns are an anomaly, and anomalies can be the result of data
mining or chance. Moreover, recent studies argue that the long-term returns can be explained by
takeover activity or may compensate investors for takeover risk exposure and thus do not create
value” (p. 1900).

126 Management is not liable to the charge of stock-market manipulation provided, among other
things, that the amount does not exceed a “safe harbor” of 25 percent of the previous four
weeks’ average daily trading volume. The SEC requires companies to report total quarterly
repurchases but not daily ones, meaning that it cannot determine whether a company has
breached the 25 percent limit without a special investigation. Even within the 25 percent
limit, companies can still make huge purchases. For instance, Exxon Mobil could buy back
about $300 million worth of shares a day, and Apple up to $1.5 billion a day. Therefore,
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corporate executives starting in the 1980s, they have been paid heavily through

stock options and stock awards, which ranged between 60 percent and 86 per-

cent of the total remuneration for the 500 highest-paid executives between 2006

and 2015.127 EPS also became an important metric to determine their salaries

because stock options and stock awards can be exercised when EPS hits certain

targets.128

Before the 1980s, the growth rate of real wages tracked that of labor product-

ivity. From the 1980s, however, the gap between the two has continued to

increase, with the former falling further behind the latter.129 The corporate

reserves spent on buybacks could have been used to provide increased job

stability and higher earnings to the broad base of employees who helped

generate the company’s profits. Instead, by raising the gains of those privileged

sharesellers, buybacks contributed to the widening income gap.130 This process

of concentration of income in the hands of a small number of people has

undergone over the last three decades and contributed to the decline of the

American middle class and the emergence of the “1 percent versus 99 percent”

framework in income distribution.

5 Why Has Shareholder Activism Gone Astray?

In 2013, toward the end of his long career as a corporate-governance activist,

Monks admitted in an interview, “It’s broke,” adding: “Ownership is a fiction,

governance amirage.”131 In a speech prepared in 2015, he also acknowledged, “The

fundamental dynamics of Corporate Governance have been diluted into virtual

meaninglessness.”132 He observed the situation correctly that institutional activism

had gone astray because it became evident in the early 2010s that institutional

activism failed to achieve its stated objectives, as discussed in Section 4.1.

Monks, however, attributed the failure mainly to the power of “manager-

kings” and the passivity of institutional shareholders: “These trustees likely

hold more than 50% of the voting shares of each of the Fortune 500, yet their

influence is negligible by choice. So we have a controlling percentage of public

companies in the hands of trustees who act powerlessly in the arena of the

Lazonick argues that “[I]n essence, Rule 10b-18 legalized stock market manipulation through
open-market repurchases” (Lazonick 2014b, pp. 46–55). Also refer to 17 CFR § 240.10b-18
(2021).

127 Hopkins and Lazonick (2016).
128 In a survey of corporate executives, for instance, Brav et al. (2005) find that 75 percent of CFOs

claim that increasing EPS is an “important” or “very important” factor in stock buyback
decisions (p, 483; 501–503). Cheng et al. (2015) also find that “when a CEO’s bonus is directly
tied to EPS, his company is more likely to conduct a repurchase and the magnitude of the
repurchase tends to be larger” (pp. 447– 448).

129 Lazonick and Shin (2020, p. 2, Figure 1.1).
130 Lazonick and Shin (2020, pp. 3–4, Figure 1.2). 131 Monks (2013). 132 Monks (2015).

38 Corporate Governance

use, available at https://www.cambridge.org/core/terms. https://doi.org/10.1017/9781009576444
Downloaded from https://www.cambridge.org/core. IP address: 18.119.135.138, on 15 Jan 2025 at 06:09:18, subject to the Cambridge Core terms of

https://www.cambridge.org/core/terms
https://doi.org/10.1017/9781009576444
https://www.cambridge.org/core


manager-kings.”133 This kind of diagnosis, a mantra of shareholder activists

still widely present in corporate governance discourses, only calls for share-

holders’ stronger activism and making recalcitrant management susceptible to

their demands. However, the recipe did not work so far, as discussed in

Section 4. After the failure of institutional activism became evident in the

early 2010s, hedge-fund activism has become stronger. Unlike institutional

activism, which is exposed to conflicts of interest, hedge-fund activism is

devoted to the single-minded pursuit of financial gains for shareholders.

Nonetheless, it has also gone awry.

We should examine more carefully why shareholder activism arrived at the

current state. It is of no use to blame individual actors, whether they are powerful

CEOs or passive institutional shareholders, for the failure. We should investigate

systemic reasons if we want to draw constructive solutions. In this section, we

dealwith those reasons in detail. First, themost fundamental is the lack of a theory

about the actual relationship between institutional shareholders and corporations.

Shareholder activism has been theoretically supported only by AT-MSV, which

does not have convincing explanations of how companies operate and create

value (Section 5.1). Second, contrary to shareholder activists’ expectations,

institutional shareholders, in general, evolved into entities that are uninterested

in and incapable of corporate voting, although their voting power has become

stronger and more concentrated. Characteristics of institutional shareholding

strayed from the ideal of shareholder democracy (Section 5.2). Third, by impos-

ing voting a fiduciary duty of these uninterested and incapable institutional

shareholders, a large vacuum was created in the arena of corporate voting that

hedge-fund activists could easily exploit for their profits while increasing the

illegitimate influence of proxy advisory firms such as ISS (Section 5.3). Fourth,

the proxy rule changes in the 1990s aiming at “free communication and engage-

ment” made it easier for hedge-fund activists to aggregate dispersed votes and

take actions for predatory value extraction (Section 5.4). Fifth, the predatory

value extraction became exacerbated because hedge-fund activists could gain

more power by “co-investments” with institutional shareholders (Section 5.5).

5.1 Confusion between Value Creation and Value Extraction

The problems that corporations are perceived to have are associated with one

of two phenomena: value creation and value extraction. Value creation is

a process of creating corporate value by improving operational performance.

133 Monks (2013). My emphasis. He even contends that “Capitalism has become a kleptocracy, run
by and for the enrichment of CEOs, or what I term ‘manager-kings.’ So powerful have these
manager-kings become, they now bend the will of governments, effectively capturing the power
of state democratic institutions.”
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It is mainly a domain of corporate management: Managers try to achieve

better operational performance by generating high-quality, low-cost goods

and services, for which they combine strategic control, organizational inte-

gration, and financial commitment. This capability to innovate by overcoming

uncertainties is called managerial capability.134

On the other hand, value extraction is a process of distributing value created

by a corporation to its stakeholders, including shareholders, workers, managers,

and banks. Institutional shareholders, one of those value extractors, have limited

liabilities over the corporations and are legally protected from corporate fail-

ures, not more than the loss of their shareholding. They are, therefore, not

directly involved in management and only voice their requests or concerns to

management through directors or shareholder meetings.

5.1.1 Does Stronger Activism Lead to Better Value Creation?

In understanding the relationship between value creation and value extraction,

an important fact is that institutional shareholders’ professional capability

primarily lies in portfolio management, which includes stock-picking, market

timing, and tracking stock-price movements. These stock-trading capabilities

are very different from the managerial capabilities required for value creation.

Coffee (2012) confirms these characteristics in his interviews, “institutional

investors regularly stress that they are stock traders and portfolio managers, not

management consultants” (p. 495).

Most institutional shareholders also lack ability and interest in monitoring

their portfolio companies sufficiently closely to enable them to contribute to the

value-creation process, as such monitoring would require substantial cost and

the acquisition of capabilities to comprehend the value-creation process that, by

their training, they do not have.135 As will be discussed in Section 5.2. in detail,

institutional shareholders have, in fact, become less interested in and less

capable of closely monitoring their portfolio companies.

Without explaining how the value creation process is connected to value

extraction, shareholder activism has progressed with the economic rhetoric that

stronger activism and more involvement in management by public shareholders

would improve value creation in corporations. But the rhetoric was only

theoretically supported by AT-MSV. One reason AT-MSV posits that the rhet-

oric is the reality has to do with its assumption of the market equilibrium in the

134 For details about value creation by corporations, refer to Lazonick and Shin (2020, Chapters 1
& 2); Lazonick (2023, Chapter 2).

135 For details about value extraction by shareholders and the stock market, refer to Lazonick and
Shin (2020, Chapters 1 & 3); Lazonick (2023, Chapters 3 & 4).
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beginning. Following the Neoclassical economics tradition, AT-MSV theorists

start their analyses from a world of equilibrium where there is no market

distortion.136 They then add one distortion to this model: the agency cost

incurred by managers. It is only natural that, in this idealized world with only

one distortion, removing it by shareholder activism will make the economy

return to equilibrium.

