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scandals “have made shareholders more cynical about the
decision-making process of boards of directors.” The SEC’s 1992
proxy rule changes also made it easier for institutional investors
to communicate and cooperate.’™ A recent court decision may
foster further shareholder involvement in board elections.’”
There is continuing growth in the fraction of public stocks held
by institutional investors generally and by public pension funds
and other institutions that are less subject to pressure from
corporate managers,”

Hedge funds have grown, and their activism in corporate
governance is more intense and goes further than that of other
institutional investors.”” Hedge funds band together and recruit
other institutional investors for group action.’™ They often “try to
persuade managers to change the capital structure of the
company (typically to pay substantial dividends, repurchase
shares, or take on additional debt) in ways the hedge funds
believe will maximize the value of shares.”™ They have been so
successful as to “support[] the proposition that they have shifted
the balance of corporate power in the direction of outside
shareholders and their financial agendas . . . [perhaps heralding]
a modification of the prevailing description of a separation of
ownership and control . . . .”*"

303. Young, supra note 123.

304. See Briggs, supra note 152, at 686-89.

305. See Am. Fed. of State, County & Mun. Employees v. Am. Int’l Group, Inc., 462
F.3d 121, 125, 129-30 (2d Cir. 2006) (ordering inclusion on company’s proxy statement of
shareholder proposals relating to elections of directors generally).

306. In 1965, institutional investors held 16% of U.S. equities; by 2001 they held
61%. See SEC. INDUS. ASS’N, SECURITIES INDUSTRY FACTBOOK 2002, at 66 (2002).

307. See Kahan & Rock, supra note 123, at 4-18. This is a result of different
economic incentives and lower regulatory constraints and conflicts of interest. Id. at 19—
25; see also Partnoy & Thomas, supra note 156, at 43 (stating that “hedge fund corporate
governance activism is more robust”); Young, supra note 123 (describing growing
leadership by hedge funds to oppose value-impairing deals in proxy votes and noting that,
because of their fee structures, hedge fund managers “maintain a laser focus on
shareholder value”).

308. See Briggs, supra note 152, at 690-92, 697-98 (describing “wolf pack tactics”).

309. Partnoy & Thomas, supra note 156, at 35.

310. William W. Bratton, Hedge Funds and Governance Targets, 95 Gzo. L.J. 1375,
1409 (2007); see also Briggs, supra note 152, at 721 (“[Hledge funds with significant
shareholdings have been able to use wolf-pack tactics against companies to achieve at
least some of their aims.”).
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Investor sophistication is rising,’’' making it easier for
shareholders to coordinate and raising the payoff to activism by
increasing the power they can exert if they do cooperate.
Investors and regulators are paying more attention to proxy
voting by fiduciaries. “T'oday, institutional shareholders who
consistently defer to management (the modus operandi of the
past) may be accused of abdicating their fiduciary duties.”* It is
now harder for managers to intimidate shareholders who vote
against them. In sum, the incentives for shareholder initiative
are growing. This rising activism has already benefited firms’
performance and share values;’” as the trend continues, the
benefits should also grow.

Both a cause and an effect of mounting shareholder energy is
the growth of shareholder advisory organizations and lobbying
groups. The foremost is Institutional Shareholder Services (ISS),
which may guide over a third of the shareholder votes.’** A
similar organization, International Corporate Governance
Network (ICGN), now operates transnationally.”® These advisors
have a significant impact on proxy votes.’*

ISS has also created its Corporate Governance Quotient,
which rates the corporate governance systems of public
companies.””” The Council of Institutional Investors also

311. See Angela Morgan et al., The Evolution of Shareholder Voting for Executive
Compensation Schemes, 21 J. CORP. FIN. 715, 715, 723 (2006) (concluding that
“shareholders have become more sensitive to potentially harmful [executive
compensation] plan provisions”); Rock, supra note 116, at 447-51 (describing examples of
informed activism by institutional shareholders).

312. Young, supre note 123.

313. See supra notes 282-89 and accompanying text; see also Romano, supra note
302, at 183 (stating that institutional investors have targeted poorly performing
corporations).

