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79 IOWA LAW REVIEW

[T]he science of the judge is to put the principles into action, to
develop them, to extend them, by a wise and reasoned applica-
tion, to private relations; to study the spirit of the law when the
letter killeth, and not to expose himself to the risk of being
alternately slave and rebel .... I

In 1932 Adolf A. Berle and Gardiner C. Means systematically identi-
fied the separation of ownership and management in public corporations. 2

They found that forty-four percent of the country's largest two hundred
companies were under "management control. '3 When stock ownership is so
widely distributed that no individual or small group of shareholders has an
interest large enough to control the affairs of the company, management
becomes "a self-perpetuating body even though its share in the ownership
is negligible."'4 According to Berle and Means, management separated from
ownership had led to conflicts-of-interest transactions, usurpation of cor-
porate opportunities, insider trading, and misleading financial statements
and news releases. 5

Central to the Berle and Means thesis was the ineffectiveness of
shareholder voting as a control device. Proxy voting in public corporations,
a mechanism by which shareholders hand over their votes to individuals
selected by existing management, leaves control in the hands of the board
of directors, who thus "virtually dictate their own successors." 6 Although it
is possible for shareholders to solicit proxies in support of an insurgent slate
of candidates, Berle and Means found proxy contests to be rare: "More
often control is quietly exercised over a period of years without any active
contest such as would give the stockholders an opportunity to choose
between two contesting groups. For the most part the stockholder is able to
play only the part of the rubber stamp."'7

Despite Berle and Means's gloomy story of "management control," we
corporate law academics have placed much hope in shareholder voting as
an antidote. Our analysis of voting rights has gone through three distinct
phases. First, in our "populist" phase, we believed that shareholder voting
could be made into a practical (though partial) solution to the harmful
effects of the ownership-management separation. We sought new legal

1. Portalis et al,, Discours preliminare, in La legislation civile, commerciale et criminelle
de la France 251 J. Locre ed., 1827) (commentary by the draftsmen of the French Civil Code
of 1804), quoted in Mary A. Glendon et al., Comparative Legal Traditions: Text Materials and
Cases (1985).

2. Adolf A. Berle & Gardiner C. Means, The Modem Corporation and Private Property
(Transaction Publishers 1991) (1932).

3. Id. at 109 (as of Dec. 31, 1929). The authors captured the problem: "The Pope selects
the Cardinals and the College of Cardinals in turn select the succeeding Pope." Id. at 82 n.23.

4. Id. at 82.
5. Id. at 114. Interestingly, most of the examples of management aggrandizement and

abuse noted by the authors are now illegal under one law or another.
6. Id. at 82. The authors further commented: "The proxy machinery has thus become

one of the principal instruments not by which a stockholder exercises power over the
management of the enterprise, but by which his power is separated from him." Id. at 129.

7. Id. at 83.

[1994]
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rules to invigorate shareholders as voters. In 1934 Congress created the
Securities and Exchange Commission (SEC).8 The SEC put in place a
federal proxy disclosure regime,9 mandated the contents of proxy voting
cards, 10 and later provided for shareholder access to the proxy machinery
through the shareholder proposal rule."

But shareholders did not leap at the invitation to informed, empow-
ered participation in corporate governance. During the 1950s and 1960s,
proxy contests were still infrequent, and insurgents were still unsuccessful;
management-sponsored initiatives won and shareholder-sponsored initia-
tives lost, each by wide margins. Some of us lamented as managers seemed
to use state corporate law to eviscerate shareholder rights in a "race to the
bottom."' 2 We lost faith in shareholder voting, and our frustration turned
to resignation.'8 By the 1970s, most of us came to accept shareholder
apathy as insoluble, indeed "rational,"14 and we disparaged shareholder
voting and meetings as pointless spectacles.

Not to worry. Led by Henry Manne, a new generation of law
academics told us that shareholders retained powerful latent control over
managers despite the infirmity of their vote.' 5 Shareholder power came
from the threat to exit (selling their shares), not from the use of voice

8. Securities Exchange Act of 1934 § 4(a), 15 U.S.C. § 79d(a) (1988); see Joel Seligman,
The Transformation of Wall Street (1982) (describing the birth of the Securities and Exchange
Commission).

