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Abstract

This thesis addresses the long-standing debate about the ability of investors in public listed
companies to significantly influence or even control certain aspects of board and management
decision taking. Much of the recent interest in these issues has focused on increased public

disclosure of boardroom practices and standards.

In contrast, my research shows that informal relationships between companies and their major
shareholders are playing an increasingly important role in influencing key aspects of corporate

strategy, major financing and investment decisions, and board membership.

The research was undertaken through: an analysis of the investment portfolios of the 50
largest fund managers investing in the shares of UK companies and the ownership of 297 of
the UK’s largest listed companies; in-depth interviews with 120 companies, fund managers
and others concerned with the quality and regulation of company shareholder relationships
and information ﬂoWs; and studying the role of fund managers and other shareholders in the

resignations of the CEOs of 24 case history companies.

The growing importance of informal mechanisms of fund manager influence and networking
means that shareholder influence no longer depends on the formation of coalitions of the size
proposed by Scott, or the alignment of interests through formally constituted Shareholder
Protection Committees. A model of ‘extended ownership’ describes how effective control

may pass to the fund manager with the largest, but still sub-minority, shareholding,

- It is also crucial to understand that investment decisions by fund managers are influenced by
and related to a wide range of company and investor-specific factors. These are described and

the impact of their interactions on shareholder behaviour discussed.

This thesis is relevant to the current debate about the public role that should be taken by
institutional fund mangers in the process of corporate govemnance. Models of investor
behaviour which assume that fund managers are a homogenous investor type or which do not

take into account the key role of informal influence mechanisms are therefore of limited value.
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Introduction

This thesis addresses the long-standing debate about the ability of investors in public listed
companies to significantly influence or even control key board and management decisions.
Much of the recent interest in these issues has focused on increased public disclosure of

boardroom practices and standards.

My research shows that, in the UK, informal relationships between companies and their major
shareholders are playing an increasingly important role in influencing key aspects of corporate

strategy, major financing and investment decisions, and board membership.

In contrast, much of the academic work that has taken place, particularly in the USA, and in
general, over the last 15 years, on the relationship between share ownership and shareholder
influence, has focused on formal mechanisms of control through the ownership and use of
shareholder voting rights. Many of the theoretical papers written on these issues and the
empirical studies that have taken place have looked at the economic impact (for example, on
corporate performance, shareholder wealth and the value of management incentives) of the
differential treatment of shareholders (for example through the payment of ‘greenmail’) and
actions by incumbent managers to retrospectively constrain shareholders’ rights and influence
through mechanisms such as ‘poison pill’ defences. Many of these sorts of practices, which
were widely used by US companies during the 1980s (but a number of which were initially
developed in the 1970s), would have been (and still are) legally prohibited, or for regulatory
or other practical reasons impossible to initiate in the UK. However, in the USA, Longstreth
(1991) estimates that in the 1980s over 1,200 listed US companies adopted some kind of
‘poison pill’ defence against hostile takeovers, providing a rich and rewarding research

environment for US economists.

Much of the work on corporate ownership and the responsiveness of corporate managers to
shareholders’ interests has its roots in the pioneering study by Berle and Means (1932) who
sought to describe the supplanting of personally owned and managed business units by ‘great
aggregations .. under unified control and management’ (Means 1983b, p.299). Berle &
Means put forward the case that, ‘the separation of ownership and control increases ... the

market power that arises naturally from active competition among a few large independent
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corporations’ (Means 1983a, p.467), and that this follows the atomisation of corporate
ownership and the corresponding rise in managerial control. Although seemingly flawed in
some respects (for example, incorrect judgements were apparently made about the underlying
ownership of over half the industrial companies in their sample'), Berle & Means introduced
both a methodology, namely the use and analysis of share registers to determine underlying

ownership, and a typology to describe how organisations were controlled.

Their view that the majority of their sam;ﬁle of 250 major US companies were not effectively
controlled by anyone other than their managers (and certainly not by shareholders) led to the
rise of ‘managerialism’; a model which is implicitly behind much of current concemn with
corporate governance, the issue of who is ‘controlling the controllers’ and the role of

institutional investors in this process.

In the UK, interest in ‘corporate governance’, initially in the late 1970s and then more
intensely in the late 1980s, arose from coincident concerns. These can be summarised as the
belief, held by an increasing number of listed companies, that their institutional shareholders
were ‘short-term’ in their investment strategies and their evaluation of companies’ future
prospects. On the part of fund managers, there were growing concerns that there were too
few accepted standards about how companies should be run by their boards of directors and
respond to the interests and concerns of their shareholders. It therefore became increasingly
clear during this period, to many companies and their major shareholders, that a consensus
was lacking in relation to the nature of the ‘problem’ and how this should best be addressed in

order to benefit the major interested parties.

One response was Marsh’s (1990) review of the perceived problem of ‘short-termism’ by
institutional investors. Published by the Institutional Shareholders Committee, which through
its membership bodies represents a high proportion of UK institutional shareholders and funds
under professional management, this study represented a comprehensive articulation of the
financial ‘efficient markets’ model of the stock market, share ownership and the disciplines

and mechanisms of professional fund management.

! For example, see Nyman & Silbertson (1978).
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The background to my study is therefore multi-disciplinary. Chapter 1 (Ownership &
Management) and Chapter 2 (Shareholder Influence & Govemnance) review research from
sources reflecting sociological, economic and financial perspectives, as well as the published
views of interested parties more actively involved in the day-to-day management of corporate

- shareholder relationships.

The review which comprises Chapters 1 and 2 suggests that past models of shareholder
company relationships fail to satisfactorily describe the underlying dynamics of corporate

ownership and shareholder influence in the UK, for three main reasons.

Firstly, accurate, reliable information about the ownership of listed companies has been
| difficult to obtain, as it has had a high commercial value to the companies which specialise in
analysing the information and is normally considered confidential by their listed company
clients. This information is also only available for a limited number of companies - those
willing to pay for it to be compiled using information from their share registers. An alternative
is to use a proprietary database of ‘raw’ information compiled from companies’ share
registers, but these mostly contain details of nominee accounts which can only be
consolidated into useful information about fund managers’ shareholdings with specialist

knowledge and computer systems.

However, in 1994 Citywatch was founded to provide a more accessible and comprehensive
service to stockbrokers, with a regularly (monthly or quarterly) updated database of
information about fund managers’ holdings in all the major listed companies. The Citywatch
database for the Top 300 companies in January 1996 was made available for my research.
The analysis of this information provides valuable insight into the ownership of the UK’s

largest listed companies and the investment strategies of the largest fund managers.

Another source of information on share ownership in the UK has been the studies undertaken
by the then Central Statistical Office (CSO). HoweverAthese aggregated studies have given
little indication of potentially important differences between companies and also give little
insight into investors’ portfolios within the main ownership categories (pension funds,
insurance companies etc). In addition, by focusing attention on the beneficial ownership of

shares, and separating the holdings of UK and foreign investors, the CSO statistics have
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tended to lead to an under-appreciation of the extent to which shares in listed companies are

now under the control of professional fund managers.

Secondly, although many aspects of US models of company-shareholder relationships are not
applicable to the UK, due to the UK's different legal and regulatory environment and also for
- reasons of ‘accepted practice’, the implications and repercussions of the ‘arms’-length’, and
not infrequently adversarial and litigious, corporate-investor relationships in the USA, have
tended to dominate much academic thinking about the ‘Anglo-Saxon’ model of corporate
governance’. The substantial differences between the Anglo-Saxon (USA & UK) system and
those operating in counties such as Japan, Germany and France have tended to disguise, in
turn, important differences between the UK and USA. Since the publication of the Cadbury
Committee Report on ‘The Financial Aspects of Corporate Governance’ (1992) and shorter

accompanying ‘Cadbury Code’, awareness of these differences has increased.

Whilst the Cadbury Code, as currently being implemented by listed companies in the UK,
could provide a satisfactory model for the USA, as Black & Coﬁ’ee (1993) suggest, there are
many factors which make this unlikely. In addition to legal and regulatory hurdles, the wider
dispersal of share ownership amongst both private and institutional investors in the US also
represents a substantial barrier to the development and operation of a consensus-based Code
in the case of Cadbury one which is also substantially underpinned by informal relationships
and networking between the key participants, rather than the force of over-riding legal and
regulatory constraints on the relationships between the key participants. However, it can also
be argued that a weakness in the Cadbury Code is that it treats institutional investors as a
homogenous group and thereby underestimates important aspects and implications of the

level of concentration of ownership found in many UK listed companies.

Thirdly, models of shareholder coalitions fail to describe in any detail how these actually
operated. The existence of these groups was generally assumed in the absence of a controlling
minority shareholder, majority shareholder, or closely linked group of shareholders with a
majority or large minority interest. This assumption was supported by restricted evidence of

shareholder co-operation and knowledge of formally constituted Investor Protection

? For a comprehensive description and review of the development of the legal and regulatory framework in the
USA goveming company-shareholder relationships, see Roe (1994)
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Committees. Changes in share ownership since these coalition models were developed mean
that the holdings of many individual fund managers are now large enough, and the structure
of the ownership of many companies so concentrated that, in many cases, the largest
institutional shareholder alone has a combination of sufficient formal and informal power to
effectively control a company, without necessarily being a controlling minority shareholder
under any conventional definition’. This power is a result of both the concentration that
continues to take place in the UK fund management industry, reflecting the portfolio
performance and strategies of individual managers, and informal arrangements made between -

major shareholders.

I have researched these issues in three ways. Firstly, through an analysis of share ownership,
which uses the Citywatch database to analyse the ownership of the ‘Top 300’ listed
companies and the equity portfolios of the Top 50 fund managers investing in UK shares. In
December 1995/January 1996 these comprised approximately 83% and 50% of stock market
value respectively. This information highlights substantial differences in the structure of fund
managers’ equity portfolios and I use a number of ranking and concentration measures to

quantify and compare these.

Secondly, using qualitative research into the factors which drive the relationships between
listed companies and institutional shareholders, and the circumstances which enable
institutional investors to influence key aspects of corporate strategy, major financing and
investment decisions and board membership. :I‘his research was based on 120 in-depth
interviews, undertaken with: Company Chairmen, CEOs, Finance Directors, Company
Secretaries and Investor Relations Managers; Brokers; Fund Managers and Regulators; and
others concerned with the management and intermediation of company-shareholder
relationships. These interviews took place in the Summer and Autumn of 1993 and early

1994.

Draft copies of a Report based on these interviews were sent in the Autumn of 1994 to all
those interviewed (see Appendix I) and the comments received were taken into account when

preparing Chapters 4 to 7, which are closely based on that report®.

* Berle & Means (1932) and Florence (1961) used a shareholding of 20% as the threshold for minority
control, Scott (1986 p.50) 10%.
* The final version of this report was published as ‘Ownership & Influence’ by the Institute of Management,
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This fesearch strongly indicated that informal control mechanisms were the primary means
through which the largest institutional shareholders of under-performing companies sought to
influence key board and management decisions. A huge amount of material was gathered in
the interviews on these and related issues. Although this is summarised in Chapters 4 to 7, the
analysis fails to capture many of the comments and disclosures that were made with respect to
individual companies, fund managers and the personalities involved. The interviews were
undertaken on the basis that none of these specific comments would be attributed or

- published in my thesis, yet there is no doubt that this material is extremely pertinent and
provides an important bridge between the general statements set out in Chapters 4 to 7 and
the case histories of CEO resignations which are summarised in Chapter 9 and set out in more
detail in Appendix K.

To provide this bridge I have created a ‘Composite Case History’. This is based on the many
company and fund manager specific references made in interviews but which could not be
used or quoted directly because of the issue of confidentiality. The Composite Case History
forms Chapter 8 of my thesis and describes the progression of shareholder intervention in a
company in which a number of management and financial problems emerge. These become of
increasing concem to the company’s major institutional investors and eventually undermine
their confidence in the executive directors, leading in turn to the resignation of the Finance

Director, CEO and Chairman over a period of months.

Twenty four actual case histories of CEO resignations in poorly performing companies are
set out in Chapter 9. Although each of these case histories is inevitably more specific than the
Composite Case History which forms Chapter 8, the close relationship between the
Composite Case History (based on interviews) and actual case histories (based on press

accounts) is very apparent.

The ownership information analysed in Chapter 3 closely supports the views expressed in the
one-to-one meetings. Rather than needing to operate in extended ‘coalitions’ of possibly 20

fund managers to influence the board or management of a company, far fewer fund managers

London School of Economics (Gaved 1995). A summary of this material was also included in a more recent
paper published by Institute of Accountants in England and Wales on ‘Closing the Communications Gap:
Disclosure and Institutional Shareholders’ (Gaved 1997).