However, the neoclassical equilibrium they suppose as an ideal state is, in

fact, the state where there is no innovation. Innovation is a process of

overcoming uncertainties, and corporate value is created as a result. But

there is no uncertainty to overcome in an equilibrium state and hence no

innovation. Schumpeter (1934) describes this situation as “circular flow” and

emphasizes that innovation, that is, “New Combinations” happens by break-

ing the circular flow, that is, the flow of old combinations. Lazonick (2022)

also points out that a firm operating in the neoclassical equilibrium is in fact

the “most unproductive firm” and ironically becomes the foundation of the

most “efficient” economy in the neoclassical analysis. Returning to equilib-

rium by removing supposed agency costs has nothing to do with innovation

and value creation.

Even in the real world, where agency costs negatively affect the operating

performance of a company, simply reducing them does not necessarily improve

the performance. A company needs to reduce the total cost, not merely agency

costs. Even if some agency costs remain, it will choose a way to lower the

overall costs if the outcome is better than that of reducing agency costs only. The

impact of agency costs is only a part of the operational performance in the real

world, and there is no guarantee that it outweighs all the other components

affecting the performance.

5.1.2 The Fallacy of AT-MSV’s “Residual Claimants”Argument

Another critical flaw of AT-MSV lies in its contention that shareholders are the

only “residual claimants” who do not have “guaranteed returns.” The “residual

claimants” argument elevates the status of public shareholders to owners of the

corporation who bear the highest risk, on the one hand, and provides the justifi-

cation that corporations should run for their maximum benefit (even at the

expense of other participants in the corporation), on the other. Let me deal with

the issue of residual claims in the real world first and the ownership issue later.

Contrary to agency theorists’ claim, shareholders are not the only corporate

participants who bear risk. Taxpayers and workers also make risky investments

136 Refer to Jensen and Meckling (1976); Fama (1980); Fama and Jensen (1983); Jensen (1986,
1988, 1993); Jensen and Murphy (1990).
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in productive capabilities on a regular basis. Through government investments

and subsidies, taxpayers regularly provide productive resources to companies

without a guaranteed return. Through the tax system, governments, representing

taxpayers in general, seek to extract this return from corporations and individ-

uals that reap the rewards of government spending. Through the political

process, however, tax rates and revenues are subject to change, and hence the

returns to taxpayers are by no means guaranteed.

Workers also regularly make productive contributions to the companies for

which they work through the exercise of skill and effort beyond those levels

required to lay claim to their current pay, but without guaranteed returns. Any

employer who is seeking to generate higher quality and lower cost products

knows the profound productivity difference between employees who just punch

the clock to get their daily pay and those who engage in learning to make

productive contributions through which they can build their careers and thereby

reap future returns in work and in retirement. Yet these careers and the returns

that they can generate are not guaranteed.

From this perspective, both the state and labor have “residual claimants”

status; that is, an economic claim on the distribution of profits, if and when

they occur. AT-MSV ignores the risk-reward relation for these two types of

economic actors in the operation and performance of business corporations.

Moreover, public shareholders do not, as a rule, invest directly in the

corporation. Rather, once a firm is publicly listed, households or asset

managers become shareholders by purchasing shares outstanding on the

stock market. They enjoy limited liability while they hold the shares and,

given the liquidity of the stock market, at any instant and at a very low

transaction cost they can take a “Wall Street Walk,” that is, sell the shares at

the going market price and dissociate themselves from the companies whose

shares they used to own. When financiers such as venture capitalists make

equity investments in a start-up in the absence of a liquid market for the

company’s shares, they are residual claimants because they contribute to the

company’s value-creating capabilities and face the risk that the firm will not

be able to generate a return or even go bankrupt. In the stock market,

financiers’ investments in new stock issues are very small compared to

their trading of old shares. Public shareholders are, in general, value extract-

ors, not value creators. Without examining the actual risk-taking in the value

creation process, AT-MSV elevates public shareholders to the status of the

only risk bearers.137

137 Discussion here is from Lazonick and Shin (2020, pp. 65–66); Lazonick (2023, pp. 45–49).
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5.1.3 Business-Managing Fiduciary vs. Money-Managing Fiduciary

AT-MSV’s claims that corporate managers are agents of shareholders because

shareholders “own” corporations are also not justifiable from the legal perspec-

tive of incorporation. Once a firm is incorporated, all its assets are owned by the

corporation, that is, the legal entity specifically set up to manage the assets and

conduct businesses, founders turn into shareholders, owners of shares issued by

the corporation, not owners of the corporation. Jean-Philippe Robé (2011), a legal

scholar and practitioner, calls this “the first separation of ownership and control”

in contrast to “the second separation of ownership and control” described by

Berle and Means (1932) about the emergence of large public corporations with

dispersed shareholding in the US in the early twentieth century.

I would put Robé’s “first separation” as the “permanent separation of owner-

ship and control.” The “permanent separation” or “first separation” occurs at the

time of incorporation, and this process is well-established in the legal profes-

sion, with different names such as “capital lock-in,” “affirmative asset parti-

tioning,” “asset separation from shareholders,” and “the absence of a repurchase

condition.”138 There is hardly any dispute about this permanent separation

when a company is incorporated. The ownership is separated from founders

who, in return for transferring their assets to the corporation, become share-

holders with controlling rights and monetary rights over the corporation. Even

in a corporation with only one shareholder, the person does not own it. He or she

has 100 percent control over the corporation.

Confusion arises with terms such as Berle and Means’ “separation of owner-

ship and control” or Robé’s “second separation of ownership and control.”

What these terms indicate is the “dispersion of control.” In US corporations

set up in the nineteenth century, the separation between ownership and control

already happened as soon as they were incorporated. Since then, corporations

have owned themselves all the while, that is, there was no more separation of

ownership and control. What happened later in the late nineteenth century and

early twentieth century in some large US corporations was that the control

passed from their founding shareholders to professional managers, as Figure 7

shows. When founding shareholders sold their shares in the market and retired

from management, institutional shareholders hardly existed, and it was mainly

individuals who purchased the shares. These retail shareholders were weak and

dispersed. They were only interested in the monetary rights attached to their

shares, that is, prospective dividends and capital gains. They had neither the will

nor the collective power to exercise the controlling rights coming with the

138 Stout (2013); Blair (2003b); Hansmann and Kraakman (2000); Klein and Coffee (2004);
Demsetz (1995); Robé (2011).
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shares they owned. Hence, the control was passed to professional managers who

had worked with the founders and stayed true to their founding spirits by

continuing to invest for the long term. The US thus entered the era of “man-

agerial capitalism” with this dispersion of control in large corporations.139

Robé’s “second separation” is also not correct because the ownership has

already separated, and there was no ownership to be separated again.

Understanding the process of incorporation is important to understanding for

whom managers work. AT-MSV insists that managers are agents of share-

holders only by relying on the untenable “residual claimants” argument. As

a result of the permanent separation, however, shareholders do not own the

corporation or its assets. They have become owners of special securities, that is,

shares, issued by the corporation and are entitled to controlling and monetary

rights over the corporation. They can exert their controlling rights through the

board of directors or shareholder meetings. Robé (2011) thus emphasizes,

“The shareholders enjoy the privileges of the owner towards what they own:

the shares. They don’t and can’t have these privileges towards the corporation

having issued the shares” (p. 3).

Due to this permanent separation of ownership and control, shareholders do

not enter employment contracts. As an independent legal person, a corporation

makes employment contracts with its managers. Managers are, therefore, agents

of the corporation, not shareholders. They serve the corporation for its survival

and prosperity. In other words, corporate managers are “business-managing

Figure 7 Ownership and control at the birth of managerial

capitalism in the US

139 On managerial capitalism, refer to Lazonick (1991, 1992, 2007); Chandler (1962, 1977, 1990);
Lazonick and O’Sullivan (2000).
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fiduciaries” entrusted by the corporation. Ignoring this fundamental relationship

between the corporation and its shareholders and bypassing the existence of the

corporation, AT-MSV connects shareholders and managers directly and places

managers as agents of shareholders.

Monks and other shareholder activists even attempt to elevate institutional

shareholders to the status of corporations’ “owners.” It is not frequent that

institutional shareholders portray themselves as “owners.”140 However, they do

not own shares of corporations with their own money. They are managing money

that savers put in their custody. In other words, institutional shareholders are

“money-managing fiduciaries” entrusted by savers. So, the relationship between

corporate managers and institutional shareholders is not vertical, contrary to what

institutional activists purport. It is a horizontal one between two different fidu-

ciaries serving different customers. There should be constructive conversations

between the two fiduciaries, not an order from one fiduciary to another.