9. Securities Exchange Act Rule 14A, 17 C.F.R. §§ 240.14a-1 to 14b- 2 (1993); see
Seligman, supra note 8, at 87, 100, 205,207,238 (describing the early SEC proxy regulations).
Section 14 of the Securities Exchange Act of 1934, which gave the SEC power to regulate
corporate proxies, was originally understood to be a minor first step in the direction of a
comprehensive federal corporate governance statute. Id. at 205. This first step was the last.

10. Rule 14a-4, 17 C.F.R. § 240.14a-4.
11. Rule 14a-8, 17 C.F.R. § 240.14a-8. The SEC promulgated the shareholder proposal

rule in 1942 to allow shareholders to submit proposals for proxy vote on any "proper subject
for action by the security holders." Exchange Act Release No. 3347,7 Fed. Reg. 10,655, 10,656
(1942); see also Seligman, supra note 8, at 270-71 (discussing the early years of the shareholder
proposal rule).

12. William L. Cary, Federalism and Corporate Law: Reflections Upon Delaware, 83 Yale
L.J. 663, 666 (1974); see also Myles L. Mace, Directors: Myth and Reality 94-101 (1971).

13. See John Pound, Proxy Contests and the Efficiency of Shareholder Oversight, 20 J.
Fin. Econ. 237 (1988) (analyzing 100 proxy contests from 1981 to 1985 and finding most
proxy contests characterized by several systematic incentive problems that make it more
difficult for dissidents to win).

14. See Eugene F. Fama, Agency Problems and the Theory of the Firm, 88 J. Pol. Econ.
288 (1980) (arguing that diversified shareholders have little incentive to monitor managers of
a particular firm); Jeffrey N. Gordon, The Mandatory Structure of Corporate Law, 89 Colum.
L. Rev. 1549, 1575-77 (1989) (discussing collective action problems of dispersed shareholders).
But see Bernard S. Black, Shareholder Passivity Reexamined, 89 Mich. L. Rev. 520 (1990);
MarkJ. Roe, A Political Theory of American Corporate Finance, 91 Colum. L. Rev. 10 (1991)
(noting a political explanation for shareholder passivity). See generally Mancur Olson, The
Logic of Collective Action: Public Goods and the Theory of Groups (1971); Sam Peltzman,
How Efficient is the Voting Market?, 33 J.L. & Econ. 27 (1990).

15. Henry G. Manne, Some Theoretical Aspects of Share Voting, 64 Colum. L. Rev. 1427
(1964).
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(voting).' 6 In this "market works" phase, we gained a new respect for
shareholder voting as the linchpin for hostile stock acquisitions and
takeovers.' 7 Beginning in the 1970s, dispersed shareholders began selling
to one buyer, who consolidated the voting power of otherwise dispersed
shares in order to replace the board and take over the company.' 8

Takeovers and the threat of takeovers, we argued, provided the discipline
that atomistic voting could not. We celebrated the vigor of the 1980s
takeover boom and decried managers' desperate rush to protect them-
selves. But the end of the 1980s saw the end of hostile tender offers. 19 State
antitakeover statutes, firm-specific poison pill defenses, and a dispirited
financial market haunted by too many poorly structured, fee-driven
transactions put an end to a frenzied era.20 All that remained was an
academic epilogue on the merits of the era.2 1

With the beginning of the 1990s, we enter the third phase in which the
institutional investor has emerged as our new champion.22 Since large
shareholders have greater incentives to become informed about proxy
contests, they are more likely to vote than other shareholders. Tax rules
that encourage employers and workers to contribute to pension plans,
combined with a shift toward diversified individual investment through
mutual funds, have put significantly more funds into the hands of

16. The terms are adapted from Albert 0. Hirschman, Exit, Voice, and Loyalty:
Responses to Decline in Firms, Organizations, and States (1970). Scholars argued that stock
price, controlled by shareholders' exit choice, itself effects a sufficient constraint. Stock prices
that are higher relative to industry competitors because of management misbehavior raise the
firm's cost of capital, adverely affecting product price and product competitiveness. Moreover,
stock price is often tied to executive compensation, and executives have a stake in their
reputation as good managers. See, e.g., Frank H. Easterbrook & Daniel R. Fischel, The
Economic Structure of Corporate Law 17, 91-92 (1991).