Introduction 17

are now typically involved. Although ownership concentration declines with company size (in
terms of market capitalisation), the Top 10 fund manager shareholders of a typical (‘modal’)
Top 300 company control approximately one-third of the shares and the Top 5 fund

managers around one-quarter.

This analysis and the material obtained from interviews supports the view that the greatest
shareholder influence typically lies with the Top 3 or Top 5 fund Mager shareholders. In
practice, the interests of these investors is often closely related and rather than form an active
coalition (involving perhaps meetings and agreed objectives), the largest shareholder takes the
lead in representing the views and interests of companies’ major shareholders where there is a
particular requirement to do so. This will typically be triggered by a loss of confidence in the
CEO, board or managemeni team and a deterioration in past or forecast financial

performance.

I have described the role of companies’ lead shareholders in these situations as being one of
‘extended ownership’, in which the biggest shareholder takes the dominant role with at least
the tacit approval of other large shareholders. Although this may represent a weak form of
coalition, it can be argued that the concept of a coalition ties in more closely with the formally
constituted Investor Protection Committees which were not unusual in the 1980s and earlier,
but which appear to have seriously declined in number and individual importance during the
1990s.

The relationship between companies’ major fund manager shareholders is both more focused
than implied by the term coalition, due to the emergence of lead shareholders and their
importance through extended ownership, and more diffuse, because arrangements between
fund managers appear to be a good deal less formal than they were in the past. Informal
arrangements have replaced more formal structures, and the concentration of ownership
found within many companies provides a strong platform for their largest fund manager
shareholders to act as the dominant source of external influence on a CEO, or board or

management team.

My third area of research looked for evidence of shareholder intervention in under-

performing companies. From the interviews summarised in Chapters 4 to 7, it is clear that
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financial under-performance is the most common trigger for intervention by fund managers in
the affairs of a company, in which they may seek to influence corporate strategy, key board

decisions and even board composition.

As set out in Chapters 4 to 7 and the composite case history (Chapter 8), much of the
attention of fund managers is directed at the leadership, performance and credibility of the
CEO’. In cases where institutional investors or other major shareholders have lost confidence

in the CEO, they may seek the resignation of the CEO from the company.

In Chapter 9 I describe how I have identified 18 companies in which there is either strong or
circumstantial evidence of shareholder influence contributing to the immediate resignation of
the CEO (ie leaves the company the same day) in 1995. This group comprises approximately
12% of the 150 companies which announced the resignation of their CEOs in 1995 and one
quarter (26.1%) of the 69 companies which had below average shareholder returns and which
announced the resignation of their CEOs in 1995. In the case of three companies (Calor,
Central Motor Auctions, News International) the CEO resignation was apparently influenced
by a majority non-financial shareholder (SVH, the Myers family and News Corporation/
Ruper; Murdoch respectively). In a fourth case (the computer games retailer Rhino) the CEO
was ousted by the management team from Electronics Boutique, which had taken a 29.9%
stake in Rhino.

In the other 14 companies, the analysis of news stories and ownership of the company either
directly or circumstantially implicates fund managers in the resignation decision. In nine of
these cases I have rated the evidence to be very strong and in the other five the evidence to be

more circumstantial,

In nine companies it appears that a small coalition of the companies’ top three to five
shareholders were the primary source of influence, in which the largest fund manager
shareholder may well have taken the leading role. In the other five companies it appears that
the largest fund manager may have acted alone, without having had the need to form even a
loose coalition or to act as the lead shareholder representing the interests of other

shareholders. In three of these companies PDFM was the dominant financial shareholder

® Although other titles may be used, the most common being Group Managing Director.
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(Hickson, Mowlem, United Carriers). In the other two cases, Top 10 fund managers MAM
(OMI) and M&G (JLI) appear to have taken the dominant role.

The analysis of fund manager portfolios (Chapter 3) shows that these three fund managers are
amongst those which are most willing to take above average or ‘overweight’® stakes in
companies, apparently increasing their investment risk. Why are fund managers prepared to

do this?

My qualitative investigation (Chapters 4 to 7) suggests that the UK's largest active fund
managers adopt this investment strategy because they are able to commit sufficient internal
resources to effectively monitor companies and-thereby reduce investment risk below the
level incurred by other investors without the same internal monitoring resources and skills.
The two most important ways in which investment risks associated with large holdings are
reduced are, firstly, through improving the quality and breadth of information flowing into
fund managers’ investment decision taking and portfolio management processes. For
example, closer direct contact with a company’s senior exécutives enables a fund manager to
assess their personal management skills and better evaluate the statements made directly by
the management team about the company as well as information indirectly received by the
fund manager from third party sources (including competitors, customers, trade papers and

brokers analysts).

The second reason is that, through being better informed and in more regular contact with the
executive directors and possibly other senior managers, a fund manager is more likely to be
able to effectively and credibly bring informal influence to bear on the company relative to

other shareholders.

Thus through being better informed (but without necessarily requiring the disclosure of
‘inside information’) and a credible source of shareholder influence, investment risk is
reduced. The argument for active investment monitoring and corporate governance processes
is therefore that they will yield higher portfolio returns on both a risk and cost adjusted basis,

relative to the market as a whole.

¢ Portfolio investments in individual companies are often described as under or overweight relative to the
stock market as a whole or the constituents of a reference index.
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Whilst the Cadbury Code provides a formal framework for corporate governance and
shareholder oversight, principally through defining the roles and responsibilities of NEDs
more clearly in relation to those of the whole board, just when shareholder influence is
generally becoming less formal. In particular, Investor Protection Committees, used in the
past to co-ordinate coalitions of institutional shareholders, are now of declining and probably
negligible importance. They have been replaced by informal relationships between an elite
group of fund managers, acting in small groups and working through personal influence on
companies and their boards. These informal coalitions exercise control over troubled
companies through the actions of ‘lead shareholders’, which typically have holdings
significantly below those previously thought necessary for the exercising of minority control. I
have called the incfease in shareholder influence occurring in ihese situations ‘extended

ownership’.

The idea of ‘extended ownership’ encompasses both cause and effect, as large active fund
managers have come to realise that they need to take large stakes in companies they favour in
order to have a significant impact on investment performance. At the same time, company
specific risks are controlled through increased monitoring and the more general corporate
governance framework set out in the Cadbury Codes and supporting Codes and standards (eg
about boardroom pay, and reporting on companies as going concerns and the adequacy of
their internal controls). If risk and market adjusted total shareholder returns are average or
above, large actively monitored shareholdings should be associated with higher levels of
‘investment comfort’ and therefore greater stability and reduced likelihood of dis-investment
compared with smaller shareholdings, which are more likely to be associated with lower

levels of monitoring and, as a result, higher investment risk.

This apparent loyalty on the part of companies’ major shareholders, is however, a double
edged sword, as the objectives of fund managers and the companies do not necessarily
coincide and as the number of companies held in actively managed investment portfolios
tends to decline, fund managers naturally become more critical of their investment choices. In
many cases, the size of the stakes held strongly influences the response of fund managers to
declining performance, missed opportunities, self-serving and faltering management, but other

portfolio-based and company specific factors are also important.
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However, as Ball (1990, 1991) recognises, the relationship between owners and "the owned'
will always be in a state of ‘creative’ tension, reflecting fundamental differences in the
objectives of fund managers in particular, and the companies in which they invest. I hope that
this thesis will provide a useful model of some aspects of this asymmetry, with particular
reference to the exercising of ownership rights and informal influence by institutional

investors.

To summarise: Chapter 1 and Chapter 2 comprise a review of literature raising issues relating

to share ownership and the rights and responsibilities of companies and shareholders.

Chapter 3 provides a quantitative  analysis of both published and original data about the

ownership of UK listed companies and the structure of fund managers’ equity portfolios.

Chapter 4 looks at key aspects of fund management, whilst Chapter 5 reviews how investors
become knowledgeable about companies and how the latter seek to keep shareholders
informed.

Chapter 6 looks at some of the formal mechanisms available to shareholders if they wish to

exercise ownership rights and influence over a company.

Chapter 7 analyses mechanisms of informal control, the informal relationships and networks
which exist between senior fund managers, and the issues they and other shareholders
consider when deciding if they should try to influence the board or management of a

company.

Chapter 8 is a composite case history, describing the relationship between a company and its

major financial shareholders in response to financial, management and strategic problems.

Chapter 9 describes the selection of companies whose CEOs resigned in 1995 and the

analysis of press stories and Citywatch and other ownership data about these companies.

My conclusions are set out in Chapter 10.
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I Introduction

In this Chapter I review previous work in the fields of corporate ownership (Section II) and

management and institutional influence (Section III).

In the UK, ideas and information about ‘private’ share ownership have been caught up with
those of ‘wider share ownership' and the Government's privatisation programme, which
started in the 1980s. In this Section I look at how these ideas emerged and became
intertwined, and also the underlying fiscal forces pushing investors towards collective, and in
many cases contractual, savings schemes. Pefsonaj Equity Plans (PEPs) and employee share
ownership schemes, and the relationship between these and direct ownership, are also

reviewed.

The management, ownership and performance of companies under different forms of
ownership have been studied a great deal, particularly in the USA. In Section III, I review the
literature on the relationship between managers, ownership and corporate performance. The
evidence is mixed, and important issues are raised about: the alignment of management
objectives with those of shareholders; the ability of managers to extract private benefits from
companies; and the problems shareholders have to address in terms of the separation of

management and ownership.

Mutual mistrust often results from this separation. In practice the shape of management and
shareholder horizons are probably rather similar, but each group wishes the other took a

longer-term view'. In response to this mutual asymmetry, managers may seek to entrench

! For example, models of the value of future earnings from current and planned activities and investments are
seemingly based on similar assumptions, which may include the current values of future cash flows. However
it is important to remember that investment decisions by managers require a commitment for a project to
actually happen; in a sense their valuation of the project becomes fixed at the moment of decision and
subsequent choices are significantly constrained by this determination. In contrast, investors are able to
continuously re-evaluate projects and the current value of expected future cash flows and the impact of these
on shareholder value. Managers do not have this freedom, nor at the time of investment decision are
shareholders as well informed as managers. Therefore at no point in time will both the information possessed
and the value of this information to managers and shareholders be the same. The more flexibility managers
have in influencing the outcome of a project in the light of new information and the more informed are
investors, the lower value discrepancies are likely to be and the lower the risk (in terms of perceived eamings
volatility) to investors and the higher the value that will be placed on the company. See Marsh (1990, p.11)
for a description of the time horizons over which future dividends are valued.
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their position and shareholders retain the right to freely transfer their part-ownership of the

company to a willing buyer.
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II' Narrowing Share Ownership

The ownership by the private individual of shares registered in his or her name is the simplest
and most direct' definition of private share ownership, one also used in a recent study of
private share ownership in the USA (Poterba, 1993). This is also the narrowest definition of
| private share ownership and needs to be distinguished from other forms of private share
“ownership', in which individuals can be identified as beneficial owners but the shares involved
are legally controlled by a trust or intermediary and are registered in the name of this

(impersonal) third party on the companies' share registers.

Typically shares held in employee savings schemes and share plans are under the control of
trustees, and investments in Personal Equity Plans (PEPs) are controlled by professional fund
managers. Although normally included in CSO and Government statistics about private share
ownership (see Chapter 3) these forms of ownership are essentially collective and not
individual, with personal share ownership rights either absent or significantly curtailed. The
distinction between direct and beneficial ownership of shares by private individuals is
important when reviewing the changes which have taken place in the ownership of shares in
recent years and the increasing dominance by institutional investors of share ownership in the
UK.

A  Privatisation Programme

Both the promotion of employee share ownership and the introduction of PEPs were
elements of the Government's self-professed drive in the 1980s towards ‘wider share
ownership', the major component of which was the sale to members of the public, through
Public Offers for Sale, of shares in companies previously exclusively in Government

ownership.

However, the privatisation programme, employee share ownership and PEPs did not start to
constitute a coherent programme until after the 1983 election (Grimstone 1987). PEPs,
although announced in the 1986 budget, were not in fact introduced until 1987.
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Both Grimstone (1987) and Kay & Thompson (1986) identify a speech by Moore (1983) as
establishing the policy framework for the Govemment's privatisation programme and the role
of wider share ownership within this, in which wider share ownerShip was described as the
‘Promotion of a kmd of popular capitalism’ (Kay & Thompson 1986, p.19), although these

ideas had previously been set out before the Conservative re-election in 1983 (Moore 1992).