5.2 Uninterested and Incapable, but Strong
Institutional Shareholders

Shareholder activism also went astray because characteristics of institutional

shareholding have evolved far away from the ideal of shareholder democracy.

Shareholder activists maintained the outdated outlook of “dispersed ownership”

and portrayed institutional shareholders as weak “minority shareholders” who

did not have effective means of voicing their concerns to “all-powerful” cor-

porate management. They then sought to strengthen the power of institutional

shareholders against management by changing regulations so that they could

easily aggregate their voting power by allowing de facto investor cartels with

“free communication and engagement.”

However, institutional shareholding already surpassed 40 percent of all shares

outstanding in 1980 and approached 52 percent in 1990, making institutional

shareholders the most dominant corporate shareholders (Figure 1). Moreover,

institutional shareholding has been extremely concentrated in the hands of rela-

tively few large institutional shareholders. For example, in 2022, the ten largest

institutional shareholders held stock valued at $22.3 trillion, nearly 60 percent of

that held by the 100 largest institutional shareholders, as Table 1 shows. Even

among these ten largest institutional shareholders, concentration is remarkable.

The “Big Three,” (BlackRock, Vanguard, and State Street) held $13.3 trillion of

stock, more than one-third (35.4 percent) of public shares held by the 100 largest

140 For instance, The Stern School of Business at New York University (NYU) organized
“Institutional Investors as Owners Conference” in 2005, and major institutional shareholders
took part in it (Biggs 2005).
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institutional shareholders. They “collectively vote about 20% of the shares in all

S&P 500 companies” in 2018.141 The US stock market is dominated by a few

institutional shareholders, the “King Kong of investment America,” as the

Vanguard founder John Bogle pointed out.142 Their power is greater and more

concentrated than that of large corporations.

In the conventional characterization of “dispersed ownership,” public share-

holders, including institutional shareholders, are described as powerless “minor-

ity shareholders”who have nomeans to influence the management. “King Kong”

institutional shareholders, however, amassed unprecedented voting power over

individual companies. For instance, As Table 2 shows, BlackRock held 5 percent

or more of the outstanding shares in 3,157 companies in 2022. Vanguard and

Fidelity held 5 percent or more of the shares in 2,234 companies and 992

companies, respectively. In an article entitled “The Giant of Shareholders,

Quietly Stirring,” the New York Times reported in 2013 that BlackRock

was “the single largest shareholder in one of every five U.S. companies

including Exxon Mobil and Chevron; AT&T and Verizon; JPMorgan Chase

Table 1 The concentration of shareholding among institutional
shareholders (2022)

Rank Institutional Shareholders Shareholdings ($ billion)

1 Vanguard Group, Inc. 5,968
2 BlackRock, Inc. 5,193
3 The Capital Group Companies, Inc 2,181
4 State Street Corporation 2,168
5 Fidelity Investments 1,982
6 T. Rowe Price Group, Inc. 1,151
7 Geode Capital Management, LLC 995
8 JPMorgan Chase & Co. 917
9 Bank of America Corporation 844

10 UBS Group AG 776
The “Big Three” 13,343 (35.4%)
Top 5 Holders 17,494 (46.4%)
Top 10 Holders 22,179 (58.8%)
Top 25 Holders 29,405 (78%)
Top 100 Holders 37,705 (100%)

Source: Refinitiv Eikon database compiled by Emre Gömec of The Academic-Industry
Research Network and University of Kassel (September 2023).

141 Bebchuk and Hirst (2019). 142 Bogle (2005).

46 Corporate Governance

use, available at https://www.cambridge.org/core/terms. https://doi.org/10.1017/9781009576444
Downloaded from https://www.cambridge.org/core. IP address: 18.119.135.138, on 15 Jan 2025 at 06:09:18, subject to the Cambridge Core terms of

https://www.cambridge.org/core/terms
https://doi.org/10.1017/9781009576444
https://www.cambridge.org/core


and Citigroup; GE; and more than 800 others. It also holds 5% or more shares of

1,803 U.S.-listed companies, about 40% of U.S.-listed companies.”143

Their voting power over individual companies is more remarkable when we

consider the fact that these largest institutional shareholders are the most

diversified stock traders in world history. Leading mutual funds and pension

funds rely heavily on holdings in index funds such as exchange-traded funds

(ETFs), by which they effectively “own the market,” as the number of portfolio

companies in a fund sometimes exceeds 10,000. Even though their portfolios

are often criticized for “excessive diversification,” they are still the single

largest shareholders in a great number of public companies.

A serious problem with the voting power of index funds lies in the fact that

they are neither interested in nor capable of voting even if they have already

become the most important and powerful shareholders of US public corpor-

ations. John C. Coates (2018), a professor at Harvard Law School and formally

an acting director of the SEC’s division of corporation finance, estimated in

2018 that “indexed funds now own more than 20% and perhaps 30% or more of

nearly all U.S. public companies.”144 The wide variation of his estimates is

understandable. Firstly, official statistics on index funds released by Investment

Company Institute only include “registered index fund assets.” Yet a large and

increasing portion of assets held by pension funds, insurance companies and

non-profits are managed in index fashion. Secondly, the statistics do not include

Table 2 Number of companies in which an institutional shareholder
has a 5 percent or greater stake (2022)

Institutional shareholder Number of global companies

BlackRock, Inc. 3,157
Vanguard Group, Inc. 2,234
Fidelity Investments 992
Capital Group Companies, Inc. 446
State Street Corporation 432
T. Rowe Price Group, Inc. 337
JPMorgan Chase & Co. 123
UBS Group AG 45
Bank of America Corporation 18
Geode Capital Management, LLC 3

Source: Refinitiv Eikon database compiled by Emre Gömec of The Academic-
Industry Research Network and University of Kassel (September 2023).

143 Craig (2013). 144 Coates (2018, p. 13).
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foreign funds. Foreign funds hold about 20 percent of all US equities, and they

are managed in index fashion much more than domestic funds.145 Thirdly,

a large portion of “nominally active funds” are in fact managed in index

fashion.146 Whether one chooses to use the lower bound or the higher bound

of the estimates, the dominance of index funds in the shareholding of US public

corporations is likely to be strengthened further for quite a long while. Coates

projected: “If current growth rates continued . . ., the entire U.S. market would

be held by such funds no later than 2030. But even if the trend flattens, the

majority of most companies will soon be owned by indexed funds.”147

Index funds’ critical competitive edge lies in the extremely low fees they

charge to customers. They do so by managing funds through tracking indexes

rather than picking shares of individual companies. They track indexes mostly

with computer models by compiling information on companies and markets that

is publicly available. They also enjoy greater economies of scale than active funds

because, once an indexationmodel is devised, it is easily replicable in other funds

with only minimum revisions and extra costs. They do not need to spend money

and time to research individual companies in an attempt to find additional

information unique to those companies. Unlike active funds that enjoy

a decisive competitive edge due to such information, being uninterested in

individual companies and remaining incapable of knowing about their unique

information is the raison d’être of index funds.

Related to the growth of index funds, the portion of assets managed by

artificial intelligence (AI) has increased dramatically. On the New York Stock

Exchange, high-frequency trading (HFT) accounted for over half of the total

trading volume after peaking at over 60 percent in 2009 (Figure 8). As a result,

the average stock holding period was shortened from 57.1 months in 1980 to

15.4 months in 2000, and 4.8 months in 2009.148 The financial market is flooded

with reports such as “Algorithms Take Control of Wall Street,” “A.I. Controls

the Stock Market,” “The U.S. Stock Market Belongs to Bots.”149 A JPMorgan

145 Coates (2018, p. 11) explains this as follows: “Muchof that ownership is indexed.While precise data
on howmuch are not available, it is fair to assume that a greater portion of foreign ownership is truly
passive than is the case for domestic. That is because foreign investors have good reasons to
understand that their knowledge of foreignmarketswill tend to beworse than for domestic investors,
and so attempting to out-guess the markets through market timing or picking stocks will fail.”

146 Coates (2018, p. 11) elaborates on this as follows: “Active funds commonly minimize manage-
ment costs by essentially holding an index and selecting a few companies to over- or under-
weight. This allows them to distinguish themselves from the index funds, while not attempting
to engage in serious analysis of the value of each portfolio company. The “active share,” as the
portion of active funds that is significantly different from what would follow from a passive
indexing strategy is commonly estimated to exceed 50 percent at many funds, resulting in an
additional chunk of the market being fairly understood as indexed and truly passive.”