17. See Henry G. Manne, Mergers and the Market for Corporate Control, 73 J. Pol. Econ.
110 (1965); Manne, supra note 15.

18. See Randall S. Thomas, Judicial Review of Defensive Tactics in Proxy Contests: When
is Using a Rights Plan Right?, 46 Vand. L. Rev. 503, 508 (1993) (describing 1970s shift from
proxy contests to tender offers as "the preferred change of control mechanism").

19. See Merger, Acquisition Activity Fell 18% in 1st Quarter, Hitting an 11 Year Low, Wall
St.J., Apr. 16, 1991, at A2 ("Merger and acquisition activity plummeted to an 11 year low in
the first quarter of [1991], with the number of transactions off 18 percent from a year earlier

continuing the decline that appeared in 1990 when potential deals fell 12 percent from
1989.").

20. State antitakeover statutes, nearly unassailable when combined with employee stock
ownership plans (ESOPs) and other firm-specific defenses, supply potent tools to incumbent
managers. Management can use poison pills and other entrenching devices, without antidote,
to just say no to unwanted bidders. Courts ended the takeover decade of the 1980s much as
they began it-with a deferential whimper. See Dale A. Oesterle, Mergers, Acquisitions and
Reorganizations 414-60 (1991); see also Thomas, supra note 18, at 508-09.

21. Compare Dale A. Oesterle, Delaware's Takeover Statute: of Chills, Pills, Standstills, and
Who Gets Iced, 13 Del. J. Corp. L. 879 (1988) with Lyman Johnson & David Millon, Missing
the Point About State Takeover Statutes, 87 Mich. L. Rev. 846 (1989).

22, See generally Bernard S. Black, Agents Watching Agents: The Promise of Institutional
Investor Voice, 39 UCLA L. Rev. 811 (1992); John C. Coffee, Jr., Liquidity Versus Control:
The Institutional Investor as Corporate Monitor, 91 Colum. L. Rev. 1277 (1991); Thomas,
supra note 18, at 534.

[1994]
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institutional investors.2 3 With over $6.5 trillion in assets and more than half
of the country's outstanding equity securities, institutional investors today
hold unprecedented, concentrated voting power.2 4

Institutional investors have been successful in asserting this new power
in some dramatic instances.2 5 The SEC has also jumped aboard, loosening
its proxy solicitation rules to facilitate coordination among institutional
investors and its shareholder proposal rule to put more questions of basic
corporate structure and operations on management's proxies.2 6 The story

23. See Robert Walters, Investor Resp. Res. Ctr. (IRRC), Study Documents Rising
Institutional Ownership, Corp. Gov. Bull., Sep.-Oct. 1991, at 15 (summarizing study by
Carolyn Kay Brancato, Executive Director of Institutional Investor Project of Columbia
University Law School's Center for Law and Economic Studies). As of 1991, institutional
shareholders (private and public pension funds, mutual funds, insurance funds, bank trusts,
foundations, and endowments) held 53.8% of the nation's $3.6 trillion in equity holdings.
Private and public pension funds accounted for 28.2% of the nation's corporate equity, and
mutual funds were next with 7.2%. By contrast, institutional investors in 1981 held 38% of the
$1.5 trillion in equity holdings; pension funds held only 0.8% of corporate equity in 1950. See
also Robert C. Clark, The Four Stages of Capitalism, 94 Harv. L. Rev. 561 (1981) (categorizing
the history of capitalism in the United States into four stages: the age of the entrepreneur, the
age of the professional business manager, the age of the portfolio manager, and the age of the
savings planner ushered in by tax rules encouraging pension plans).

24. Walters, supra note 23, at 15 (summarizing Brancato study that found institutional
investors own 50.1% of the stock of America's 50 largest corporations and 49.5% of America's
1,000 biggest corporations). Ms. Brancato concluded that "[c]ertain institutions now realize
that their proxy vote carries with it the potential for substantial economic gain, and they are
not likely to return to former periods of benign neglect when they largely ignored proxy issues
or routinely voted with management." Id.; see Black, supra note 22, at 827- 29.