However coherent these policies may have sounded in policy papers (Moore 1992) or
speeches (Moore 1993) or the House of Commons (Ridley 1981), Kay & Thompson (1986)
believe that ‘any objective which seems achievable [wa]s seized as justification’ (p.19) by the
Government and the communicators of its policies. Although Ridley (1981) asserted in the
House of Commons that ‘the more all our citizens own capital .. the better it will be for
political reasons’ the view of Kay & Thompson was supported by Grimstone (1987), who, at
Schroders, was closely involved in the development of the privatisation programme. He
describes the structuring of the first sale of British Telecom shares and the directing of the
marketing programme to the general public as taking place because ‘new distribution
channels would be needed’ (p.24), and the subsequent sale of British Gas using very similar
techniques as ‘pragmatic’ (p.24) because of the size of the issue. Grout (1987b) also identifies
the BT flotation as ‘not only present[ing] a change in the fortune of -the wider share
ownership programme, but also a major change in the policy itself” (p.60). |

Brittan (1986) saw these and other privatisation sales to the general public, and the massive
increase in the number of private shareholders which resulted (from around three million at
the beginning of the 1980s to over 11 million in the early 1990s) as providing the Government
with a strong constituency against re-nationalisation of the enterprises (by some future
Labour government®). However, Brittan thought that the substantial incentives given to the
‘new’ shareholders represented a regressive subsidy, from the general body of taxpayers to

the enlarged shareholder class.

* This objective appears to have been successful by 1989, when 'The [Labour] party's policy documents
stress[ed] the need to work with markets, rather than replace them with the tools of a command economy'
(Kellner 1989, p.35) in marked contrast to the position seven years earlier when party policy was strongly
opposed to share ownership 'by private individuals, through [which they could] reap the benefits of the
collective effort of others' (p.35).



Chapter 1: Ownership & Management 27

Brittan also argued that one of the reasons for the final scale of the privatisation programme
was that it ‘proved technically easier and politically more acceptable than originally proposed’
(p-35) and coincided with other government objectives, including an end to the Government’s
inability to control the expenditure/investment of nationalised industries and the need for the

Government to finance expenditure in other areas.

That neither of these were at the forefront of the Government’s 1979 election manifesto is
perhaps understandable; instead privatisation was presented as a way of increasing
competition and improving services to customers. Other components of this policy were
decentralisation, reduction of monopolies and contracting out public sector work (Grimstone
1987). Nevertheless, by 1986 Goodison, as Chairman of the Stock Exchange, was able to
- claim that ‘wider share ownership has got on to the agenda’ in its own right (p.5) but voiced
the concemn that ‘the growth of contractual savings institutions ... has been at the sacrifice of

more direct personal involvement in the risks and rewards of industry’ (Goodison 1986, p.5).

The emphasis by Goodison on contractual savings is significant, because non-contractual
institutionalised savings, such as Unit Trusts were not seen as having created an extensive
‘consumer franchise’, witnessed by the widely (if not wildly) fluctuating levels of sales and
repurchases by Trust managers (Kempster 1990, p.28).

In fact, it is now clear that, although the Government's privatisation programme established
something of a consumer franchise for privatiszition issues (purchased through the primary
‘market), this did not extend to the secondary market either in respect of individual companies

(analysed in Chapter 3) or the stock market in general (CBI 1990).
B The Gap Between Primary & Secondary Markets

The division between the primary and secondary markets for shares is critical to an
understanding of the impact of the privatisation programme on private share ownership.
Although the privatisation programme was a primary market activity, at least one
Conservative thinker connected this with an opportunity to ‘arrest the downward trend in the
individual ownership of company securities’ (Redwood 1986, p.7) and ‘reduce political

tensions that come from misperceptions of the City as a rich man’s casino’ (Redwood 1990,
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p-2). Perhaps based on his prior experience as a fund manager in the City, Redwood also
believed that greater private share ownership would ‘pfovide firmer underpinnings for the
large liquid London markets”” and that ‘small shareholders are often long-term investors’
(Redwood 1990, p.2). This view was shared by the Institute of Directors (I0D) (Bracewell-
Milnes 1987) and Cadbury (1990) when discussing the proprietorial role of personal and
family based shareholdings in the post-war period. However, Grout (1987b) thinks that
‘many of the privatisation holders may simply see themselves as being in the position of
traders with no information and high transaction costs® .. in which case the widening of share

ownership may stop as abruptly as it started’ (p.73), a concern shared by Skidelsky (1992);

Like Goodison (1986), Redwood also voiced concerns that the individual was ‘seldom
interest[ed] in the nature of the investment his [pension] fund managers make, vital though
they are to his future prosperity’ (Redwood 1986, p.8). Indeed, he argued that the component
investments of pension plans should be transferred to the direct control of a beneficiary ‘in

proportion to his contributions and entitlements’ (Redwood 1985, p.14).

Although the latter proposal appears impractical in terms of the restructuring of occupational
pension schemes, the idea of pension ‘portability’ is now to be found in transferable pension
rights and personal pension schemes, and the idea of ‘transparency’ in the annual statements
of fund value, as well as projected benefits, produced by many occupational and personal

schemes.

As Hutton (1988) describes, before the onset of the Government’s privatisation programme
‘traditionally shareholding had been for an elite class in Britain’, partly because ‘at least half
the population are excluded simply because they have no cash’ (Hutton 1988, p.3). This
problem, and the limits the sale of shares would place on the breadth of share ownership were

* Breedon (1993) found that the distribution of stock market trades by size was quite different between Rolls-
Royce (privatised) and Iloyds Bank and Marks & Spencer (both long-established listed companies), with
Rolls-Royce showing many smaller trades. Whether this makes any significant contribution to the level of
liquidity experienced by large (institutional) traders is not clear, although there are presumably benefits for
other small traders.

* For example, although explicit (commission) costs have remained steady for some years for private
investors, their orders are normally executed at the touch (bid-offer spread, which ranges from 0.7% for FT-
SE 100 companies up to 6% for less liquid stocks) whereas professional investors frequently deal inside the
touch, considerably reducing their implicit transactions costs. However, since Big Bang (in 1986) the
Sccurities & Investments Board (SIB) believes that retail investors have benefited from the more efficient
processing of orders, whilst admitting that 'The LSE's trading structure in principally designed to meet
institutional preferences for liquidity, and is generally perceived to do this very well’ (SIB 1994).
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also recognised by other proponents of even wider, ‘universal’ share ownership through the

giving away of shares (see Letwin & Letwin (1986) and the SDP (1986) for example).

Although Hutton argues that this wealth-based ceiling on the extent of shareholdings meant
that ‘so long as the next privatisation is bigger, then you stand a good chance of extending
share ownership. But with anything smaller, the shares are likely to be taken up by existing
share owners’ (p.8) evidence from a number of surveys suggests that the overlap between
successive privatisations was comparatively weak and that the success of each privatisation
was as dependent on attracting first-time shareholders as on existing owners buying shares
again. It is the preponderance of the former group of ‘one company share owners’ - which
accounted for approximately half of all shareholders by 1990 - that led to increased awareness
of the “thinness’ of UK share ownership (see, for example, Gaved & Goodman (1992)).

Although Government policy has made only a limited contribution to the ‘deepening’ of
_direct share ownership (for example by the reduction of stamp duty), the supposed citizen-
based benefits of wider share ownership were consistently articulated during the late 1980s
and early 1990s - see for example Lamont (1991a, 1991b), Shaw & Marsella (1990), HM
Treasury (1990).

Others saw additional benefits, including those of private shareholders adding to the diversity
of investment views and ‘a greater willingness to move in the opposite direction to the herd of
investment management’ (Hugh-Smith 1990), and a belief by the National Economic
Development Council (NEDC) that ‘the accumulation of share portfolios would cheapen the
cost of equity finance to industry’ (NEDC 1990, p.6), although no explanation was provided
by the NEDC as to why this should be the case, nor would this view necessarily be held by
supporters of efficient market models of the stock market (eg Marsh 1990).

However, the NEDC did identify that the bulk of private wealth lay in owner-occupied

housing and that this acted as a barrier to the wider ownership of equities’. This is an issue

3 Perceptions that owner-occupied housing is 'a sound investment' has been substantially driven in the past by
high rates of inflation in house prices. In periods of low inflation it is not clear that the fiscal treatment (the
principal element being Capital Gains Tax (CGT) exemption) of housing will be seen as so attractive, given
that potential capital gains liabilities are at least partly shielded through indexation. Only when house prices
inflate above RPI is the CGT exemption valuable. On this basis, house price inflation below or in step with
RPI will make other forms of investment relatively more attractive than they have been in the past, although
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raised by Grout (1987a, 1987b) in the context of portfolio diversification of both financial and
human capital. Grout is of the view that the minimal impact that small, directly held, share
portfolios make on the variance implicit in an individual's total portfolio, means that there is
little to choose between a direct portfolio and an investment in a collective (though not
necessarily contractual) vehicle such as a unit trust. This is because, although collective
schemes incur higher explicit costs than direct share ownership, these may well be less than
the (implicit) monitoring costs which would be incurred by a single private investor making

rational investment decisions.

Direct private investors are seen as essentially ‘passive’ in nature (see Hutton and Scott
(1990) for an account based on British Telecom shareholders) and appear to diversify their
portfolios less than expected (King & Leape 1984). Grout (1987) sees thiS as consistent with
long-term investment horizons and the relatively high transactions costs incurred by private
shareholders with modest portfolios. Oldham (1990) also discovered that private investors in
the UK are very price resistant to even basic portfolio management services of the kind

provided through High Street banks.

Shleifer & Summers (1990) have shown that the activity of private share portfolios in the
USA is affected by whether the individual is personally making the investment decisions or
whether the portfolio is managed on their behalf by a professional manager - although based
on the Poterba (1993) definition this kind of “ownership' would be classified as institutional
and not direct.

The 1980s were therefore characterised by a massive widening in the number of private share
owners, both created by and contributing to the success of the Government's extensive
privatisation programme. Apart from Redwood's (1986, 1990) comments specifically relating
increased private share ownership through the privatisation programme to the secondary
market for companies' shares, government interest in wider share ownership was strongly
focused on its own interests and need to distribute large quantities of primary equities into the
retail market and, at the very least, establish a competing source of demand to the institutional

sector. However, based on the evidence of Grimstone (1987) and Kay & Thompson (1986) it

there is little likelihood that this will be preferentially diverted towards direct share ownership and away from
collective schemes PEPs, Pension Plans or employee share ownership schemes, all of which benefit from
different degrees of fiscal privilege superior to direct equity investments.
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is fairly clear that it was only over a period of several years and with the benefit of hindsight
that these requirements joined the facilitation of employee share schemes and PEPs to create
a ‘wider share ownership’ programme of any coherence, and one in which long-established

listed companies were to play only a very limited role.

C Fiscal Factors

Goodison (1986) lamented that the greatest part of personal financial investment was made
through collective vehicles operated by professional fund managers. The basis of these
collective schemes has been overwhelmingly tax driven, different types of investment schemes
benefiting from varying degrees of ‘fiscal privilege’. This has meant that, in the early 1980s,
the choice of investment scheme could make a difference of at least three times the effective
after tax rate of return (Hills 1984). Goldsmith (1969) believed that the use of level premiums
by many of these schemes was also a significant contribution to the rise in life assurance and

pension fund assets.

Although it is clear that degrees of fiscal privilege converged in the period 1979-1988
(Saunders & Webb 1988), pension funds continue to attract and retain savings far more than
any other kind of financial investment (the only other comparable, and competing, source of
personal wealth being housing), while the overall impact of the differential treatment of
savings mechanisms and their impact on different classes creates a ‘mosaic of different
regimes’ (IFS 1989). Many savings investment vehicles are long-term, but in the USA,
mutual funds (broadly equivalent to investment and unit trusts in the UK) attracted huge
flows of retail funds in the two year period 1993 and 1994. Kaufman (1993) saw these
massive retail investments as being made in response to the decline in short-term interest rates
and believed that the subsequent disinvestment, when interest rates rose, would add to overall
market volatility and the risk profile of investing households. He contrasted this scenario of
direct investment (albeit through collective vehicles) to long-term, normally level premium
savings products which typically involve the intermediary (an insurance company or bank for

example) allocating some of its own capital to reduce the volatility of returns to investors.
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The introduction of PEPs in 1987 (offering two of the three key tax privileges enjoyed by
pension funds’) was positioned by the Government as an extension of its wider share
ownership programme, but as Lee & Saunders (1988) and the IFS (1988) describe, PEP tax
privileges appealed most to existing shareholders and the relatively sophisticated investor.
Part of the reason for the limited initial response to PEPs may well have been their complexity
and restrictions on investing in collective vehicles such as investment and unit trusts. An
easing of the restrictions in 1989, and a change in the annual 11m1t resulted in an increase of
250% in the number of plans taken out in 1989/90 and an increase of 375% in the amount
invested (Inland Revenue 1990) compared with the previous year; evidence indeed of the

impact of tax incentives and legislation on the pattern of personal investment’.