147 Coates (2018, p. 13). 148 Wong (2010).
149 Salmon and Stokes (2010); Danneman (2017); Burger (2017).
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Chase report estimated that discretionary equity trading accounts for only about

10 percent of the total trading after removing HFT and index fund trading.150

It is impossible to expect that these AIs would behave as responsible and

capable “corporate citizens.”

This change in the shareholding and trading structure reveals the schizophrenia

of shareholder activists. In their zeal for activism, they envisioned a new world

where institutional shareholders become more active and capable of intervening

in corporate management through “relational investing.” However, institutional

shareholders have evolved toward being less interested and less capable in proxy

voting and engagement. Ironically, the legitimacy of institutional shareholders’

proxy voting and engagement has eroded as their power over corporations has

increased. In denial of this new reality and, at the same time, sensing and

exploiting the growing power of institutional shareholders, shareholder activists

have only pressed for strengthening activism by aggregating power of already

powerful institutional shareholders.

5.3 Misguided Compulsory Voting: Power to Proxy Advisory Firms

Monks invoked the concept of “citizenship” from political democracy when he

pushed for compulsory voting of institutional shareholders. Like him, advocates

of shareholder democracy have tended to employ analogies taken from political
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Figure 8 HFT as a share of US equities daily volume

Source: Meyer et al. (2018).

150 Quoted in Burger (2017).
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democracy. But Monks critically erred in using this analogy because compulsory

voting is not a norm of political elections in most countries. He did not examine

why it is not so or what its implications are for shareholder democracy. More

importantly, he avoided assessing what real effects imposing compulsory voting

as a fiduciary duty would have on the behavior of institutional shareholders.

5.3.1 Incorrect and Arbitrary Analogy to Political Voting

In a political election, compulsory voting certainly has its pros and cons. It can

have the positive effect of augmenting the power of representation by increasing

the turnout of voters at the ballot box. However, it can have negative effects on

an election outcome because it increases blank, randomly marked, and spoilt

ballots from voters who are not interested in the election and do not know about

the candidates. These uninterested voters are also more prone to cast their votes

in response to hot-button issues of the day or political scandals, rather than

trying to align their voting with ideological or policy preferences.151

The political reality around the world is that, whatever the theoretical balance

of pros and cons, only a small number of countries adopt a compulsory voting

system. There were 22 out of about 200 countries in 2019, including Australia,

Brazil, and Singapore, where compulsory national voting was in effect and two

local governments that had made voting compulsory.152 Most countries con-

sider voting as a right, not as a duty that they should enforce on their citizens.

Many countries also take the position that abstaining from voting is also an

expression of political preference that should be allowed in accordance with the

constitutional right of freedom of speech. The fact that most countries do not

adopt compulsory voting in political elections tells us that they are much more

concerned with its cons than with its pros.

Yet advocates of compulsory voting for institutional shareholders presented

only its potential pros, without considering or presenting either its cons or what

the net effect of those pros and cons would be. If one looks into the nature and

process of proxy voting by institutional shareholders, it is not hard to find that

the cons of compulsory proxy voting are a lot more pronounced than those of

compulsory political voting. In a political election, the secret ballot is the norm:

Voters are guaranteed the secrecy of their ballots and not compelled to explain

their voting decisions. In this situation, the negative effects of voting at random

can be mitigated by the law of large numbers. In proxy voting, however,

institutional shareholders are required not only to declare how they voted but

151 Refer to Birch (2009); Brennan and Hil (2014); Singh (2015); Lever (2010); Volacu (2020).
152 “Countries that have mandatory voting,” Stacker (September 13, 2019), https://stacker.com/

stories/3485/countries-have-mandatory-voting.
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also to provide justification for their voting decisions.153 Therefore, uninter-

ested institutional shareholders are compelled to create or purchase justifica-

tions for their voting decisions. Even those who are interested in voting may

decide to vote against their own preferences if strong public backlash against

their voting decisions appears likely when they reveal their voting decisions.

Moreover, proxy voting is wide open to conflicts of interest whereas there is no

room for conflict of interests in political voting (unless one can divide a person).

In fact, the phenomenal growth of both the stock market and institutional invest-

ment has greatly lengthened and complicated the chain of intermediaries involved

in institutional shareholding. In pension-fund investments, for instance, the chain

extends from pensioners to pension administrators, pension investment advisers,

funds of funds, external asset managers, and others. The relation among those

intermediaries has also become very complex because, even within one mutual

fund, there are numerous sub-funds (Figure 9). Considering the length and

Figure 9 The lengthening of control chains within and among

institutional shareholders

Source: Wong (2010)

153 17 C.F.R. §§ 275.206(4)-6 (2021).
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complexity of this chain, it is questionable whether those at the end of the chain

would really exercise voting rights over corporations on behalf of the customers

who had put money into their custody. Far detached from the original customers,

institutional shareholders may cast their votes in their own interest rather than in

the interest of those whose proxies they hold.

This possibility of conflicts of interest becomes greater if the original cus-

tomers have little power to replace their intermediaries, as typically is the case

with public pension funds. Putting it in the terminology of agency theorists,

institutional shareholders are prone to their own agency problems when they

cast their votes ostensibly in attempts to resolve agency problems of corporate

managers. These conflicts of interest were already evident as the empirical

research on institutional activism detailed in Section 4.1 shows.

Nonetheless, the SEC expressed naïve expectations about the benefits of

compulsory proxy voting in the “Final rule” in 2003, and this stance has not

changed so far:

“Although we recognize that compliance programs, including proxy voting
programs, may require advisers to expend resources that they could otherwise
use in their primary business, we expect that the rules and rule amendments
may indirectly increase efficiency in a number of ways. Advisers would be
required to carry out their proxy voting in an organized and systematic manner,
whichmay be more efficient than their current approach. Requiring all advisers
with voting authority to adopt proxy voting policies and procedures, and meet
recordkeeping requirements, may enhance efficiency further by encouraging
third parties to create new resources and guidance to which industry partici-
pants can refer in establishing, improving, and implementing their proxy voting
procedures.”154

The SEC’s position is based on the optimistic expectation that institutional

shareholders would develop analytic capabilities to make voting decisions “in

an organized and systematic manner,” and that “third parties” would be

competent and objective in providing advice. Reality has shown this optimism

to have been unfounded. Far from taking compliance seriously, the largest

institutional shareholders, especially index funds, have limited their efforts to

setting up skeletal research units that barely paid lip service to the new rule.

Nor have the “third parties,” the proxy-advisory firms, equipped themselves

adequately for their task; still, they exert undue power over the voting deci-

sions of institutional shareholders and, thereby over corporations. In addition,

they also have a serious potential for conflict of interest, as will be detailed

below.

154 17 C.F.R. §§ 275.206(4)-6 (2021); SEC (2003).
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5.3.2 “Corporate-Governance Teams”: Lip-Service Voting Organizations
of Large Institutional Shareholders

Most large mutual funds had rarely taken part in corporate voting before it

became compulsory in 2003. That was a natural and, in my view, appropriate

position, considering the fact that the larger portion of their assets was held in

index funds. Simply tracking index movements rather than researching individ-

ual companies constitutes the critical competitive edge that has enabled mutual

funds to charge very low management fees and, consequently, to increase their

AUM rapidly.

When the SEC ruled proxy voting to be among their fiduciary duties, the

mutual funds initially relied heavily on recommendations from proxy-advisory

firms; in other words, they “purchased” proxy-voting decisions and related

justifications. However, criticisms soon emerged of both this practice and the

proxy-advisory firms. Large mutual funds were, therefore, under pressure to

demonstrate to policymakers, their own customers, and the public that they

were dutifully fulfilling this new fiduciary obligation. Many of them then

adopted the two-pronged approach of separating the voting decisions of the

active funds and passive funds under their management and setting up

a corporate governance team or stewardship team for the latter.

BlackRock offers an illuminating case in this regard. It divides its voting

decisions between active-management funds and passive-management funds.

The proxy decisions of the former are made primarily by the fund managers in

charge of the portfolio firms concerned. In contrast, the proxy decisions of the

latter are under the control of its Corporate Governance Team, whose name was

later changed to Stewardship Team.155 To outsiders, this team is portrayed as

being equipped to make informed voting decisions and to engage professionally

with portfolio companies. The reality, however, lies far from this rosy picture. In

the 2012 proxy season, the team consisting of only 20 people voted on 129,814

proposals at 14,872 shareholder meetings worldwide.156 BlackRock steadily

increased the number of its stewardship team members to over 70 and voted on

173,326 proposals at 18,272 shareholder meetings in 2022. One person dealt

with 2,476 proxy votes in 261 shareholder meetings annually.157 The only

feasible way to deal with so many voting decisions with such limited personnel

is to apply some general corporate-governance metrics rather than to examine

the concrete contexts of individual companies’ voting issues.