314. See Dean Starkman, A Proxy Adviser’s Two Sides: Some Question Work of ISS
for Companies It Scrutinizes, WASH. PosST, Jan. 23, 2006, at D1. According to its
president, 15-20% of ISS clients automatically vote according to ISS recommendations.
Id.; see also Briggs, supra note 152, at 692-93, 898-99 (describing the operations and
effectiveness of ISS). Glass, Lewis & Co. also offers research and advice to institutional
investors. See Glass, Lewis & Co., Board Accountability Index, http://www.glasslewis.com/
solutions/bai.php (last visited Oct. 19, 2007); see also Rose, supra note 245, at 904
(describing services offered by Glass, Lewis, & Co. and explaining the functions of the
Board Accountability Index).

315.  See Rose, supra note 245, at 897.

316. See Jennifer E. Bethel & Stuart L. Gillan, The Impact of Institutional and
Regulatory Environment on Shareholder Voting, 31 FIN. MGMT. J. 29, 30, 34 (2002); see
also TONELLO, supre note 146, at 24 (“Recently, these organizations have focused
increasing attention on what they consider to be unjustified and excessive compensation,
thereby contributing to raising the ‘best practice’ bar.”).

317. See Rose, supra note 245, at 900-03; Institutional Shareholder Services, Rating
Criteria, http:/www.isscgq.com/RatingCriteria.htm (last visited Oct. 19, 2007) (listing
sixty-one rating criteria used in the CGQ). An index of twenty-four of these features
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publishes corporate governance guidelines.”® Governance Metrics
International (GMI) and the Corporate Library (CL) also rate the
governance structures of public companies.” Going farther, some
institutional investors are joining forces to participate directly in
corporate governance.’”” Shareholder activism will be facilitated
by organizations like the new Investors for Director
Accountability, which plans to coordinate institutional
shareholders in order to “press directors to act in the interests of
the stockholders.”™"

Some objections are leveled at these organizations. One is
that ISS has a conflict of interest because, in addition to the
foregoing activities, it offers advice to public companies,
“which creates a concern that ISS’[s] recommendations in a
proxy matter may be affected by whether or not the subject
company purchases other services from ISS, such as
governance advice.””” It is also charged that the ratings of
these organizations “do mnot reliably predict firm
performance.”™”

These concerns are not fanciful. Conflicts of interest are
ubiquitous in corporate governance, infecting not only
directors, but also accountants, investment advisors,
compensation advisors, and institutional investors
themselves.” It would almost be surprising to find an aspect of
corporate governance in which there are no conflicts of

relating to shareholder power has been found to be positively associated with several
measures of superior corporate performance. See Gompers et al,, supra note 286, at 145-
50.

318. See COUNCIL OF INSTITUTIONAL INVESTORS, CORPORATE GOVERNANCE POLICIES
(2006), http://www.cii.org/policies/Current%20CI1%20Corporate %20Governance%20
Policies%2003-20-07.pdf.

319. See GovernanceMetrics International, Overview, http:/www.gmiratings.com
lhgwaa055h0jyiubbschird45)/About.aspx#top (last visited Oct. 19, 2007); see also Rose,
supra note 245, at 903-04 (discussing GMI and CL).

320. See Mara Der Hovanesian, Attack of the Hungry Hedge Funds, Bus. WK., Feb.
20, 2006, at 72 (describing coordinated efforts, including the seeking of board seats). In
some cases shareholders have formed groups to help explain the complex, abstruse
financial information disclosed by public companies. See Gretchen Morgenson, Hear Ye,
Hear Ye: Corralling Executive Pay, N.Y. TIMES, June 17, 2007, § 3, at 1 (describing
formation of group of Verizon Communications shareholders).

321. Gretchen Morgenson, Fund Manager, It's Time to Pick a Side, N.Y. TiMES, Mar.
26, 2006,§ 3, at 1.

322. Rose, supra note 245, at 906.

323. Id. at 908; see also Jeffrey Sonnenfeld, Good Governance and the Misleading
Myths of Bad Metrics, ACAD. OF MGMT. EXEC., Feb. 2004, at 108, 108 (claiming that
ratings are based on “Wall Street superstitions” and “cliches and myths, rather than on
genuine research”).