The softening of the rules surrounding PEPs was seemingly undertaken in response to the
Government's growing realisation that PEPs were not successful in significantly increasing
direct stock market investment (Lee & Saunders 1988), largely because PEPs required the
operation of nominee accounts by plan managers, which presented a significant and costly
barrier to the maintenance of ownership rights’. However, the changes made to PEP
regulations since their introduction in 1987 have done little to address this issue and PEPs are
now largely collective investment vehicles, operating in a similar way to Investment and Unit
Trusts and operated by the same fund managers. Although often included in accounts of
progress towards ‘wider share ownership’ PEPs are largely outside the scope of descriptions
of direct share ownership because, although linked through being part of the Conservative
Government's political agenda for *wider share ownership', they are managed by professional
fund managers in much the same way as other collective funds. They therefore present

similar, continuing and significant ownership barriers to the investor.

® These being the tax free treatment of income received by the fund and capital gains made within the fund.
The third significant benefit enjoyed by pension funds but not by PEPs is tax rebates at the marginal rate of
tax on contributions (to a maximum ceiling); this tax benefit therefore effectively compounds tax free within
the fund. Funds taken from a PEP are however completely tax free (whether as a Jump sum or as a series of
'income’ type payments) whilst income derived from a pension policy (possibly through the operation of an
annuity) is taxed, although part of the total value of a pension policy (now generally 25%) can be taken as a
"tax free' lump sum. :

7 See Wirth (1986) for comments on the impact of the ERISA legjslation on savings patterns in the US.

* For example, many plan managers made a charge (of around £10.00 per occurrence) for forwarding Annual
Reports or arranging for an investor to attend an AGM of a company in which they, through their PEP, held
shares. '
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D Employee Share Ownership

Employee share ownership represents the third component of the Government's wider share
ownership policies (HM Treasury 1990), both in respect of companies which have been
privatised by the Government and others, although as Poole (1988) observes, the adoption of
schemes has been uneven, depending both on the size and industrial relations/organisational

style of the organisation.

Employee share ownership has long been one of the objectives of proponents of
increased/wider share ownership (for example, see Temple 1990), although it is not clear
whether employees fully value their participation in schemes of which they are members or
understand the significance of the correlation between (or ‘bundling’ of) their financial capital
held in a scheme and their firm-specific human capital held in the same organisation (Grout
1988). However, while it appears that the share prices of companies with employee financial
(equity) participation perform on average better than firms without such schemes
(Richardson & Nejad 1986), there is no evidence that there is any direct causality (for

example both may reflect the impact of better/more enlightened corporate management).

Were it not for the tax benefits associated with employee share schemes approved by the
Inland Revenue, this suggests that employees should invest in any comparny but their own
(and, for correlation reasons, preferably one in a completely different industry) in order to
avoid the problems of tying together returns from their human and financial capital. This view
was also shared by the TUC (1990): ‘if shareholding is seen as a means of increasing wealth,
then most workers would be well advised to build up a portfolio of other shares, in addition

to those which they might get free or cut price’ (p.7).

As Langdon, a promoter of employee share schemes, comments (1989, p.8) ‘a prudent
financial advisor would probably advise individuals not to hold a significant proportion of
their savings in shares of the company which employs them’®. But as such schemes are seen

as valuable by corporate managers and provide tax incentives (and so much of savings

® Echoing this concern, Williams (1991) comments that 'the cold verdict of the market on a company's share
price can leave its mark on others in the organisation in addition to the board and CEO. We have very broad
equity participation amongst our employees and the fluctuations in our share price, particularly when they do
not appear to correlate with news or information published by the company [Oxford Instruments] causes
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behaviour is tax-based (Saunders & Webb 1988)), the benefits are seen as outweighing the

potential disadvantages.

The motivations of companies in supporting such schemes may be less altruistic than
generally thought, as restricted executive share option schemes have been introduced and at
four times the rate of ‘all employee schemes’ (Young 1989). One mechanism for the funding
and operation of employee share ownership is the use of an Employee Share Ownership Plan
(ESOP). Although these have hardly been adopted by UK listed companies for a number of
legal and tax-based reasons, their use in the US is much more widespread ‘one by-product of
the development of the ESOP in the US [being that] employee share blocs can be seen as a
useful weapon to a company in the event of a hostile takeover’ (Graham 1990, p.46).

In common with many corporate managers, even strong proponents of employee share
schemes (see, for example, Breenan 1988) accept that it has not been proved that such
schemes work, but a second cause for concern is that corporate managers believe that such
schemes are essentially costless and may even be a cheap way of raising capital. As
Richardson & Barnes (1991) show, this is not the case; shareholder dilution does occur and
such schemes are therefore far from costless. Richardson & Bames therefore regard the
widespread adoption of unproven and unmonitored share schemes as supporting the
managerialist model of corporate control in which managers (and their staff) capture benefits
at the expense of shareholders. But, as Young (1989) notes, these schemes have also been
‘approved in committees of Non-Executive Directors (NEDs), in general meetings of

shareholders and by the discrete but powerful subcommittees of the institutions’ (p.9).

These concerns are shared by the National Association of Pension Funds (NAPF), the
industry body representing pension fund trustees and companies operating schemes for their
employees. The NAPF (1992) recbgnises that employee schemes claim to achieve
incentivisation, and may play a useful role in aligning the interests of employees and
shareholders and therefore may benefit both the company and its éhareholders, but actually
feels that well structured profit related pay and cash bonus schemes are generally more
appropriate. Certainly, there is evidence of only a weak alignment between participation in

share schemes and measures of commitment to the firm and other work attitude measures

pressure of a different, but altogether very real variety ..'.
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(single plant study, Dewe, Dunn & Richardson 1988), a view shared by the TUC: ‘The view
that individual ownership of shares in an enterprise is an effective means of involving the

workforce in its strategic direction is .. overstated’ (TUC 1990, p.8).

Proponents of employee share ownership have previously argued that the concem of
shareholders with the dilution of both ownership (a current cost) and pre-emption rights (a
potential cost) has placed unwarranted hurdles in the wé.y of more extensive employee share
ownership, but there is little doubt that employee share ownership involves transfers from

existing shareholders and other taxpayers to the beneficiaries of these schemes.

Whether executive option schemes involve the same transfers, and in particular imply no net
gain to shareholders is open to quéstion. Nyman (1974), for example, found in the USA a
significant and positive relationship between the value of directors' holdings, company profits
and growth (in revenues), although a relationship was not found between measures of
corporate performance and the percentage of shares in issue held by directors. Instead, the
relationship between ownership and performance is found in significance of directors' stakes

to their personal wealth.
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III Management, Ownership & Corporate Performance

A Models of Management Behaviour

Agency models of the corporation are based on the principle of alignment between the
interests of shareholders (as' owners) and managers, as their agents. Much effort is put into
the design of executive and director compensation and share ownership schemes which best
achieve this élignment over different periods of time; typically at board level with a three to
five year performance horizon in mind. These schemes are created with the belief that the
closer the alignment, the more likely it is that managers will work to further their own
financial interests in ways which will also produce maximum rewards to shareholders. In these
schemes, the alignment of interests is not left to chance but becomes an explicit linkage. The
structure of these schemes has become of increasing interest to institutional shareholders in
both the UK and USA, although their direct control of the operation and terms of these
schemes remains comparatively weak. In the UK this led to the establishment of the CBI-
initiated Greenbury Committee in 1995 and the subsequent publication of the Greenbury
(1995) Report and Code.

Agency models of management behaviour will therefore predict that the interests of managers
and shareholders should become increasing aligned as managers' direct shareholdings in their

employing company increase.

In contrast, managerial models predict that, as managers' share stakes increase, so too will
their control of the corporation to the detriment of other shareholders. Such self-serving at
the expense of other shareholders will be indicated by reduced returns to all shareholders, as
corporate value is endogenously captured by the internal management group. This model
suggests that, as managerial control of the corporation increases through share ownership
managers are increasingly able to successfully deflect corporate profits and wealth to their
own ends, before net corporate earnings become attributable to shareholders, in which they

would only share a part.

The case for such management expropriation in situations in which managements’ influence

was sufficiently strong, through share ownership, was put forward by Jensen & Meckling
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(1976) and formed the basis of a study by Morck, Schleifer and Vishny (1988) using a
composite measure of corporate wealth (Tobin's Q). They found that with stakes below 5%"°
there was a positive relationship between management ownership and performance,
aﬁparently supporting the agency model of management behaviour. However, in this study
the cauée and effect may be the other way round, as it can also be argued that already
successful companies are more likely to reward their managers with stock options, which are
subsequently exercised and the resulting shares retained by managers increasing their direct
holdings and possibly also reducing their taxation liabilities (in the USA) after a further

holding period.

Morck et al also found that for management shareholdings of between 5% and 25% there
was a negative relationship between size of stake and corporate performance. This result
suggests that managers were using their position to extract wealth from shareholders, but that
their personal loss (as shareholders) was below their personal gain as members of the internal
management group who ‘squander corporate wealth’ (Morck et al 1988, p.293)!!. Above
25% there was also a positive relationship between ownership and performance, suggesting
that managerial and shareholder interests had again converged. A similar result was found by
Wruck (1989) when investigating the impact of announcements of public and private equity
sales in the USA, sales which entrenched management in the 5-25% shareholding range had a
negative impact on firm value, as did other announcements indicating shareholder

entrenchment.

Holderness & Sheehan (1988) made a comparable study looking at both managerial
shareholders and non-personal majority shareholders (ie with stakes in excess of 50%) and
found a similar lack of expropriation for both groups, which does not support Manne’s
(1964) prior assertion that the value of a large/majority holding in a corporation is the
additional compensation and perquisites that the controlling security holders can accord

themselves. It would appear that at high levels of ownership'?, the costs of self-serving

1% Gordon (1966) found that the median aggregate holding of management was only 2.1% of the issued share
capital of the 176 largest non-financial companies in the US.

' One way this may happen is through management diversifying business activities beyond that expected or
required by sharcholders. Wanatabe & Yamomoto (1993) described this in terms of a mismatch in the
diversification utility curves for management and shareholders; the maximum utility shareholders being at a
lower level of diversification than that for managers; who shareholders may fear are building a business with
interests outside the span of their management competence.

12 For example, in excess of 25% (Morck et al 1980; Wruck 1988); in excess of 50% (Holdemess & Sheenan
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outweigh any potential advantages, although the alignment of the management role with that
of majority shareholder may inhibit management taking actions that they would if ownership

was more dispersed (eg in wage negotiations; Grout & Laisney 1987).

Earlier, Glasberg & Schwatz (1983) found that both shareholder controlled and management
controlled companies exhibited little or no difference in either profit margin or rate or return
to stockholders, consistent with the convergence of interests and agency models of
companies, but not with the finding of Curcio and Wadhwani (1990) that firms with diffuse
ownership showed faster Total Productivity Growth (TPG) than those with an entrenched
management group, effectively insulated from takeovers by the extent of their own holdings.
This latter finding is, however, consistent with the finding of Weston (1979), that no firm in

which insiders' owned more than 30% had ever been acquired in a hostile takeover.

These multi-firm studies create an image of an ‘average’ firm in which ownership is either
diffuse or concentrated in the hands of managers or a large minority or majority shareholder.
But at firm level, they fail to take into account important practical differences between
companies, such as industry-specific barriers to entry"® and financial risks (caused for example
by higher borrowings to finance new investments) faced by each firm and its management

team.

Risk is easily diversified by a fund manager through the structure of his portfolio (for
example, see Fama & Jensen (1983)) but not sof easily by owner-directors, who may have a
substantial part of their personal wealth tied up in the company. In these circumstances they
are likely to prove more risk averse than directors who have little personal financial

investment in the firm (Jensen & Murphy 1990).
B Management Incentives

In contrast, directors with significant share opfions may be excessively risky in their
management actions as they essentially have no downside risk, an asymmetry which may

implicitly present shareholders with an unacceptable risk/reward relationship. But the problem

(1988).
13 See study by Palmer (1973) which found that owner controlled firms only showed significantly higher rates
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of relating management rewards to corporate performance also exists with basic remuneration
packages (eg excluding the value of outstanding or exercised options). Gregg, Machin and
Szymanski (1993) report that a prior relationship between earnings per share (eps) and stock
market value and the remuneration of the highest director of the UK's top 200 companies
broke down in 1988. After 1988 remuneration was most closely related to sales growth,
which is not seen as so closely related to shareholders' best interests as eps and other

measures of profitability.

However, it is possible that if the value of exercised options were included in this analysis,
total rewards would more closely match performance measures of greatest importance to
shareholders, for example eps and profitability rather than corporate size (measured by
turnover) in its own right. This issue continues to be of great concern to UK fund managers,

represented by organisations such as the ABL, NAPF and ISC (see, for example, ABI (1993).