155 Other largest institutional investors maintain the similar structure of dividing voting decisions
between passive funds and active funds.

156 Loomis (2014).
157 ‘BlackRock Investment Stewardship 2022 Annual Report,’ www.blackrock.com/corporate/

literature/publication/annual-stewardship-report-2022.pdf (Accessed on January 17, 2024).
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The New York Times thus described the team’s decision-making as “the

corporate governance equivalent of speed dating” and reported as follows:

“These analysts have a language of their own, casually throwing around terms

like ‘overboarding,’ for when directors serve on multiple boards, possibly

spreading themselves too thin; ‘engagement,’ when a problem reaches

a critical stage and merits a visit from a BlackRock analyst; and ‘refreshment’,

when engagement doesn’t work and a director needs a heaveho.”158

The situation of the other largest institutional shareholders is not different

from that of BlackRock. Dorothy S. Lund (2018) reports, “Vanguard employs

fifteen people devoted to engagement and voting at about 13,000 companies

based around the world . . . and State Street employs fewer than ten people

devoted to governance issues at around 9,000 companies. Put differently, each

member of Vanguard’s governance team is tasked with making governance

decisions for nearly one thousand companies, even though Vanguard is likely to

be one of the company’s largest shareholders.”159

This reality only reinforces the suspicion that minimizing the size of the

corporate governance team is an inexpensive and likely the only option for the

largest index funds to demonstrate to the regulators and public that they carry

out the fiduciary duty of proxy voting. In this sense, one may say that corporate

governance teams are “lip-service” units that have resulted from the imposition

of compulsory voting on institutional shareholders.

Nonetheless, this kind of lip-service proxy voting significantly affects the

actual outcome of proxy contests. Above all, some institutional shareholders are

very powerful individually and have already become the largest shareholders in

numerous companies, as mentioned in Section 5.2. Moreover, the voting deci-

sions are implicitly coordinated among institutional shareholders because they

employ similar metrics, even if they may not explicitly collude with each other.

For instance, Lund (2018) mentions:

“In spite of the fact that there are no generally accepted best practices for
governance, the Big Three have adopted nearly identical voting guidelines:
each institution articulates a preference for director independence; some rela-
tionship between long-term company performance and executive compensation;
and skepticism about anti-takeover provisions and major changes to the corpor-
ation, such as mergers, reorganizations, or changes to capital structure” (p. 516).

This potential collusion is likely because corporate governance teams in those

institutional shareholders tend to employ a similar set of corporate governance

metrics. Institutional shareholders are also increasingly under public pressure to

make their “voting policies” explicit and they tend to put up their policy

158 Craig (2013). 159 Lund (2018, p. 516).
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statements on voting and engagements. It is then highly probable that institu-

tional shareholders take others’ policy statements and previous voting decisions

on similar cases into their voting decisions. “No explicit collusion is required to

send highly aligned signals about what they want to each other and to manage-

ment of portfolio companies,” as Coates (2018, p. 15) points out.

5.3.3 ISS, the Proxy-Voting Monster: Its Inadequacy
and Illegitimate Power

Only the largest index funds have the financial resources to set up in-house

corporate governance teams. For the other smaller index funds, the most

convenient and feasible way to fulfill their fiduciary duty is to follow proxy-

advisory firms’ recommendations. Even large institutional shareholders rely

heavily on proxy-advisory firms in the actual working of their corporate-

governance teams. According to Charles M. Nathan (2010),

“Many investment managers have chosen a hybrid model . . . For example,
they may utilize some or all of the services offered by proxy advisory firms,
including voting recommendation services, but rely on the institution’s
internal corporate governance staff for final voting decisions on some or all
ballot issues. Other institutions use internal staff for administrative functions
but as a matter of formal policy or informal practice follow the voting
recommendations of third-party proxy advisors” (p. 19).160

On a closer look, the abilities of proxy-advisory firms are hardly more impres-

sive than those of the corporate-governance teams. As of 2017, ISS controlled

63 percent of the proxy-advisory market, while Glass Lewis and Co. controlled

28 percent, together creating a duopoly in the market.161 ISS is unmatched in its

influence over large institutional shareholders, claiming to advise “24 out of the

top 25” mutual funds and “17 out of the top 25” pension funds.162 Considering

its dominance in the proxy-advisory market, focusing exclusively on the case of

ISS will suffice for this Element.

Although ISS only had 1,100 employees, including its administrative staff, it

recommended yes-or-no decisions on more than 9.6 million ballots representing

3.7 trillion shares a year in 115 countries in 2018.163 How could it have

developed the capacity and expertise to make so many voting decisions on

such diverse issues in so many companies? After all, company management and

160 Nathan (2010). 161 Shu (2020). 162 Rose (2007).
163 The ISS website, at https://www.issgovernance.com/about/about-iss/ (visited on November 20,

2018). In January 2014, when I visited the same website, ISS no longer provided the number of
ballots it exercises annually and only said, “ISS’ 3,000 employees operate worldwide across 25
global locations in 15 countries. Its approximately 3,400 clients . . . ” (accessed on January 17,
2024).
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shareholders often bring controversial proposals to shareholder meetings. It

may not be that difficult – although time-consuming – to draft a well-reasoned

report comparing the pros and cons of a proposal. However, it is very difficult to

express clear approval or disapproval. It strains credulity to think that ISS, with

so few employees, developed the complex, high-level expertise capable of

making authoritative recommendations on so many issues worldwide.164 With

the constraints of a limited workforce, the only option for ISS is to apply general

and mechanical corporate-governance metrics to its voting recommendations,

just as the largest index funds’ corporate-governance teams tend to do. In this

context, Nathan (2010) mentions as follows:

“The proxy advisory firms’methodology for recommending voting positions
in a manner intended to satisfy the fiduciary prudent man standard consists of
an increasingly complex set of voting policies designed to cover every vote
on every shareholder meeting ballot. Application of those policies is routin-
ized and implemented by a combination of computer systems and a low cost
labor source that has the capability of linking the voting policies to the actual
ballot issues, as presented in each company’s proxy materials” (p, 19).165

In reality, ISS tends to apply general and mechanical corporate-governance

metrics to its voting recommendations, just as the largest index funds’

corporate-governance teams tend to do. Because of this lip-servicing function

of ISS, institutional shareholders, its major customers, did not care about or rely

upon ISS before they were required to vote. Indeed, ISS, the only proxy-advisory

firm at the time, was struggling to stay in business. Its business took off onlywhen

its “lip service” became necessary for mutual funds with the SEC’s final rule on

proxy voting in 2003.166

For most index funds, just following the recommendations of proxy-advisory

firms is the most convenient way to fulfill their fiduciary duty “because they

can’t justify to shareholders why they invest in their own analysis.”167 Only the

largest index funds, such as BlackRock and Vanguards, set up in-house corpor-

ate-governance teams. Lesser index funds have no alternative but to rely heavily

on proxy firms’ advice. Even many active funds tend to follow the recom-

mendations of proxy-advisory firms; combing through proxy firms’ analyses

and voting recommendations is a normal first step for fund managers.

164 The situation in Glass Lewis is even worse. The second-largest proxy advisory firm states on its
website that it has “more than 380 employees worldwide, more than half of whom are dedicated
to research,” cover “more than 30,000 meetings each year, across approximately 100 global
markets.” ‘Company Overview,’ Glass Lewis website at http://www.glasslewis.com/company-
overview/ (last visited January 16, 2024).

165 Also refer to Rose (2007, p. 907–913). 166 Refer to Section 3.2.
167 Bew and Fields (2012, p. 15).
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In addition, an internal convention at most institutional shareholders dictates

that, if fund managers want to go against proxy firms’ recommendations, they

provide a lengthy report to their superiors to justify their decisions – something

they don’t need to do if they simply go along with the recommendations. Going

against proxy firms’ recommendations thus requires courage and effort on the

part of fund managers who are busy attempting to make profitable trades for the

portfolios they manage. In this respect, the root of the power and influence of

ISS is not really the quality of its work, but rather the convenience it provides to

institutional shareholders by lightening the burden of performing the unwanted

obligation of voting proxies.