324. See supra notes 249-50, 266 and accompanying text (concerning investment
advisors).
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interest. However, recent studies find a significant correlation
between at least some of these agencies’ ratings factors and
corporate performance.” No doubt further research can
improve these correlations. There is room for disagreement
about the criterion by which correlation should be sought.”
However, the widespread use of the services of these
organizations by institutional investors indicates powerfully
that they find the services beneficial.

The market is already addressing these conflicts of
interest.””” If the market cannot solve the problems, regulation
may be needed,”™ although regulation is always costly and not
always beneficial. Given the recent effectiveness of ratings and
advisory services in aiding shareholders, nothing should be done
to hamper their continued growth.

More shareholder proposals are gaining majority
shareholder support.” Boards once routinely ignored them.*
Now they pay more heed and implement more shareholder-
approved proposals.” “Vote No” campaigns in which disgruntled
shareholders withhold their votes for some or all board nominees
increase the odds of CEO turnover (which usually raises share
price), even though these campaigns do not directly alter board
composition.” Shareholder pressure to declassify boards and to
remove poison pills is increasingly successful.” New regulations

325.  See supra notes 212, 282 and accompanying text.

326. Various studies have used return on equity, return on assets, accounting
profitability, and cost of capital. See supra notes 212-14, 223-25 and accompanying text
(referring to various measures of corporate performance).

327. Rose, supra note 245, at 907 (“[L]arge, institutional investors...have raised
concerns and, in some cases, switched advisors over conflicts issue.”).

328. Seeid. at 919-26 (discussing the possibility of regulation).

329. See supra note 237 and accompanying text (noting the growing success of
shareholder opposition to antitakeover devices).

330. See Thomas & Cotter, supra note 237, at 370-71.

331. Seeid. at 369.

332. See Diane Del Guercio et al.,, Do Boards Pay Attention When Institutional
Investors ‘Just Vote No’?: CEO and Director Turnover Associated with Shareholder
Activism 1-2, 23 (2006) (unpublished manuscript), available at
http:/ssrn.com/abstract=575242.

333. See Thomas & Cotter, supra note 237, at 377-79 ("The number of [poison] pill
redemptions and board declassifications increased substantially in 2004.”). One study
found that, of fifty companies that had approved a (precatory) shareholder proposal to
declassify the board between 2004 and 2005, fifteen (30%) did so. Ganor, supra note 62, at
14. More boards are responding to shareholder pressure to remove poison pills despite
management opposition to removal. See Ali C. Akyol & Carolyn A. Carroll, Removing
Poison Pills: A Case of Shareholder Activism 9-13 (Sept. 2006) (unpublished manuscript),
available at http://ssrn.com/abstret=935950.
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that enhance board oversight seem to have caused a reduction in
CEO compensation.™

More shareholders are proposing by-law amendments.”
Hitherto shareholders typically braved only precatory proposals,
which boards regularly disregarded. By-law amendments are still
imperfect tools; by-laws cannot achieve many protections
investors need, and some companies require unattainable
supermajority votes to amend the by-laws.** Still, this tactic
allows investors to take one more step forward. If they are again
frustrated, they will seek other means to defend themselves.

B. Growing Competition for Capital

“[IIn order to compete for capital, corporations will have to
give investors more of a role in governance.”™’ In America, the
huge advantage that public equities once enjoyed over other
investments is shrinking, and that trend is likely to continue.
One growing competitor is private equity.*® DPM/TPM advocates
are so baffled by this development that they offer stunningly
obtuse explanations for it. Lynn Stout says, “The recent boom in
private equity buyouts suggests that the modern trend toward
greater shareholder power and protection has already gone too
far.”* “[Plublic shareholders may have made themselves so
bothersome that many corporate managers simply do not want to
deal with them.” It’s unclear whether the recognition that the
managers, not the directors, are calling the shots is a conscious
confession or a slip of the pen.