A more favourable view of directors' behaviour comes from the Gibbons & Murphy (1991)
study of R&D investment in firms with a CEO close to retirement. A managerial model of
corporate behaviour would predict that R&D expenditure would decline in order to boost
profits and the value of bonuses and options based on them, which would in turn lead to an
increase in the personal wealth of the departing CEO. However, Gibbons & Murphy found
no evidence that such ‘end games’ were being played by near-retirement CEOs and thought
that other factors at work (more than counteracting any tendencies towards managernial self-
serving in the context of long-term R&D decisions) would probably include the operation of

internal constraints and socially rooted ‘managerial legacy’ factors.

This finding supports the classical view of the company and corporate governance, that
managers can be trusted and that directors can be relied on to act in the best interests of the
company (Tricker 1993). This perspective is, to a degree, also shared by Child (1969, Ch.3)
who felt that social constraints have an important influence on managers behaviour in the
absence of sources of countervailing power, and Taverne (1990), who felt that ‘managers
who are accountable to no-one may still run their companies well - because they have a sense

of public service, or because they are ambitious', or because they are subject to the discipline
y y J

of profit than management controlled firms in industries with high barriers to entry.
4 Marris (1963) also refers to internal pressures from competing groups of managers forcing senior
management and boards to perform their roles to maximise rewards to shareholders (from Thompson, Wright
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of competition’. But ‘without the discipline of some accountability, many managers will be
tempted into complacency or self-aggrandisement, neither of which will serve the interest of

the shareholders or the public’ (p.6).

Aligning management incentives and systems of accountability with sharéholder goals is a
classic principal agent problem. This attracted much attention in the USA in the 1980s as the
management teams of many listed companies sought to entrench themselves thrbugh the
widespread adoption of defensive “poison pills' (Dahn & DeAngelo 1988) and also the many
cases of the payment of "greenmail' to protect their companies against hostile takeovers
(Longstreth 1991). Although both types of management action were often presented in
company announcements and management statements as being in the long-term interests of
shareholders, this sort of behaviour appears to be inconsistent witﬁ the view that management
always acts in shareholders' interests (Jensen & Warmner 1988) and agency models of

management behaviour.
C Management Entrenchment

Although shareholders failed to stop the widespread adoption of these measures, internal
competition between individuals and groups of senior managers for the most senior roles has
taken its toll on many directors (particularly CEOs) of under-performing companies. For
example, Klein & Rosenfeld (1988) found that the payment of ‘greenmail’ (more politely and
technically known in the USA as ‘targeted share repurchases’, which are illegal in the UK)
was strongly associated with subsequent changes in the position of the company's Chairman,
President or CEO. That these changes were only the result of the payment of greenmail is
uncertain; in the case of poison pills, Malatesta & Wakling (1988) found that such companies
were already less profitable than others in their industries, so it may well be that the payment
of greenmail was less a sign of management power relative to non-greenmail receiving
external shareholders than a symptom of declining power of an already under-performing

management group.

Thus although the payment of greenmail supports models of managerialism and management

entrenchment, subsequent events often suggest that other managers are effectively acting as

and Robbie (1992)).
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agents of (non-greenmail extracting) shareholders, reflecting Coulson-Thomas's view on UK
Boards that ‘outcomes reflect temporary accommodations and balances of power’ (Coulson-
Thomas 1993, p.136) and Kotter's examples of power struggles, parochial politics and
bureaucratic infighting in large US corporations (Kotter 1985).

Weisbach (1988) found that such infighting, and the resulting announcements of ‘inside'
(executive director) board resignations is recognised as value enhancing by shareholders,
despite the fact that these changes were not the direct result of shareholder actions - although
resignations were more commonly associated with outsider (NED)-dominated boards than
insider-dominated boards, But, in any case these are less likely the better the share price
performance of the firm (Warner, Watts & Wruck 1988). Collusion between outside directors
and senior managers of the company, leading to both internal and board level power
struggles, cannot be eliminated from déscn'ptions of events leading to the firings studied by
Klein & Rosenfeld and by Weisbach and described more graphically in terms of organisational

and personal behaviour by Coulson-Thomas and Kotter.

One of the issues that US managers and boards need to continuously have in mind is the
highly litigious nature of US shareholders (see for example Jones (1981) and Thompson
(1980)) as different groups seek to control the allocation of corporate wealth and resources
to different parties. Although such litigious struggles for and against the board of directors
and its actions (Lerner 1988) are all but unknown in the UK, management concerns about the
threat of hostile take-overs and short-termism on the part of institutional investors have
played an important role in the shaping of corporate investor relationships in the UK over the

last 10-15 years.

D Investment Horizons

Concerns about these issues and their implications for the ‘funding’ of British industry'® and
“the impact of claimed short-termism on the international competitiveness of UK industry

contributed to the establishment of the Wilson Committee, which reported in 1980 (see

Wilson 1977, 1980). |

'3 Concerns about 'City' short-termism were cited as one of the major reasons why small and medium sized
companies did not want to be listed on the Stock Exchange or Unlisted Securities Market (USM) according, to
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This was followed by the CBI establishing a City/Industry Task Force (CBI 1987a, 1987b)
which ‘found no evidence to link attitudes of the City directly to the long run decline of the
nation's manufacturing sector. Rather it found that many commonly held perceptions were
simply not supported by the facts. They were part of a pervasive mythology that needs to be
~ debunked ..’ (CBI 1987b, pp.9-10), a conclusion mirrored by that of Marsh (1990).

It should be noted that many of the ‘early’ studies on stock market efficiency quoted by
Marsh (for example Fama (1970), Jensen (1968) and Bogle & Twardowski (1980)) were
based on studies of share prices and the responsiveness of these to information about
corporate performance. Observations of share price behaviour are used to infer that, on the
basis of available information (ie in the absence of false markets) investors behave rationally.
Brancato (1991) describes the methodological problems of directly observing the behaviour
of institutional investors in the management of their portfolios', although she too concludes

that there is little evidence of short-termism.

This problem is closely connected with that of measuring fund performance, and that of
pension funds in particular, about which the NAPF (1992) stresses that the ‘overwhelming
requirement is to ensure that like is being compared with like when comparing the
performance of one fund against others’ (p.1)'”. Warrington (1993), on the basis of pension
fund performance data collected by WM Company, suggests that ‘the average pension fund
holding in UK equities is now about 5 years .. [which is] not an unreasonable time frame for

industrialists to demonstrate their ability to manage a company's affairs’ (p.189).

However, the biggest contribution to fund performance is not stock selection (see Conference
Board (1994), Lever (Ref')) for example, but asset allocation, a factor which Howell (1991)

thinks will becoming increasingly important during the 1990s'®. Asset allocation is also

Paunell Kerr Foster (1990).

16 For example, to determine how different types of buying and selling programmes should be treated; how to
judge the duration of actual and average holdings in actively managed portfolios; the treatment of derivative-
based positions.

Y7 Factors such as client objectives, risk adjustment, and the median drift caused by an inbuilt survivor bias,
when comparing time series also need to be taken into account and add complexity to comparative
performance analysis, particularly when trustees and fund managers may be unable or unwilling to provide
identical information sets (NAPF 1990).

** The importance of the asset allocation decision was also confirmed by a number of the larger fund managers
that I interviewed (see Chapter 4). Changes in asset allocation may be achieved both through direct investment
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characterised as a ‘top down’ approach to the selection of companies in which to invest, in
- which company specific decisions follow choices between countries, markets, currencies and

industrial sectors and other factors.

The returns from stock selection come from both income, in the form dividends, and
appreciation in capital value. Needless to say, shares are not purchased for the long-term in
the expectation that the price will fall (although this is the case when shares are ‘shorted’), as
this would result in a capital loss. Investors' views of what a share is currently worth are based
on expectations about the price at which informed marginal buyers and sellers Will be
prepared to trade the company's shares at some time in the future - ‘what the market will
value it at, under the influence of mass psychology, three months or a year hence’ (Keynes
1936, p.154).

Thus ‘the professional investor is forced to concern himself with the amficipation of
impending changes, in the news or the atmosphere, of a kind which shows that the mass
psychology of the market is most influenced’ (Keynes 1936, p.154/155). This ‘mass
psychology’ may also lead investors to consistently overvalue companies, as Breeden (1993)
notes: ‘investors who concluded that GM was pursuing a fundamentally unsound business
course in the early 1980s would not have been more responsible for waiting ten years to sell
their stock’ (p.76). Decisions to sell can be more difficult than those to buy and the
background against which these decisions are made (inflation, reference time periods and the
aggregation of data) add to the complexity of m;easun'ng fund performance and in particular

making multi-country comparisons (Farb 1992).

Whether short-term measures of performance measurement (typically quarterly reports are
provided for pension funds trustees) encourage short-term investment behaviour (indicated by
portfolio ‘churn’) on the part of fund managers is subject to much debate. The NAPF (1990)
Investment Committee concluded that the commercial pressures on fund managers, and the
need to at least match index performance, meant that they were more likely to become risk

averse and therefore show greater stability in their portfolio management'® and greater

policy and the use of derivatives, in the latter case without necessarily changing the structure of the underlying
portfolio.

' Brealey, Byme & Dimson (1978) observed no relationship between overall market volatility and the
increase in institutional ownership. Jones, Lehn & Mulherin (1990) found that volatility was lower for stocks
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turnover is, in any case, not associated with improved fund performance (Holbrook 1977).
Nevertheless, Froot, Perold & Stein (1990) are concerned that foreshortened performance
horizons on the part of money managers ‘may also have important implications for the
research strategies they pursue ... which may in turn affect the magnitude of the information
gap between shareholders and managers’ (p.24). Evidence for shortened horizons comes
from a Bank of England (1987) survey of institutional fund managers, and Malkiel (1991)
believes that in the US investor horizons shortened between the 1960s and 1980s. He relates
this to both the rapidly rising importance of institutional fund managers in this period and also
the dramatic increase in block trades on the New York Stock Exchange (NYSE) in the same

period®.

with lower institutional holdings but this result is not replicated in my own research (Chapter 3) or the
findings of Demsetz & Lehn (1985).

* At the NYSE block trades are apparently normally defined at those in excess of 10,000 shares. These
increased from 3.1% of market turnover in 1965 to 51.7% in 1985 (Malkeil 1991, based on NYSE data).
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IV Summary

In this Chapter, I first reviewed how the Government's policy of wider share ownership in the
1980s failed to halt a 30 year trend in the increasing proportion of personal equity-based
savings and wealth being directed to collectively managed investment pools operated by

professional fund managers.

The concentration of equity-based personal wealth under the control of institutional fund
managers continued through the 1980s, despite the Government's privatisation-led ‘wider
share-ownership’ programme, although claims that these two initiatives were or could be
successfully connected became less assertive during the 1980s as the failure of privatisation
investors to become shareholders through the secondary market became more and more
apparent. The overwhelming factor, resulting in the dominance of the stock market by

collective, centrally managed, investments has been the degree of fiscal privilege attached to _

pensions, employee share schemes and, more recently PEPs.

Whether the level of institutional ownership of a company has an impact on corporate
performance is not clear, nor is it axiomatic that managerial entrenchment through high levels
of stock ownership leads to a level of self-serving which negatively impacts corporate or
stock market performance. This may be because corporate managers assess that they will lose
more as shareholders than they are likely to gain as managers, although investors do react
negatively to announcements of management entrenchment through other mechanisms (eg

poison pills, payment of greenmail using shareholders' funds).

The other side of the coin is whether institutional ownership influences management choices,
to the detriment of corporate performance and therefore long-term shareholder wealth. This
is the issue of ‘short-termism’; that institutional shareholders place insufficient value on long-
term management plans and the resulting price signals from the stock market dissuade

managers from making the necessary investments.

Evidence for such investor-driven pressure is contradictory and only weak at best; suggesting
that it is impossible to create a predictive or reliable model relating corporate performance to
overall levels of institutional ownership, or the proportion of shares held by managers of the

company. However, it does appear that large minority shareholders (whether internal to the
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company or external) are seen as having a negative impact on corporate performance,
signalled by the movement of share prices in response to such announcements. It may be that
such stakes are seen as effectively blocking the actions of other shareholders, and the value of

the company is discounted by investors accordingly.

However, the position of such minority shareholders is relatively unusual in the UK, and
generally declines with the size (market capitalisation) of the company: Most UK listed
companies show relatively dispersed ownership, but institutional investors dominate the share
register. This Chapter has described some of the reasons for this domination of the ownership
of listed companies by professional managers and the problems of aligniné the interests of

managers and shareholders to maximise shareholder wealth.

In Chapter 2, I look at research which has been undertaken into the ways that shareholders
seek to bring their influence to bear on incumbent management and the broadening issue of

corporate governance.
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I Introduction

In this Chapter, I review previous work in the areas of corporate ownership, management and
institutional influence. The Chapter is divided into two sections. Section I looks at issues of
shareholder influence and control, whilst Section II reviews research in the field of corporate

governance.