Moreover, proxy firms are wide open to conflict of interest because, as

unregulated private business entities, they are responsible to nobody except

their own businesses. They normally combine proxy-voting advisory services

with consulting services. When there is a proxy contest between one of their

customers and a non-customer, it is hardly difficult for them to side with their

customer, packaging their support as an “objective” assessment. As private and

unregulated entities, there is no way for outsiders to determine whether the

voting recommendations of the proxy firms were made objectively or shaped to

serve their own business interests.

There is also a tendency for proxy firms to provide voting advice that reflects

the investment philosophy of their owners. Set up by corporate-governance

activist Robert Monks, ISS would be likely to side with an activist fund in

a controversy pitting such a fund against company management. The ownership

of ISS was later transferred to Vestar Capital, a private-equity fund that was

founded by corporate raiders from First Boston’s leveraged-buyout team, and

then in 2017 to Genstar Capital, another private-equity fund. It would be only

natural for ISS to support activist hedge funds when they have proxy battles

with industrial companies.

In effect, compulsory voting for institutional shareholders has given ISS

illegitimate power. Officially, it is only an “advisory” firm lacking any legitim-

ate basis whatsoever for exerting influence on corporate decisions of the kind

that must be approved in shareholder meetings. However, one cannot ignore its

influence: A negative recommendation by ISS on a management proposal has

been found to reduce the support of institutional shareholders by at least

13.6 percent and, at most, by 20.6 percent.168 Corporate executives have to

168 Bethel and Gillan (2002, p. 30). Shu (2021) reports a similar result, “[W]hen ISS recommends
against a particular director’s election, its customers are 21 percent more likely than other
investors to vote against this director . . . The same pattern also applies for nonbinding advisory
votes on executive compensation (“Say on Pay”), wherein ISS . . . can sway 20 percent . . . of
their customers’ votes” (pp. 2–3).
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take a two-digit percentage difference very seriously, as it is often the case that

the eventual voting outcome is decided by a thin margin. Iliev and Lowry (2015)

reported that over 25 percent of mutual funds “almost entirely” rely on ISS

recommendations when they cast votes. A Business Roundtable survey found

that 40 percent of its member firms’ shares were held by institutions that

basically followed ISS’s voting recommendations.169

ISS’s influence becomes stronger because it also coordinates with institu-

tional shareholders in making those recommendations. As Coffee and Palia

(2016) remark, “[ISS and Glass Lewis] . . . determine their voting policies based

on interactions with (and polling of) institutional shareholders, so that proxy

advisors and their clients reciprocally influence each other” (p. 558). It is

therefore not an exaggeration to say that “[powerful] CEOs come on bended

knees to ISS to persuade the managers of ISS of the merits of their views.”170

The illegitimate power of proxy firms arose partly because the proxy-advisory

market is basically a duopoly and because, even between its two members, ISS is

easily the dominant one. If there were a number of proxy-advisory firms with

similar reputations and if institutional shareholders could choose from among

their diverse recommendations, their service might be defined as − and confined

to − “advice”. However, when the imposition of compulsory voting made it

necessary to fill the vacuum of institutional votes that had previously existed,

the larger part of this job fell to ISS, upon which nobody had conferred legitimate

power to influence voting decisions in the corporate arena. ISS is a monster

created by compulsory voting. No corporation anywhere in the world sends ISS

a formal invitation to take part in its shareholders’ meeting. But it effectively

attends these meetings and casts votes, and nobody dares to expel ISS for

exercising illegitimate influence on voting outcomes of the meeting.

5.4 Consequences of “Free Communication and Engagement”

In bringing about the 1992 proxy-rule amendments, shareholder activists

employed an analogy from political democracy. They portrayed corporate

management as autocrats who ignored popular demands for freedom of speech

and freedom of assembly while installing strict censorship in the form of proxy-

filing procedures that, they charged, unfairly favored management. In contrast,

they portrayed themselves as endeavoring to realize a true shareholder democ-

racy by abolishing the censorship and thus obtaining the right of free communi-

cation and engagement. They then justified the proxy-rule changes by arguing

169 Briggs (2007, p. 692).
170 Strine (2005, p. 688). For detailed accounts of how ISS and other proxy advisory firms actually

influenced voting outcomes and how they interacted with hedge-fund activists in major proxy
battles, refer to Walker (2016).
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that they would correct the imbalance between shareholders and management

and bring about a more efficient market outcome.

However, such expectations are based on the critical assumption that freer

and easier exchange of information has an efficiency-enhancing effect in the

market, an assumption that follows from conventional economic models of

competitive markets, which are in turn based on the assumption that interaction

among players who have equal capability and equal access to information is the

key to ensuring an efficient outcome. But markets in general, and the stock

market in particular, do not function according to this neoclassical model.

Markets may be unduly influenced by strong movers and shakers, and the

stock market in particular is prone to manipulation. As it turned out, the very

practices that the traditional regulations were meant to deter by preventing free

communication and engagement, “fraud or deceit” and “manipulative or decep-

tive devices or contrivances”, became more widespread because of the proxy-

rule changes and compulsory proxy voting.171

The “wolf-pack phenomenon” – sudden concerted campaigns of hedge funds

against their target companies – has become a new normal since the 1992 proxy-

rule changes.172 Wolf packs can only be seen as de facto investor cartels. In

conventional economics, cartels are considered prime obstacles to realizing the

efficient allocation of resources, and they are therefore regulated heavily inmost

countries with capitalist economies. The existence of unregulated wolf packs is

testament to the fact that, with the proxy-rule changes the SEC effectively gave

up its duty as a market regulator, employing the rhetoric of promoting “market

efficiency” to hide this failure.

The SEC might have naively thought that freely allowing investor cartels

made up of shareholders, none of which held less than 5 percent of the target

company’s stock, would not undermine “market efficiency”. However, in light

of the broad dispersion of shareholding in big public companies, those with

a 5 percent stake can easily exert a strong influence on management. For

instance, Third Point Management and Trian Fund Management, holding only

2 percent of outstanding stock of Dow Chemical and Du Pont respectively,

engineered a merger-and-split of America’s top two chemical giants, as men-

tioned in Section 1.

Moreover, activist shareholders can easily circumvent the 5 percent rule by

forming wolf packs. It is now a common practice for hedge funds to collaborate

among themselves or with other institutional shareholders around a target

company and coordinate their strategies and tactics. Even if each of those

171 Refer to SEC’s concerns when enacting Investment Act 1940, discussed in Section 2.
172 Refer to Coffee and Palia (2016); Lu (2016); Brav et al. (2008); Briggs (2007).
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collaborating holds less than 5 percent of the target company’s outstanding

shares, their combined stake can easily elevate them to the status of controlling

shareholders. It is also possible for one lead wolf to take a share exceeding

5 percent, make public its intention of campaign, and then recruit other uniden-

tified wolves, each holding less than 5 percent shares, to support the lead wolf’s

attack. In the fight over control of Barnes and Noble, for example, the lead

activist held an 18.7 percent stake in the company, but it turned out that the

actual wolf pack controlled a 36.14 percent stake.173 In the campaign that forced

the sale of Knight Ridder, “[w]hat started out as a 19% stake effectively grew to

37% in just 48 hours. The campaign succeeded almost instantly.”174

Moreover, the easier formation of wolf packs, in turn, made it easier for hedge-

fund activists to manipulate the market through the “wolf-pack effect”. Upon the

announcement or leaking of information about the formation of a wolf pack, the

stock market generally reacts positively. For instance, an international study on

the wolf-pack effect reports “abnormal announcement returns of 7% for the

United States during a (-20, 20) day window” and of “6.4% and 4.8%, respect-

ively”, for Europe and Asia.175 Those in the pack can easily develop trading

strategies in advance because they exclusively know when they will trigger the

wolf-pack effect. The market will also react to the way in which the wolves are

moving together after the formation of the pack becomes public knowledge.

Those in the pack again have advance knowledge of how they will act and can

profit from front-running the market movements they create. The development of

the derivatives market made it a lot easier for them to profit from front-running

without being detected by regulators for market manipulation.

If both the anti-cartel spirit of the 5 percent rule and the anti-manipulation

spirit are so easily compromised, the SEC should have tightened up the proxy

rule to make it difficult for wolf packs to form and to profit from wolf pact

effects. But the SEC has so far neither admitted the failure of the proxy rule

change nor done anything to reverse the rule. This inaction only strengthens

suspicion that the SEC, “self-regulating body”, is in effect functioning as

a promoter of financial interests captured by shareholder activists who simply

clamor for more power and freedom for themselves.