In any case, a much more persuasive explanation for the
trend is available: Through venture capital and leveraged
buyouts, large investors can escape the abuse they suffer in

334. See Vidhi Chhaochharia & Yaniv Grinstein, CEO Compensation and Board
Structure 19 (Oct. 2006) (unpublished manuscript), available at http:/ssrn.com/
abstract=901642 (finding that firms that had not previously complied with the new rules
decreased their CEQ compensation by 20-25% upon compliance compared to firms that
were already complying).

335. See Mark Maremont & Erin White, Stock Activism’s Latest Weapon, WALL ST.
J., Apr. 4, 2006, at C1.

336. Seeid.

337. MONKS & MINOW, supra note 67, at 156.

338.  See William J. Holstein, The Rising Role Of Private Equity, N.Y. TIMES, July 16,
2006, § 3, at 9 (interviewing Robert F. Bruner, Dean of the Darden School of Business at
the University of Virginia, about the role of private equity firms in merger and acquisition
transactions).

339. Lynn A. Stout, Democracy by Proxy, WALL ST. J., March 8, 2007, at A16.

340. Lynn A. Stout, Investors Who Are Too Bolshy for Their Own Good, FIN. TIMES,
Apr. 22, 2007, at 9.
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public companies and exert real control. This is a primary motive
for the growth of private equity.*"

Foreign firms and securities markets are also becoming
more competitive. America still compares favorably to other
countries as a place to invest. “In fact, the U.S. [stock] market
has generated returns at least as high as those of the European
and Pacific markets” in every five-year period in the last twenty-
five years.” However, we cannot be complacent. Better
shareholder protection is making many countries more appealing
to investors.’ Now, “the law on shareholder protection in the US
is weaker than the law [of several other countries].”* Americans
are investing more of their money overseas.’”

C. Stakeholders and Social Responsibility Under Shareholder

Primacy

Increasing shareholder power poses no threat to stakeholders
(other than CEOs). Pursuit of profit motivates shareholders to treat

341.  See Lucian Arye Bebchuk, Symposium on Corporate Elections 17 (Nat’l Center
of Econ. Res., Harvard Law Sch., Discussion Paper No. 448, Nov. 2003), available at
http://ssrn.com/abstact=471640 (claiming that excessive executive compensation in public
companies in effect imposes a 10% annual tax on shareholder and offering this as an
explanation for the growth of private equity).

342. Holmstrom & Kaplan, supra note 180, at 9. The performance was not limited to
financial markets: from 1992 to 2000, “growth in GDP per capita was greater in the U.S.
than in France, Germany, Great Britain, or Japan.” Id. at 10.

343. See Priya P. Lele & Mathias M. Siems, Shareholder Protection: A Leximetric
Approach, 7 J. Corp. L. STUD. 17, 30-33, 43 (2007) (concluding, through the use of
“leximetrics,” that Germany, France, United Kingdom, and India have stronger
shareholder protection laws than the United States); Eric Pan, Why the World No Longer
Puts Its Stock in Us 1-3, 11-12 (Benjamin N. Cardozo Sch. of Law, Working Paper No.
176, 2006), available at http:/ssrn.com/abstract=951705 (stating that U.S. markets are no
longer unique; foreign competition is growing and fewer foreign companies are using U.S.
equity markets). In general, there is a world-wide trend toward the shareholder primacy
model. See Marc Goergen et al.,, Corporate Governance Convergence: Evidence from
Takeover Regulation Reforms in Europe, 21 OXFORD REV. ECON. POL’Y 243, 243-44 (2005);
Kamar, supra note 50, at 175758 (describing a “trend toward shareholder protection” in
the European Union).

344. Lele & Siems, supra note 343, at 43 (comparing the law of the United States, the
United Kingdom, Germany, France, and India). Colin S. Melvin, director of corporate
governance for a large British money manager, says that “the U.S. is probably one of the most
difficult environments” for shareholders “to work with companies to improve corporate
governance.” Gretchen Morgenson, Belated Apologies in Proxy Land, N.Y. TIMES, Aug. 20,
2006, § 3, at 1. By measures developed by the World Bank, the United States now ranks below
average in investor protection. See SIMEON DJANKOV ET. AL, THE LAW AND ECONOMICS OF
SELF-DEALING 52-80 (2006), available at http://www.doingbusiness.org/documents/
Protecting-Investors-Self-Dealing.pdf;, see also No Deomocracy, Please, We're
Shareholders, THE ECONOMIST, May 1, 2004, at 13 (stating that shareholder democracy is
weaker in the United States than in the United Kingdom).