Shareholder “control’ is only guaranteed to be effective when one shareholder, or a group of
co-operating shareholders acting ‘in concert' together, control over 50% of a company's
shares. In practice, few companies have majon'ty. shareholding patterns which conform to this
model, but effective control can be achieved with far smaller proportions of a company's
equity. Section I reviews the literature on patterns of voting, models of ownership and the de
facto control of companies over different time periods through minority positions and

transient coalitions.

Corporate governance is the process by which shareholders, and boards acting as their agents,
seek to direct and control corporate managers so that they best pursue the interests of
shareholders, in ways which avoid the differential treatment of shareholder groups and

investor inequality.

The ultimate sanction against under-performing managers is for shareholders to permit the
company to be taken over by a new external maﬁagement team. UK companies are generally
less able to protect themselves against this possibility than companies in the USA, which
historically have been able to erect substantial barriers against hostile takeover, through the |
adoption of devices such as poison pills and the payment of greenmail to hostile shareholders.
However, in both countries more subtle codes of corporate and shareholder conduct are
tending to take the place of direct management shareholder conflicts and outright changes in
ownership. In the UK in particular, great importance is now placed on company shareholder
communications, but the benchmark standard of good corporate governance, the Cadbury
Code, is not a prescriptive model of how company shareholder relationships should be

conducted, nor was it in the remit of the Cadbury Committee to attempt to provide one.
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I SHAREHOLDER INFLUENCE

A Models of Shareholder Influence

Rohatyn (1993) believes that the focus in the USA on corporate governance and relationship
investing arose from shareholder frustration with ‘management shortcomings and
compensation pills and golden parachutes’ and ‘management unhappiness with their
perceptions .of shareholder short-term horizons ... which they classified along with
arbitrageurs and speculators’ (p.30). This is a problem that still remains according to Poterba

& Summers (1991), based on the results of a survey amongst 200+ large company CEOs.

Although there are strong similarities between perceptions about these issues in the USA and
UK, the ability of US fund managers and other investors to work together has been severely

constrained, until recently, under SEC regulations.

Such constraints have not operated in the UK, where fund managers have much greater
flexibility in law in working with each other; the major practical constraints being the receipt
of "inside information' and the need to make a full bid for the company if an (explicit) ‘concert

party’ is formed which controls 30% or more of a company, under takeover rules.

The formation of shareholder coalitions is therefore permitted in the UK and coalition fund
managers can effectively operate with few considerations beyond those that would normally
apply in the routine course of their fund management business (eg dealing restrictions

applying whilst in possession of inside information).

The relative informality of these coalitions means that the ‘market for control’ of UK
corporations is very different to that in the USA.

Most US research in this field has focused on formulaic models of corporate control, many of
them based on the original model of Berle & Means (1932), which viewed ‘management
control’ as a natural conclusion to the continuing dispersion of ownership amongst large

numbers of small shareholders and the progressive dilution of the size of their stakes.
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Such dispersion was viewed by Berle & Means as exogenous to the corporation, but as Leech
(1987) has pointed out, many large US corporations, including many of those studied by .
Berle & Means and by those following their methodology (for example, Florence 1961,
Gordon 1961, Wheelwright 1967, Lamer 1970 and Zeitlin & Ratcliffe 1988) actively

encouraged ‘wider share ownership' of their stock; factors endogenous to the corporation.

In other words, ownership dispersal was not just something that happened outside the
corporation (because of the way shareholders dispersed their wealth and their estates were
divided between beneficiaries, for example) but, in addition, internal strategic decisions taken
by a corporation's management group also influenced the patten of ownership. Such
‘internal’ factors (ie decisions taken by the sponsoring Government Departments) also of

course affected the (initial) pattern of ownership in the UK of privatised companies.
B Shares & Votes

Ideas of ‘ownership’ also crucially depend on the voting rights attached to shares. The
principle of one share-one vote is of great importance to UK investors (see, for example, ABI
(1991), ISC (1991), CBI (1991)). The primacy of shareholders’ interests does not necessarily
mean that companies should exclude the interests of all other stakeholder constituencies in
their decision making, only that shareholders are the single most important group (Cope
1992). In the USA, concemns about the unequal freatment of shareholders (following massive
greenmail payments by Texaco and Disney, in particular) were a contributing factor to the
formation of the Council of Institutional Investors (Machold 1988) and also depressed share
prices .(Kamma, Weintrop and Wier 1988). For example, Ryngaert (1988) found that
management initiatives which restrict voting rights (one type of poison pill defense) have a

negative effect on share prices when the company is perceived as a potential takeover target.

An alternative view of the relationship between shares and voting rights is held by Rydqvist
(1992), who believes that there is no social need to restrict a company’s choice of share
structure and, in addition, at firm level there may not always be sound reasons for doing so. In
fact, Harris & Raviv (1988) claim that the highest economic value will be achieved through

the complete separation of voting and income rights.
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However, the reas.on why the one share one vote model is so common, and considered the
norm by both companies and investors, is that its widespread adoption makes it easier for
investors to price shares and make comparisons between companies. Pricing equities with
identical economic claims and voting rights therefore facilitates the efficiency of the market
and reduces investor uncertainty. These benefits, should in turn lead to a lower cost of capital
for companies, excluding consideration of any discount or premium value that is placed by
investors on_companies where there are stakes granting minority or majority control to

particular shareholders.

It is also extremely unlikely that the routine separation of the economic and voting rights of
shares would be politically acceptable, because ‘once the pieces have been parcelled out
nothing exactly corresponding to the conventional meaning of ownership or property

remains’ (Dahl 1970, p.132).

Levy (1982) found a positive relationship between ‘voting inequality’ and the voting rights

premium for shares with more powerful voting rights.

Managers may issue debt (Harris & Raviv 1988) or dual class (differential voting) shares to
help entrench their own position. Although Jeong & Noe (1993) found a positive relationship
between management ownership of such shares and shareholder wealth for relatively modest
holdings, this became negative as holdings increased. These findings are similar to those of
Morck el al (1988) and Wruck (1989), but these studies only looked at ownership of shares
with the same voting power. Stock market and shareholder resistance to the issuing of shares
with other than one share one vote, and the valuation penalties that may be imposed on
companies which do so by investors by investors, suggest that managers need to be think
skinned to go ahead with equity issues that offer investors something other than one share
one vote. Their reasons for doing so are likely to be the private benefits acquired through
working for companies with non-standard voting structures, suggest DeAngelo & DeAngelo
(1985), whose findings were later supported by Grossman & Hart who observed that ‘when
deviations from one share one vote do occur, they do so in situations where the private

benefits are large’ (p.200).
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This finding also supports the model of Stulz (1988), that there is an optimal level of insider
ownership - which may not be that high. Although Sherman (1989) puts forward the case
that, ‘ideally, a director’s investment in company stock should be great enough so that when
faced with a decision in which the interests of the board and shareholder differ, the director
will have every incentive to decide for shareholders’ (p.46). However, this articulation of the
kind of incentive mechanism needed to ensure the alignment of the interests of managers (as
agents) and shareholders (as principals) is made without any hint as to what the minimal level
of managerial or board level shareholdings should be, and therefore cannot be compared with
the empirical research of Morck et al (1988), Wruck (1989) on management ownership of
shares in single share class companies and that of Jeong & Noe (1993) on dual class share

ownership.

In the UK, the ABI and NAPF have indirectly addressed this issue by setting a limit for the
rate at which shares can be allocated to employees (including directors) and therefore a cap
on the dilution shareholders will suffer through the operation of these schemes (Richardson &
Barnes 1991).

- Voting rights are therefore valuable, both to shareholders to instigate change or block
management proposals, and to management to entrench their position. In a theoretical paper,
Harris & Raviv (1988b) find that ‘the simple majority rule along with one share one vote is an

optimal governance scheme in the sense that the better management team is always elected’

(p.205).
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C Voting Behaviour

Despite the value placed on voting rights by investors, it is not always easy to get fund
managers to vote, as Tegner (1993) recounts. Grossman & Hart’s (1988) theoretical model
of voting behaviour is based on the assumption that each investor assumes that he cannot
affect the outcome of corporate elections. The result, a?:cording to Harris & Raviv (1988) is
that ‘in actual takeover situations, we almost always observe at least one investor large
enough to behave as if his vote were significant’ (Harris & Raviv 1988, p.212)". In the UK,
despite extensive programmes by the ABI and NAPF to try to increase levels of institutional
voting, only around one third of eligible votes are cast at companies AGMs, according to
Mallin (1995) and almost all these are cast by proxy by institutions ranked in the top 20 of
companies’ share registers. The Harris & Raviv (in the US) and Mallin (UK) research
suggests that institutional investors do widely assume that their votes will make no difference
to shareholder poll outcomes and this implies that the perceived value of voting rights

normally lies substantially below voting costs.

However, the vast majority of shareholder votes are not about corporate takeovers, but about
more routine matters, as surveyed by Lerman, Davis & Amold (1993), who found that no
shareholder proposals appeared on shareholder ballots of the 29 major UK listed companies
surveyed and that ‘British law places significant obstacles in the way of shareholders who
wish to submit proposals’ (p.42). See also Davis (1993) on this issue and Gillibrand (1993),
who contrasts the difference between ‘show of hands voting’ by shareholders present at an
AGM or EGM and the use by company Chairmen of proxy votes to defeat shareholders
attending the meeting. Galbraith reflects thus on the position of the individual stockholder:
‘his vote, if it is for management, is unnecessary and if against, futile. In other words, it is
valueless’ (Galbraith 1978, p.84). This is a view shared by Rubner (1965).

This contrasts with the situation in the USA where, although directors do act as ‘gatekeepers’
on voting issues (Pratt & Zeckhauser 1985, Black 1990), institutional investors are routinely

successful in having their proposals placed on ballot papers, although it appears that

! One of the reasons no doubt why Grossman & Hart (1988, p.201) believe that ‘it is generally optimal for
small shareholders to vote with management, and not to devote the time and effort to read proxy statements
and form an independent view’. This is a perspective shared by Grout (1987b, p.70), because ‘information is
a public good [and] mutual funds [unit trusts] are able to spend less money per head researching into
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increasingly the issues they initially propose are successfully negotiated with management

before the balloting process begins (IRRC 1993).

Voting by UK fund managers is now of considerable interest to their trade associations (for
example, see NAPF (1991)) and, although some very large nominee holdings are not voted at
all, the Institutional Shareholders Committee (ISC) found that the average proportion of
votes cast by the top major shareholdings® of 20 major UK listed companies had increased
from 20% in 1990 to 34% in 1993 (ISC 1993b), insurance funds showing significantly higher
voting levels than pension funds. The ISC believes that this trend is likely to continue and may
even be assisted by changes in EC disclosure rules (ISC 1993c), although the slightly later
work of Mallin (1995) involving a larger sample of companies did not reveal any significant

increase in voting levels between her own and the second ISC survey.

In cases where fund managers support management proposals, votes will normally be cast
without reference to the beneficial or underlying owners (for example pension fund trustees),
although Shanagher (1992, p.3) believes that ‘local authority pension funds should .. make
their own decisions on how to vote. They can't leave it up to the fund manager’. But the
logistics of routinely obtaining voting instructions from beneficial/underlying owners on the
basis proposed by Shanagher is seen by Easterbrook & Fischel (1983) as raising significant
additional problems as ‘the costs of locating and transmitting information to widely scattered
beneficiaries would be substantial [and] individual shareholders would have less incentive to
monitor management than does one large institutional investor’ (p.426). The
disenfranchisement of beneficiaries’ voting rights is also an issue which applies to PEPs, many
employee share ownership and incentive schemes and private client stockbrokers which
manage discretionary funds; in all cases voting power effectively rests with a professional
group of fund managers or scheme trustees. This problem would also have applied to
Redwood’s (1985) earlier proposal for the disaggregétion of collective pension funds; the
attachment of voting rights to individual actual or ‘virtual’ holdings would have presented the

pensions industry with enormous administration costs and problems.

companies and yet produce ‘more’ information per head than individuals acting independently’.
? This group may not be exactly the same as the top 20 sharcholders as multiple holdings by single fund
managers were not consolidated before the information was submitted by participating companies to the ISC.
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Despite the encouragement of increased shareholder voting by the representative bodies of
institutional fund managers and other quarters, not all companies appear to welcome active
voting by their shareholders, even on routine matters. Laing (1990) for example, proposes
that shareholders should only have voting rights after one year of ownership and that voting
rights for each shareholder should be restricted - provided that eps grow at an agreed rate; a
kind of ‘sweetened poison pill’ more in keeping with many US managers’ views of how
shareholders’ rights ~v‘»hould be constrained than those commonly held by the managers of UK

listed companies and their institutional shareholders.
D  Shareholder Control

This brings us onto the central issue of how shareholder control is organised and how it
should be defined. One of the more restricted definitions is ‘the right to determine the
management of corporate resources, ie the right to hire, fire, and set the compensation of top-
level managers’ (Harris & Raviv 1988a, p.57, Footnote 4), based on Jensen & Ruback
(1983)). Scott (1990) points out that the owners of shares are the owners ‘merely of the right
to receive an income and vote in corporate affairs’ and that, although shareholders do not
own the assets of a compahy, they do have ‘the ability to determine the uses to which the
assets are put [but] their power of control is dependent on the social context in which their

legally defined property relations are founded’ (p.351).