Allowing free communication and engagement with management has simi-

larly failed to bring about market-efficient outcomes mainly because share-

holders do not have equal access to management. While corporate executives

can ill afford not to be serious in communicating and engaging with big

institutional shareholders, they can simply ignore or offer perfunctory replies

173 Lu (2016, p. 778). 174 Briggs (2007, pp. 682 698).
175 Becht et al. (2017, pp. 29, 30, 34).
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to the demands of small shareholders, who lack the larger players’ resources.

A critical question here is whether big institutional shareholders and other

influential activists engage with management as impartial representatives of

the general interests of shareholders or exploit their access to management

mainly for their own gain. Common sense, as well as broad anecdotal evidence

of institutions’ self-serving utilization of communication and engagement with

management, favors the latter answer.176

Calio and Zahralddin (1994) pointed out that free communication and

engagement with management provides institutional shareholders with

a “tactical edge over the management and small shareholders because it occurs

behind-the-scenes without media scrutiny or individual investor awareness”

(pp. 522–523). Cioffi (2006) similarly concluded:

“The 1992 proxy rule changes appear to have encouraged greater governance by
institutional shareholders, but at the expense of transparency. Institutional share-
holders, with some notable exceptions, preferred to voice their concerns and
criticisms to management in private communications that would not become
public. These communications thus became occasions for managers to disclose
significant information to the representatives of institutional shareholders and
analysts associated with investment banks and brokerages” (p. 544).

In addition, the free communication rule, far from evening the aforementioned

imbalance between shareholders and management, intensified the imbalance

skewed to shareholders. Activist shareholders are now free to criticize the

company’s management “as long as the statements [they make] are not

fraudulent.”177 In contentious issues, management makes its decisions by

weighing their advantages and disadvantages. But activists can just focus on

their perceived disadvantages and find whatever faults with management within

the boundary of “not being fraudulent.” It is even possible to criticize manage-

ment for not achieving better performance in the name of maximizing share-

holder value when the company concerned has been performing well. On the

other hand, it is not often easy for management to criticize the company’s

activist shareholders unless it finds something seriously wrong with their

statements or their behavior.

176 For instance, some public pension fund administrators exploited the occasion of engagements for
their own career development. Romano (1993, p. 822) relates that many public pension fund
managers desire elective office and therefore enhance their political reputations by becoming
crusaders against the interests of large corporations. “For instance, Elizabeth Holtzman, New York
City comptroller and a trustee for the city’s pension funds, publicized her active approach to
corporate governancewhile campaigning for the Democratic party’s nomination for U.S. Senator.”
Union pension funds are also found to use their engagement and proposals as “bargaining chips to
provide the union with a private benefit” (Matsusaka et al. 2018, pp. 3222–3223).

177 Calio and Zahralddin (1994, pp. 522–523).
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Owing to the free-communication rule, it has now become a convention

among hedge-fund activists to criticize management, not only by sending letters

but also by publishing “white papers” and even convening press conferences.

This kind of public criticism puts enormous pressure on management and,

rather than considering the public warfare, company executives tend to prefer

making compromises with activists by yielding to some of their demands.

Daniel Loeb’s (Third Point) attack on Dow Chemical is a case in point. Loeb

opened a website specifically designed to criticize Dow management and their

alleged “broken promises”. Dow management gave in and accepted two direct-

ors nominated by Loeb in return for a one-year truce including the closure of the

website. These two directors were under Loeb’s “golden leashes” and soon

played a central role in pushing Dow Chemical to conclude the merge-and-split

deal with DuPont in December 2015.178

5.5 “Co-Investments” between Hedge-Fund Activists
and Institutional Shareholders

Hedge-fund activists exert influence over corporations far beyond their share-

holding because they often receive support from institutional shareholders impli-

citly or explicitly. The close ties between hedge-fund activists are multi-faceted.

As financial investors, they share a similar world outlook that is focused on value

extraction, which is different from corporate managers whose main responsibility

is to create corporate value by producing high-quality, low-cost goods and

services. Fund managers in institutional shareholders are also evaluated by their

short-term performance even if they claim to pursue long-term gains. In this

incentive structure, they tend to ally with hedge-fund activists. A Fortune report

following the release of a letter to CEOs from BlackRock head Laurence Fink in

2014 that urged a long-term approach offers a vivid illustration:

[T]aking a very small survey of companies in the S&P 500, [we] immediately
ran into two that said the BlackRock analysts covering them had their own
short-term demands–for good quarterly results. ’My guy’s a fanatic,’ reported
the CEO of one of those companies. So it cannot be said that Fink’s letter has
even influenced the whole of BlackRock.179

178 Refer to ‘Dan Loeb Releases A Mini-Documentary Slamming Dow Chemical’s Board For
‘Broken Promises’’ (www.businessinsider.com.au/dan-loeb-video-on-dow-chemical-2014-
11); ‘Loeb Unveils Website In New Era Of Dow Chemical Campaign’ (www.valuewalk.com/
2014/11/value-dow-dan-loeb/); ‘Third Point Revives ‘Golden Leash’ Pay Plan in Dow
Chemical Fight’ (www.wsj.com/articles/third-point-revives-golden-leash-pay-plan-in-dow-
chemical-fight-1416171616).

179 Loomis (2014).
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The 1996 NSMIA provided a strong impetus to convert the potential ties

between hedge-fund activists and institutional shareholders into “co-

investments,” taking shares in the same company and coordinating their actions.

Institutional shareholders already share commercial interests with hedge-fund

activists because they supply about 60 percent of hedge funds’ AUM.

Institutional shareholders apparently maintain the practice of voting independ-

ently of hedge-fund activists, which is legally required of them. However, if an

institutional shareholder holds shares in both the hedge fund and the targeted

company, it is highly likely to side with the hedge fund to raise the overall yield

of its holding in the company and its alternative investment in the hedge fund.

Anecdotal evidence of co-investment abounds.

For instance, it was revealed during the proxy battle between DuPont and

Trian Partners that the California Teachers Retirement System (CaLSTRS) had

cooperated with Trian’s campaign from the beginning. According to a Fortune

report, DuPont’s management had never thought of this possibility because

CalSTRS was a long-term shareholder and the company “generally had

a congenial working relationship with the pension fund”. But CalSTRS co-

signed an early letter supporting Trian when the latter attacked DuPont in 2015

and turned out later to be one of the hedge fund’s major investors. In detailing

how DuPont went to war with Trian, the report stated that “[t]ies like that have

made it harder for companies like DuPont to argue that siding with activists isn’t

in the interest of shareholders.”180

The most detailed account of co-investment revealed in public so far has

probably been that between CalSTRS and Relational Investors, an activist

hedge fund set up by Ralph V. Whitworth and David H. Batchelder, who used

to work with T. Boone Pickens as fellow corporate raiders.181 CalSTRS com-

mitted $1 billion to Relational, $300 million to Trian, and $100 million to

Starboard in 2013. Working in tandem from the beginning, Relational and

CalSTRS increased their participation in Timken, a fifth-generation family

business producing high-quality steel and bearings, until the holding of each

reached the 5% threshold for a 13D filing. As part of their attempt to push the

Timken family into breaking the company into two separate entities and

increasing stock buybacks, Relational and CalSTRS set up a website, “unlock-

timken.com”, that criticized Timken management publicly. An investment

officer from CalSTRS joined a roadshow organized by Relational, flying to

New York to meet fellow pension-fund managers. A seat on the Timken board

was filled by a CalSTRS representative, and “the pension fund, long a champion

of better corporate governance, made the case that Timken’s board was

180 Gandel (2015). 181 The details are from Schwartz (2014); Orol (2014); Denning (2014).
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dominated by family members who paid themselves liberally and put their own

interests ahead of shareholders’ interests.”182 In April 2012, three weeks before

the proxy vote, Relational and CalSTRS put out a news release calling Tim

Timken’s $9 million pay package in 2011 “grossly out-of-line with other

executive chairmen in Timken’s peer group.”183 Their proposal to split the

company into Timken and TimkenSteel eventually garnered 53 percent of

shareholder votes.

6 Conclusions: Rebuilding the Proxy Voting
and Engagement System

In this Element, I have emphasized the detachment of the rhetoric of share-

holder democracy from its reality, or the disconnection between value creation

and value extraction, in the evolution of shareholder activism. Predatory value

extraction by hedge-fund activists is a result of regulatory changes in the 1980s

and 1990s that strengthened the value extracting power of shareholder activists

without understanding their effects on the value creation process. This confu-

sion between value creation and extraction is evident in SEC’s Final Rule on

compulsory voting of mutual funds in 2003, where it referred to the new rule’s

effects on “capital formation” as follows:

The rule and rule amendments will likely increase investor confidence in
investment advisers by making proxy voting more transparent and encour-
aging increased emphasis on proxy voting by advisers. Because capital
formation is influenced by investor confidence in the markets, we believe
that the rule could have a positive effect on capital markets.184

“Investor confidence,” essentially institutional shareholders’ confidence in

value extraction, is treated here as a panacea as if it will solve everything,

including “capital formation,”which is value creation at the economy level. The

three pillars of the SEC’s mission are (1) to protect investors, (2) to maintain

fair, orderly, and efficient markets, and (3) to facilitate capital formation.185 The

statement quoted above is nomore than proof that the SEC does not have an idea

about how to facilitate capital formation in the economy and uses its mission of

capital formation only rhetorically.