345.  See Pan, supra note 343, at 9-11.
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employees fairly.*® Shareholder primacy would not increase
corporate lawbreaking.’” Shareholder primacy could reduce
corporate philanthropy as directors become less free with the
shareholders’ money. However, the decline should be minor—
“independent” boards tend to serve CEOs, not the public interest.

In fact, shareholder primacy will benefit society generally.
Rising corporate profits and dividends mean higher tax receipts.
Greater business efficiency and innovation will be pursued for
the benefit of shareholders, but through the “invisible hand” this
will expand the economy, bringing higher wages and better goods
and services at lower prices.”*® Peter Kostant, a fan of the TPM,
discusses corporate governance in terms of Rawls’s concept of
fairness.” Standing behind Rawls’s “veil of ignorance,” a rational
person would choose shareholder primacy over other governance
models because it benefits everyone (except CEQs). Kostant
decries the excessive political power of CEOs* and praises the
TPM’s potential to curb CEOs.™ In fact, “independent” boards do
not curb but magnify CEO power. Even progressives should
prefer shareholder primacy, which really reins in CEOs.

D. Shareholder Nominating Committees

A principal obstacle to shareholder primacy is that a
corporation’s “official” nominees for election to the board are
chosen by a committee of incumbent directors.’” Since most
boards are dominated by the CEQO, most committees choose
nominees who, like themselves, accept CEO primacy. In this
system, legislation cannot create true board independence but
only reduce formal contacts.

346. See supra note 118 and accompanying text.

347. There are a growing number of large private companies in which the board is
chosen by one or a few dominant shareholders. See supra note 338 and accompanying
text. Nonetheless, all the recent scandals over false financials and back-dating and
spring-loading of executive stock options have involved public companies with a majority
of “independent” directors. See supra note 100. Director “independence” obviously does not
reduce law-breaking, and may increase it. See supra notes 158-82 and accompanying text.

348. See Michael Bradley et al., The Purpose and Accountability of the Corporation in
Contemporary Society, 62 LaAw & CONTEMP. PROBS. 9, 36-38 (1999) (“[M]aximizing the
residual claim of a public corporation in turn maximizes the claims of all
stakeholders . .. .”); McIntosh, supra note 108, at 68 (stating that shareholder wealth
maximization is the goal that is “likely, in the greatest number of cases to result in global
wealth maximization”).

349. Kostant, supra note 2, at 698-99.

350. Id. at 680, 695.

351, Id. at671.

352. See Cai et al., supra note 72, at 6 n.8 (“Under NYSE rules after SOX, the
nomination committee, comprised entirely of outside directors, is charged with identifying
qualified board candidates.”) )
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The best way to make directors responsive to shareholders is
to have them chosen by the shareholders. Accordingly, I have
proposed that official nominees for the board be chosen by a
committee comprising the ten to twenty largest shareholders.” I
will not repeat my. prior argument for this proposal, but merely
address concerns about it that might be intensified by the
growing power and activism of institutional investors. First, the
need to gain a majority vote on this committee for any nominee
would virtually preclude the selection of nominees expected to
serve the special wishes of one or a few shareholders (like a
union or state pension fund).

Could committee members plot a pump-and-dump scheme
in which their lackeys on the board have the firm spread
misleading news so as to raise its stock price and allow
committee members to sell their stock at an inflated price?
This would require cooperation from dozens of directors and
officers risking severe civil and criminal penalties, all of whom
would presumably demand rich compensation. Small incidents
of insider trading often go undetected, but a campaign of this
magnitude would be almost impossible to execute without
discovery. Knowing that only one conspirator would have to
blow their cover to inculpate all, prudent people would refuse
to help. More generally, the only corporate goal likely to
command support from a majority of the members of the
committee would be maximization of share price.