How much control shareholders have over a corporation is to a large extent a function of the
ownership structure. Berle & Means' typology of five types of ownership (ownef controlled,
majority controlled, legal control, minority and management control) led to similar studies
(Gordon 1961, Lamner 1970) of major US corporations and also others in the UK (Florence
1961), Chile (Zeitlin & Ratcliffe 1988) and Australia (Wheelwright 1967).

Stegler & Friedland (1983) describe the response in the 1930s to ‘The Modern Corporation’
as ‘astonishingly uncritical’ (p.258), and it is not surprising that their own research and that of
many others has challenged the Berle & Means model of corporate ownership. This has been
either on the basis of additional research (Stegler & Friedland investigated the relationship

between ownership and measures of executive compensation and corporate performance) or
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a reworking of information about the ownership of companies included in Berle & Means’

original study.

In particular, Nyman & Silbertson (1978) argue that the belief that ‘the typical large modern
corporation is viewed as being run by professional managers with little proprietary
relationship with their firm’ (p.77) is flawed, as was the methodology of Berle & Means, and
therefore that of Lamer, Gordon and Florence based on it. Nyman & Silbertson’s specific
criticism of Berle & Means is that the latter made the assumption that 39 out of the 43
industrial companies in their sample were under management control, without having
sufficient data to show this one way or another. Nyman & Silbertson quote three later studies
(Goldsmith & Parmelee (1940), the NRC project (1939) and Perlo (1957)) which show that
of the 39, a total of 33 had ‘centres of ownership’ (Nyman & Silbertson 1978, p.78) which
should have precluded the classification by Berle & Means of these companies as being under

management control.

Nyman & Silbertson put forward the case that ownership structures are too complex for
‘arbitrary statistical criteria’ (p.78) to be applied to analyses of ownership: ‘any individual firm
may be related to other corporations, banks, financial institutions, and family owners via

complex patterns of shareholdings, interlocking directorates and kinship networks’.

Some of these patterns have been analysed by other researchers; for example Lundberg
(1937) and Burch (1972)* looked at patterns of family control, both finding higher degrees of
family control and therefore lower levels of management control than suggested by Berle &
Means. The more recent Patman Committee (1968) is reported by Nyman & Silbertson
(1978) as showing banks becoming increasingly important trustee holders of corporate stock
in the USA, while their own research in the UK of 250 companies, based on three criteria,
showed that 56% of the companies in their sample had at least some degree of proprietorial

interest and should therefore not be classified as being under management control.

Scott & Hughes (1976) similarly showed how the identification of control type depended on
the level of analysis undertaken into the ownership of companies. Their own detailed and

deep analysis into the ownership of listed Scottish companies showed far closer relationships

* Although published in 1972 Burch's data covered a 20 year period from 1951.
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in the ownership of listed Scottish companies than would be revealed from‘ their top 20
shareholders alone. Some of these connections were made through multiple (parallel)
directorships and, as suggested by Fitch & Oppenheimer (1970), we ‘should not
underestimate the power of ... interest groups owning large blocks of shares or having seats
on the boards of directors ... [because it is the] Board [that] controls finance, capital
expenditure, dividends and broad objectives, and ... chooses the Chief Executive’ (Nyman &
Silbertson 1978, p.77).

E Shareholder "Coalitions'

The importance of institutional investors in the ownership and control of companies had
already been recognised by Berle (1959) who suggested that ‘once the stages of majority,
minority, and management control have been done through, a fourth stage of control, by
fiduciary ihstitutions, might be reached, through which dispersed stockholdings would once
more become concentrated’ (Nyman & Silbertson 1978, p.91).

Berle’s proposed ‘fourth stage’ of control, which went beyond the original Berle & Means
model, brings us closer to the realities of the present day and Scott’s model of ‘constellations’
of shareholders providing the basis of ‘coalitions of interests’ which can exercise influence
and possibly outright control over a corporation (Scott 1985, 1986, 1990). The mechanism
for this control was earlier described by Blumberg (1975) as being through ‘behind the scenes
alliances which can accumulate the necessary critical mass’ (Blumberg 1975, p.93). Scott
found that ‘controlling constellations’ were made up, nommally, of the UK's largest fund
management groups. Inclusion within a controlling constellation depended on the shareholder
(fund manager) being one of the largest 20 for a given company. On this basis, Prudential
Assurance participated in 88 of the controlling constellations out of a possible 100 of the
UK's top 250 companies which showed this type of control (Scott 1986 pp.64,100).

It is important to recognise that Scott'é analysis of ownership is on the basis of al// companies
and thus contains a sub-set of listed companies (the focus of my own research) but is not
wholly comprised of them. For example, of the 250 companies in Scott's research universe,
13 were public corporations (seven of which have since been privatised and have been either

partly or wholly replaced by listed companies), 38 were wholly owned by other companies,
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nine were under foreign exclusive majority control and 8 of which were mutuals, I estimate
that of the remainder, at least ten were not listed in 1972 on the London Stock Exchange.
The balance of 172 companies suggests that of the listed companies included in Scott’s

analysis, around 60% were subject to constellation control.

On the basis of a computer-based network analysis of the relationships between
constellations, Scott described the relationships between the 250 companies as a ‘polyarchy’

in which:

‘Large non-financial enterprises were able to play a leading part ... because the
massive investment funds of their pension schemes enabled them to operate as
financial intermediaries as well as industrial undertakings. As units of ‘finance capital’
they took their place alongside the more narrowly defined “financial' enterprises. ...
The results [of the analysis] showfed] that controllers and investors were tied
together into an extensive, diffuse, and cohesive structure. Prudential Assurance and
the National Coal Board [with its pension fund], having the largest number of
controlling participations, lay at the core of the network and were surrounded by
circles of other participants to whom they were linked through intense and cyclical
chains of connection' (Scott 1986, pp.118/9).

A second source of influence over companies is through directors who sit on one or more
company boards (multiple or parallel directorships). Scott investigated these ‘interlocks’ as
well and found that of the 100 companies controlled through constellations, 88 were
interlocked (ie through at least one director sitting on the boa;d of at least one other company

in the top 250).

However, the relationship between participation in the polyarchy of controlling constellations
and director-based interlocks was weak and did not appear to be an indicator of underlying

capital relations:

‘there was no one-to-one relation between the partial networks of capital relations
and interlocks, though they had, of course, definite points of articulation. Both
networks were extensive and diffuse, each being dominated by a large component of
connected enterprises. The central enterprises in each network, however, were not
identical. ... Key positions in the network of interlocking directorships were played by
the big four clearing banks, while the leading positions in the network of
participations [in ownership constellations] were held by insurers and pension funds’
(Scott 1986, p.119).
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For example: ‘the Prudential, which participated in 88 of the controlling constellations was
interlocked with only five of the top 250 enterprises - and threeof these interlocks were with
American subsidiaries’ (Scott 1986, p.119). But, unlike the trend towards concentration in
ownership by financial institutions, Scott & Griff (1984) found that the pattern of interlocks
between directors of the top 250 British ‘enterprises’ has remained largely similar throughout
this century (the reference years being 1904, 1938 and 1976, see table in Scott (1985, p.97)).

The finding that the pattern of interlocks did not tie in with the network of shareholdings can
be contrasted with Scott’s earlier view, apparently based on Pfeffer (1972, p.220) and
Aaronvitch & Sawyer (1975), that ‘financial enterprises that participate in the controlling
[equity based] constellations are able to put their representative on company boards’ (Scott
1985, p.109). Although the finding that commercial banks are strongly represented in the
director networks supports the view that companies ‘will seek out the directors of financial
enterprises as a way of enhancing their access to [debt-based] capital’ (Scott 1985, p.109). A
similar model of board representation is held by: Gordon (1945, pp.57,187), Peterson (1965),
and Monsen, Chiu & Cooley (1986) and supported by the research of Zeitlin (Zeitlin (1974),
Zeitlin & Ratcliffe (1988)), which found that the role of familial (kinecon) networks was

critical to an understanding of corporate ownership in Chile.

Scott felt that the lack of shareholder representation on UK corporate boards ‘might make
sense if fund managers had the necessary time and skills. But with a multitude of funds and
managers and widely diversified shareholdings it must be unlikely that their managers can play
the galvanising role the critics seek’ (Scott 1986, p.119). Ridley (1986) also described how ‘it

is rare for pension fund managers to nominate directors to company boards’ (p.52).

Part of the reason for this may be the diversified nature of institutional investment portfolios,
since ‘dispersed ownership gives individual owners little incentive to participate in decision-
making since any benefits are shared by all owners in proportion to their holdings [but that]
greater concentration may produce [management] behaviour closer to profit maximisation’
(Leech & Leahy 1991, p.1427). |

A second reason is that ‘many large shareholders, particularly institutional investors, do not

wish to have representatives sitting on the boards of companies in their portfolios [because
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of] the conflicts of interest that this would entail*” (Oxford Analytica 1992, p.5). See also
Denham (1993), who describes the situation in which fund managers' obligations to investors
may conflict with reqﬁirements of institutions investing as ‘Type 2’, which is ‘not based on
the premise of sustained long-term relationship’ and therefore does not require difficult
judgements or consideration of management issues and as a result is ‘sporadic and episodic in

nature’ (p.4).

This lack of association between directors and “finance capital' is not found in Germany or
Japan, where relationships between the two are close, although their governance systems are

far from identical’.

* Cowan (1989) describes how the Magellan Fund (one of the largest and most successful mutual funds)
disinvested its holdings before Peter Lynch became an outside director of a listed company prior to his
retirement from Fidelity.

* For discussions on the differences between the 'Anglo-Saxon' (UK and US) model of corporate governance
and those of Japan and Germany see; Charkham (1994), Kallfass (1988), Kester (1991), Kester & Luchrman
(1991), Lawrence (1980), Roe (1992), Schneider-Lenne (1992), Scott (1986), Zeigler, Bender & Biehler
(1985).
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III Corporate Governance

A Shareholder “Oversight'

In the UK, the legal control of shares listed on the London Stock Exchange has now reached
close to 80% (Chapter 3), thus the issue of oversight of corporate managers is one that must -

be primarily addressed by institutional investors.

One of the mechanisms through which fund managers can provide effective corporate
‘oversight’, exert influence as they see fit, and take control of a company if the need arises, is
through participating in an active coalition of shareholders, of the kind described and analysed
by Scott. When formally constituted, such shareholder groups have been known in the UK as
‘Investor Protection Committees’ (IPCs). As Matheson (1993) describes, ‘these usually
involve conversations with management and its advisors and ﬁ‘equehtly have an influence on
management decisions’ but ‘this low-key approach .. may have been taken too far in that it
created a perception that the institutions almost invariably avoid confrontation, only taking

overt action in extremis’ (p.179).

But there is always a limit as to how much institutions will want to cooperate as they are in
competition with each other (James 1986, Scott 1990) while the free rider issue is a major
problem for fund managers actively involved in corporate interventions, both in terms of
executive time and external costs (for example, see Black & Coffee (1993) for an account of

Norwich Union’s involvement with Tace plc).

The circumstances in which investors will seek to influence a particular company are, as I
describe in Chapters 6 (Shareholder Rights) and 7 (Instigating Change), firm specific, but
there has been much interest in the general types of conditions that create an environment in

which intervention may take place.

Zald (1969) felt that it was when straftegic issues arose that controllers would strive to
influence the board and to see that its wishes are carried through, although Scott believed
(1985, pp.53,109) that the rarity of such intervention indicates that ‘in the generality of cases,

. shareholders are satisfied that their interests are reasonably well served’ (based on Nichols
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1969, p.104). Shareholders prefer to operate through a process of ‘covert supervision’
(Glasberg 1981, Gogel & Koenig 1981) and there is ‘a widespread reluctance on the part of
institutions to act in a positive way’ (Dodds 1989, p.24). Dodd also quotes (p.25) an
anonymous UK fund manager as saying;

‘one of the problems is knowing when to interfere. It is difficult to assess
whether the company is going through a bad patch or suffering from bad
management’

and this was a concern repeatedly voiced by fund managers in my own research interviews.