182 Schwartz (2014).
183 Relational Investors and CalSTRS press release, “Relational Investors LLC and CalSTRS Urge

Timken’s Board to Take Action to Separate the Company’s Businesses to Unlock Shareholder
Value,” February 19, 2013, www.businesswire.com/news/home/20130219006721/en/
Relational-Investors-LLC-CalSTRS-Urge-Timken%E2%80%99s-Board.

184 Securities and Exchange Commission (2003), ‘Final Rule: Proxy Voting by Investment
Advisers,’ U.S. Securities and Exchange Commission, www.sec.gov/rules/final/ia-2106.htm.

185 The SEC website, www.sec.gov/about/mission (Accessed on January 28, 2024).
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This Element showed that the current proxy voting and engagement system

undermines all three pillars. First, the current system protects only the strong and

active shareholders instead of protecting public shareholders in general. “Free

communication and engagement” are effectively available to hedge-fund activists

and corporate governance teams in large institutional shareholders. Second, the

“wolf-pack effect”manifests that the system allows unfair, unruly, andmanipulated

markets instead of fair, orderly, and efficient ones. Third, as discussed in Section 4,

it facilitates value extraction, even to the extent of predatory value extraction,

instead of capital formation. If regulatory changes have failed to bring about their

intended effects, they should be reversed or recalibrated. Therefore, I propose the

following recommendations to rebuild the proxy voting and engagement system to

support sustainable value creation and extraction.

First, the SEC should make it mandatory for the shareholders to submit

justifications in their proposals on corporate value creation or capital formation.

When activist shareholders propose to disgorge free cash flows by increasing

stock buybacks or dividends, they argue that a certain amount of cash flow is

“free,” meaning that it does not affect the corporation’s operations. But they

never explain why the “disgorging” is good or at least neutral for value creation

and corporate sustainability. By requiring justifications for value creation in

their proposals, shareholders can discuss these reasons openly before voting.

This new regulation will also force corporate executives to think and behave

in line with balancing value creation and extraction. If it is mandatory for public

shareholders to provide justifications for value creation, corporate executives

should adequately prepare responses to those claims. Corporate executives will

thereby devote their efforts more to balancing value creation and extraction. The

new regulation would then transform the proxy voting system into an arena

where shareholders and management can discuss practical ways to promote

sustainable value creation and extraction.

Second, voting should be removed as a fiduciary duty of institutional share-

holders. The compulsory and open voting by uninterested and incapable insti-

tutional shareholders gave illegitimate power to proxy advisory firms and

allowed hedge-fund activists to exploit the vacuum in proxy voting. The SEC

should acknowledge the unintended consequences of compulsory voting and

how institutional activism has deviated from the ideal behavior in proxy voting.

Institutional shareholders can then decide to vote, as with political voting. As

a result, only those keen on contributing to sustainable value creation and

extraction would join the proxy voting arena.

Third, the SEC should encourage differentiated voting rights favoring long-

term shareholders. Value creation takes time to overcome uncertainties through

strategic control, organizational integration, and financial commitment. It is,
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therefore, natural that long-term shareholders are more supportive of value

creation than short-term shareholders. However, the prevailing financial regu-

lations do not distinguish between the long-term and the short-term share-

holders, even when policy-makers and senior SEC officials voice their

concerns about “short-termism.”

Many European countries practice differentiated voting rights systems for

shares controlled by management and those held by public shareholders. For

instance, France adopted the Florange Act in 2014, whereby shares registered

for two years automatically receive double voting rights. Similarly, Italy intro-

duced the mechanism of loyalty shares, allowing listed companies to grant up to

a maximum of two votes per share to those shareholders who have continuously

held their shares for at least two years. Netherlands and Nordic countries have

long exercised differentiated voting rights. In Europe, the principal purpose of

the differentiated voting rights system according to holding period is to encour-

age longer-term holding and discourage short-termism.186

In the United States, it is relatively easy to issue dual-class shares before

a company is publicly listed, but it is difficult to issue dual-class shares after

a public listing. Institutional shareholders, led by the Council of Institutional

Shareholders (CII), have long advocated abolishing the dual-class share system

because they consider the system simply as a tool to protect the entrenched

founders and the management.187 However, institutional shareholders are

diverse in their objectives and method of holding shares. According to

a McKinsey study, short-term investors hold only 25 percent of US stocks,

while long-term investors hold 75 percent.188 If multiple voting rights are given

proportionate to the holding periods, like in the Netherlands and Nordic coun-

tries, many institutional shareholders would support this new regulation. One

can then envisage establishing a “holy alliance” between longer-term institu-

tional shareholders and value-creating executives, replacing the current “unholy

alliance” between activist shareholders and value-extracting executives.

Furthermore, this new system encouraging long-term shareholding would be

186 For Europe’s various differentiated voting systems, refer to Ventoruzzo (2015); Shearman &
Sterling (2016); Stothard (2015); Shin (2015); ‘Differentiated Voting Rights in Europe,’ The
ISS website, www.issgovernance.com/analysis-differentiated-voting-rights-in-europe/ (last
visited on July 19, 2021).

187 It states as follows, ““One share, one vote” is a bedrock principle of good corporate governance.
When a company taps the capital markets to raise money from public investors, those investors
should have a right to vote in proportion to the size of their holdings. A single class of common
stock with equal voting rights also ensures that the board of directors is accountable to all of the
shareholders.” ‘Dual-Class Stock’, CII website, http://www.cii.org/dualclass_stock (accessed
on January 30, 2024).

188 Darr and Koller (2017).
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consistent with the interests of institutional shareholders’ ultimate customers –

pensioners and ordinary savers.

Fourth, the SEC should make it mandatory for shareholders and management to

publicly disclose their engagement session discussions. Currently, “free engage-

ment” is only available to some influential investors. Powerful investors prefer

“private communication,” which makes the engagement sessions become occa-

sions for managers to disclose significant information.189 Fund managers whose

compensation packages are critically dependent on their trading performance have

every incentive to exploit undisclosed information for trading. But even if corporate

managers recognize that those fund managers are utilizing insider information

acquired from engagement sessions, they cannot report it to the regulatory author-

ities because they would be penalized for revealing it to fund managers. The SEC

has sought to prohibit “fraud and deceit,” including profiting from insider informa-

tion, and there is no reason why an engagement should be an exception.

Fifth, hedge funds should be regulated commensurate with institutional share-

holders. Hedge funds are powerful enough to pose systemic risks to the economy,

as we witnessed with the collapse of Long-Term Capital Management (LTCM) in

1998 and the subsequent government-led rescue to protect the financial system

from collapse.190 Since the passing of the 1996 NSMIA, hedge funds have

managed a large portion of institutional shareholders’ funds to benefit ordinary

workers and pensioners. There is no reason why hedge funds should remain treated

as “private entities” and not subject to financial regulations applied to institutional

shareholders because hedge funds effectively function as institutional shareholders.

Dayen (2016) points out, “[t]heir emergence was an accident of history, a gift to

wealthy families. But the by-product of that gift has now grown to outsized

proportions and shoved itself into practically every aspect of economic life.” The

SEC should put hedge funds under the Investment Act of 1940, mandate disclosure

of their shareholdings, and regulate their use of leverage accordingly.

Sixth, the SEC should raise barriers against wolf packs and co-investment to

strengthen its policing of collusive behaviors among investors. The 1992 proxy

rule amendments allowed de facto investor cartels. Any policy encouraging

investor cartels cannot be justified under the SEC’s mission. The SEC should

significantly lower the 5 percent threshold where investor cartels cannot work.

It should also make it mandatory for hedge funds to publicly disclose the

institutional shareholders who provide their AUM and hold shares of the

companies they campaign against.

189 Cioffi (2006). Quoted in Section 5.4.
190 Lowenstein (2002); Edwards (1999); Department of the Treasury, Board of Governors of the

Federal Reserve System, Securities and Exchange Commission, Commodity Futures Trading
Commission (1999).
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