Individual committee members might hope to profit from
self-dealing. However, the interest of any director in a
transaction must be disclosed to the other directors. Apart
from concerns about legality, directors would resist any action
that would injure their reputations and chances for more or
better directorships. In the current reign of CEO primacy,
directors polish their reputations by toadying to the CEO.
Under shareholder primacy, directors would cultivate a
reputation for serving investors by maximizing share value.
Efforts of committee members to extract inside information
from directors would fail for similar reasons.

Of course, corruption infects every system that relies on
fallible humans. With shareholder nominating committees,
however, self-dealing, insider trading, and stock manipulation
should be no greater than they are now, if only because the
logistics would be more complicated for committee members

353. See Dent, supra note 169, at 67-75.
354. See CLARK, supra note 208, at 171-72 (stating that director must disclose at
least the underlying facts of a self-interested transaction).
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than they are for the inside officers who now dominate
corporations. Other problems, like excessive, poorly designed
executive compensation, perquisites, and management slack
should shrink under shareholder nominating committees. In
sum, the proposal offers to investors higher share prices and to
the overall economy greater efficiency and international
attraction of more capital.

VI. CONCLUSION

The director primacy and team production models of
corporate governance offer false descriptions of current reality—
independent boards do not control most public corporations now,
CEOQOs do. CEO domination exacts a huge toll on stock values.
Some of this lost wealth is diverted to executives; much of it is
simply lost through inefficiency. Little or none of it trickles down
to other stakeholders.

The impotence of outside directors does not stem from
personal failings or from legislative neglect. Over many decades
laws have been amended repeatedly in an effort to increase board
independence, but these efforts have only removed formal
affiliations between managers and outside directors; they have
increased board independence little or not at all. Further
amendments are unlikely to be more successful. Accordingly, we
can either resign ourselves to CEO domination or transfer power
to shareholders. Shareholders want to maximize share value, a
goal that generally coincides with maximizing industrial
efficiency. Pursuit of that goal will generally benefit other
corporate constituencies and society as a whole. Certainly, it will
not make stakeholders worse off than they are now.

How can shareholder primacy be realized? We should at
least revise rules that hinder cooperation among shareholders
and accumulation of large blocks of stock.’”® Directors should be
more readily held accountable in shareholder litigation.” Good
directors will not be deterred from serving on boards or from
taking rational risks by rules expecting them to act with minimal
care and competence. Any legitimate concerns about frightening
them can be addressed by limiting the personal liability of
directors or eschewing it altogether and resorting to equitable
relief.

355. See supra notes 217-20 and accompanying text.
356. See supra notes 229-32 and accompanying text (discussing current hindrances
to shareholder suits).
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Ultimately, shareholders should have a major, if not
dominant, role in choosing the board. I have urged that nominees
for the board of each public company be chosen by a committee
comprising its largest shareholders.® Others have suggested
reforms that are more modest but point in the same direction.™
For now, there should be a consensus to increase shareholder
influence. We cannot be certain of our final destination, the
precise recipe for optimal corporate governance, but we know the
general direction in which we should head.

357.  See supra note 353 and accompanying text.

358. See MONKS & MINOW, supra note 67, at 168 (urging the creation of shareholder
committees to “exercise control over the board’s priorities and composition™); Bratton,
supra note 100, at 1337 (arguing there is a need for independently nominated directors);
William B. Chandler, III & Leo E. Strine, Jr., The New Federalism of the American
Corporate Governance System: Preliminary Reflections of Two Residents of One Small
State, 152 U. PA. L. REV. 953, 999-1000 (2003) (urging . access to corporate proxy
machinery for insurgents with significant support); Gordon, supra note 100, at 1243
(proposing a new category of “trustee directors” for audit committees and certain other
roles); Rock, supra note 116, at 490-504 (describing and praising past use of shareholder
advisory committees). It is unclear, however, how effective more modest reforms are likely
to be. See Michael S. Weisbach, Optimal Executive Compensation vs. Managerial Power: A
Review of Lucian Bebchuk and Jesse Fried’s Pay Without Performance: The Unfulfilled
Promise of Executive Compensation 14 (Nov. 14, 2006) (unpublished working paper),
available at http:/ssrn.com/abstract=939785 (disagreeing with Bebchuk and Fried’s
argument that “managers effectively set their own pay subject to an outrage constraint”).