But Monks argues that one of the primary reasons for shareholder passivity is the problem of
collective choice and the diversity of investors' interests. This diversity is such that he believes
that the real ‘challenge is to align different species of investors with attractive risk/reward
alternatives for equity participation’ (Monks 1993c, p.129) and that the increasing use of
index funds highlights this issue (Monks 1993b), a subject also raised in Gordon & Pound
(1993). Monks’ case is that because the management of index funds is so price competitive,
ownership rights cannot be exercised in any meaningful way (eg through shareholder
activism: Monks (1993c)). At the other end of the ownershipfmtervention scale, Monks has
established his own investment fund based on a limited number of portfolio investments and
high levels of shareholder activism (Monks 1993a).

Although the ownership structure of many listed companies suggests that professional fund
managers possess a high concentration of power, lack of homogeneity in investors’ interests
means that they do not behave as a monolithic group (Brancato (1991, 1993), Lowenstein &
Millstein (1988))°. This point is also made by the City Capital Markets Committee (1977) in

its submission to the Wilson Commiittee.

Ewvidence of diverse investment interests and approaches to the use of ownership rights
include the reluctance of US mutual funds (Roe 1993) and pension funds (Dingen 1992,
Monks 1993c¢) to participate in corporate governance and the finding that investors who are

also trying to sell management financial services are likely to be less critical and independent

¢ This point is separate to the practical limits placed on the formal use of this power through constrained
voting opportunities, the relatively low rates of participation in shareholder polls and associated issues
discussed in Section II of this Chapter.
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(Brickley, Lease & Smith 1988). These and other self-imposed constraints undoubtedly
contribute to the belief on the part of companies and others concerned with shareholder
behaviour that (institutional) investors are very often seen to be intervening ‘too late’ in a

corporation’s affairs (Monks & Minow 1991).

One view of this state of affairs is that intervention only takes place when the diverse interests
of investors are sufficiently coincident that the benefits of participation in a shareholder
coalition (UK) or, for example, to support for an anti-management proxy voting challenge’
(USA) are greater than the expected value of free rider benefits. Such benefits may be
gamered if other investors take the initiative in dealing with problem companies and
management teams. ‘Such as the Prudential or M&G?®, which are among the more active
shareholders, [and allowed them] to .. use their vast resources to monitor a company

themselves’ (Dodds 1989, p.26).

Artus (1990) confirms that, whilst it is possible for smaller fund managers to treat shares as
‘tradeable paper claims with little regard to the proprietary responsibilitieS attaching to the
ownership of theses claims, this is not a position which is possible for the Prudential’ (p.12), a
position predicted by Fitch & Oppenheimer (1970). Paul Myners (1993) (formerly CEO and
now Chairman of Gartmore) believes that fund managers will increasingly seen to take on
ownership responsibilities because of the continuing trend of concentration within the UK
fund management industry and also the ‘evident trend in many institutions to having the
shares of fewer companies in their portfolio’ “(p.2). Similar observations about US share

ownership have been made by Brancato (1988, 1991, 1993).

Black (1992d) believes that large holdings (by implication such as those held by the Pru,
M&G, Gartmore and other major UK fund managers) may be associated with better

corporate performance’, reinforcing the benefits to all shareholders of a committed corporate

7 As discussed earlier, formal shareholder coalitions, of the kind described by Scott (1985, 1986, 1990) were
effectively impossible to organise in the US until very recently due to the weight of regulatory filings and
prior commitments of intent required by the SEC and the associated risks of corporate and intra-sharcholder
litigation. The possible impact of the recent changes has been reviewed by Black & Coffee (1993), using the
UK as a model. However, almost all the other research on US companies described in this thesis is based on
the expression of shareholder influence through the actual or threatened use of the proxy voting process.

* Directors of both these and other ‘active’ UK fund managers were interviewed as part of my qualitative
research, described in Chapters 4 to 7.

® Lehn (1991) suggests that 'Because of ... capital market forces, it is likely that ownership structures will
evolve in ways that are consistent with value maximisation. Ownership structures that are revealed to be 'sub-
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monitor, despite the fact that in such situations the power of the dispersed (non-monitor)

shareholder group will be reduced.

Individual shareholders therefore have more power in the absence of concentrated ownership
and/or a large monitoring shareholder (De Alessi 1973). De Alessi's view suggests that, if
taken to an extreme, wider share ownership (the wide dispersal of corporate ownership
amongst many private shareholders with small directly held stakes) may result in lower

corporate performance and therefore smaller returns to investors.

This model is, of course, consistent with that of Berle & Means (1932) which saw
shareholder atomisation and the dispersal of ownership as directly contributing to the rise of
managerial shirking, self-dealing and other forms of economic expropriation of wealth from
shareholders. In these circumstances Shleifer & Vishny (1986) suggest that it may pay private
shareholders to “reward' larger shareholders for their monitoring role with a higher level of
dividends than would normally be required by private shareholders. (Private investors are
generally believed to prefer capital gains to income, compared with institutions, some of
which have strong views about the payment of dividends by the companies in which they hold
stakes (M&G Group 1991)).

Index funds'’, which may account for as much as 30%' of US pension fund assets
(according to fund managers I interviewed in_New York), are not necessarily all passive
owners, as an initial reading of Monk's a.nalysis'-' of their cost constraints would suggest. The
most common reason given by index fund managers as to why the funds they manage should
not participate in corporate governance processes is that index fund performance is measured

on variance from the index and not performance relative to the index'? (Jenks 1988). Non-

“optimal' result in depressed stock prices, which in tum create strong incentives for more efficient ownership
structures' (p.26).

19 T owenstein (1991) suggests that index funds have grown in popularity because active funds were trading
too much, incurring high costs aud under-performing industry (market benchmarks) and that this over activity
was itself a response to the criticism that major shareholders were "wnwilling to recognise any responsibility
that went beyond immediate market gains'.

! Lowenstein puts forward the case that the use of 'indexing' is wider than this figure indicates as many fund
managers are effectively 'closet' or 'shadow’ indexing their funds in return for higher 'active' management
fees.

12 However, Bowman (1991, p.34) comments that 'Our passive indexed core has shown cousistently better
market performance than our active external managers', so even though the performance measures may be
different, index funds still outperform actively managed funds. Davis (1993) believes this discrepancy is less
in the UK than in other markets. Jensen (1968) finds no consistent out-performance of (pension) funds after
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participation therefore provides the lowest cost route to the achievement of their index fund

investment mandates.

The argument that index and other low participation funds should always wait for a free rider
benefit is strongly countered by the trustees of CalPERS (California Public Employees
Retirement System) and other activist index funds in the USA, on the grounds of the legal
obligation to exercise their fiduciary duties and that these responsibilities are independent of
the style of fund management practiced (see Hanson (1993), Sherman (1989) and Bowman
(1991) for example). This argument is rooted in the ERISA legislation which requires US
pension funds to consider their voting power as an asset and therefore to vote their shares as
a matter of fiduciary responsibility. The approach taken by CalPERS is that this principle
appliés both to the formal exercising of shareholder rights (through voting) and the use of
informal influence to seek to improve standards of governance, strategic management and
business performance in those US companies in which its funds are invested. In practice, over
the last ten years, CalPERS has focused its attention on between ten and twenty companies

each year, these comprising its annual list of corporate governance ‘targets’.

An analysis of proposals made by Monks and others that CalPERS should become an
investor in so called ‘corporate governance funds’ led to a detailed study of the performance
of corporations targeted by CalPERS and others for some degree of shareholder activism.
Gordon & Pound (1993) concluded that, through proxy challenges to the composition of the
Board or corporate strategy, investors earn an éverage of 30.4% excess return following the
announcement of the initiative, but that this did not depend on the result of the proxy vote.
The key factor is pre'sumed to therefore be the proxy challenge itself (particularly by a major
and influential ‘activist’ fund like CalPERS) which ‘successfully galvanised corporate policy
change’ (p.3). This finding suggests that latent (ie the threat of shareholder action, implied or

explicit) and actual shareholder power are of a similar order in at least some circumstances.

The ownership structure of a firm will also affect the willingness of investors to become
involved in corporate governance-type initiatives, and the more diffuse the ownership the less
likely this is to happen. ‘The large scale enterprise requires an ownership interest sufficiently

large to encourage the owners to undertake the task of overseeing management and other

adjustment for risk and Kon & Jen (1979) found the same result for mutual funds.
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inputs and -of setting a proper course for the enterprise’ (Demsetz 1988b, p.231). Demsetz
believes that the increase in firm-specific risks (within the context of an investment portfolio)
inherent from becoming a ‘controlling owner' of a specific enterprise are only taken on in

return for a comparative advantage (in terms of risk-adjusted total investment returns).

Rather than make (crude) accusations of ‘insider trading’ against such owners, Demsetz
monitored the trading activity in shares of companies where there was a controlling
shareholder and found seven times the average (expected) level of trading. He argues that the
introduction of legislation to limit such insider trading will therefore lead to a decline in
corporate monitoring by controlling shareholders with large stakes. This is rather similar to
the argument that the use of inside information leads to greater efficiency in financial markets,
and that restrictions on the availability and use of such information increases investor risk,
reduces the quality of price discovery and the efficient allocation and pricing of capital

through market mechanisms.

In the UK, there is little doubt that the insider dealing laws and related stock exchange
regulations are a major constraint to the close involvement of institutional fund managers in
companies. For the largest fund managers, this issue appears to be a significantly greater
constraint on direct action against a company or its board of directors, or their participation in
a ‘coalition’ or informal grouping of (major) shareholders with similar objectives, than their
lack of knowledge about a company or uncertainty about the quality of information that they

possess.

The legal and moral hazard problems of a major shareholder using privileged (if not strictly
‘inside’) information for private gain, the expropriation of shareholder wealth or self-dealing
have led Coffee (1991) to propose that the optimal monitor will have: the ability to hold large
stakes; the inclination to invest for the longer-term; and no substantial conflicts of interest.
Black (1993) has also argued that SEC rules have unnecessarily restricted the institutional
oversight of corporations through administrative burden, forcing institutions to be passive
investors as a matter of political convenience (Black 1992¢) and that such widespread

passivity has not been driven by the needs of the investment community.
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However, the increasing size of institutional shareholdings means that institutional investors
‘will be progressively impelled to give up their neutrality, in so far as the volume of stock they .
hold obliges them to shed the simple role of institutional investor’ (Scott (1985, p.108) based
on Chevalier (1969, p.108), see also Baum & Styles (1965, p.11)). Chevalier found that in
around half the top 200 US corporations which had a shareholder group with ‘dominant

influence’ ™

, the groups were based on families and not on financial institutions. This can be
contrasted with Scott’s findings in the UK that, of the 100 (out of a total universe of 250)
companies with shareholder coalitions, families were only represented at all in 55 and that in
only 7 of these was the family shareholding block 3% or more of the companies’ issued share

capital'*,

In this Section we have so far seen how, in practice, management can only be effectively
challenged by ‘the occasional shareholder or group of holders who together possess a
relatively substantial minority position that can serve as a base to offset the advantages

inherent in management's position’ (Baum & Styles 1965, p.12).

In the UK, explicit interventions in the affairs of companies by groups of shareholders
working together as a coalition or IPC are relatively rare, but in both the UK and USA there
is a general impression of shareholder ‘passivity’ in respect of many companies. Whilst Scott
proposes that this is because shareholders are generally satisfied, it may be that the actual

level of shareholder intervention is much higher but covert, as suggested by Nichols.

What is clear is that institutional fund managers are able to justify non-intervention and their
non-participation in company specific shareholder coalitions on many different grounds.
These may include legal constraints, the potential impact of becoming ‘insiders’ on portfolio
performance, the limited if not negligible influence conferred by small shareholdings, and the

restricted investment mandates attached to index funds.

13 je the other companies were not classified by Chevalier; in contrast Scott (1986) placed all the companies in
his sample of 250 companies in 9 control classifications, of which 'Coustellations' was the ninth and largest
(100 companies).

* A further 46 companies out of the 250 were judged to be under some other kind of personal control: 7
wholly owned; 15 with an exclusive family majority; 13 with secure minority family control; and 11 with
limited minority family control. Of these, I estimate that only around 25 were listed in 1972, suggesting that
there was significant family influence (taking 3% as a threshold) in only around 32 out of 125 listed
compaunies (26%), a proportion which has undoubtedly declined further in the last 20 years through the
natural dispersion of personal wealth and family Trusts and the creation of new equity (reviewed in Chapter
3).
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Equally, the trend for actively managed funds to reduce the number of companies in which
they invest and correspondingly increase the size of their shareholdings in favoured
companies, means that the size of stakes may force a more active approach to corporate

oversight by fund managers than has typically been the case in the past.
B Takeovers
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