25. For example, the decision by the Sears, Roebuck board to divest its nonretailing
businesses came only after institutional investors (particularly the California Public Employees'
Retirement System (CalPERS), staged a two-year campaign aimed at the Sears outside
directors. See Robert Walters, Sears Saga: A Case Study for Shareholders, Corp. Gov. Bull.,
Sep.-Oct. 1992, at 23. As shareholders become more assertive, CEOs now have to contend with
increasingly activist directors. See, e.g., Gilbert Fuchsberg, Chief Executives See Their Power
Shrink, Wall St. J., Mar. 15, 1993, at BI ("The once seemingly absolute power of the Top
Banana is peeling away.").

Nonetheless, the results of increased shareholder activism may be few and far between. See
Stuart Mieher, Weak Force: Shareholder Activism, Despite Hoopla, Leaves Most CEOs
Unscathed, Wall St. J., May 24, 1993, at Al. Corporate governance is expensive and time
consuming. For example, the most active of institutional investors, CalPERS, has focused on
only 25 to 50 firms in its 1300-company portfolio. Moreover, shareholder weapons against
management, such as proxy voting or negative press, are not particularly powerful against
smaller firms. Even for firms in difficulty, boards are reluctant to act prematurely and often
view shareholder activism as a publicity stunt, not valid criticism.

26. Regulation of Communications Among Shareholders, Exchange Act Release No.
31,326, [1992 Transfer Binder] Fed. Sec. L. Rep. (CCH) 85,051 (Oct. 16, 1992). The new SEC
proxy rule amendments (effective November 22, 1992) make broad changes in the kinds of
communications permitted between shareholders and require improved information useful in
proxy fights:

1. Shareholders who merely state their voting intentions are now exempt from the
proxy rules. Rule 14a-1(0(2)(iv), 17 C.F.R. § 240.14a- 1()(2)(iv)(1993).

2. A safe harbor from the SEC's filing and solicitation requirements facilitates
communications between shareholders who do not solicit proxy authority and who do
not have any material economic interest in the subject matter of the solicitation. Rule
14a-2(b), 17 C.F.R. § 240.14a-2(b)(1993).
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of an invigorated shareholder voice through these new champions is still
young. How will institutional shareholders use their new power: as a carrot,
as a stick, or not at all? The upsurge in proxy contests in the late 1980s and
early 1990s suggested a strategy of confrontation: insurgents in record
numbers proposed alternative board slates and initiated proposals for
structural changes. 27

Lately, however, institutional investors seem to be favoring a variety of
nonvoting tactics. Some involve conciliation and quiet diplomacy;28 others
involve public derision and tumbrel, such as the feared "target list.' '29 A
recent survey of CEOs from Fortune 500 companies found that eighty-two
percent believe that institutional investors have made boards more critical
of management performance, and seventy-three percent anticipate an
increase in proxy fights.3 0 The effects have been no less dramatic than a

3. Unless management seeks confidential treatment, proxy materials filed in prelim-
inary form are now treated as public documents. Rule 14a-6(e), 17 C.F.R. § 240.14a-
6(e)(1993). This means shareholders can contest management disclosure before
management mails its definitive proxy statement to shareholders.

4. Management must "unbundle" related matters on the proxy card so shareholders
can vote on each item separately. Rule 14a- 4(a), 17 C.F.R. § 240.14a-4(a)(1993).

5. Insurgents seeking minority representation on the board can seek proxies to vote
for some management nominees without the nominees' permission. This enables
shareholders to vote for an insurgent without having to unseat the whole manage-
ment slate. Rule 14a-4(d)(4), 17 C.F.R. § 240.14a-4(d)(4)(1993).

6. Management must provide, as part of its periodic disclosure obligations, detailed
information of voting results, including abstentions and broker non-votes. Form
10-K, Item 4(c), 5 Fed. Sec. L. Rep. (CCH) 31,103, at 22,067 (1993); Form 10-Q, Item
4(c), 5 Fed. Sec. L. Rep. (CCH) 31,034, at 22,026 (1993).

See also Jill E. Fisch, From Legitimacy to Logic: Reconstructing Proxy Regulation, 46 Vand. L.
Rev. 1129 (1993) (discussing the new rules and criticizing the SEC for impeding the
effectiveness of shareholder voting); Roberta S. Karmel, Can We Talk? A Greater Voice for
Investors?, N.Y.L.J., Dec. 7, 1992, at 7 (discussing the new SEC proxy reforms); Harvey L. Pitt
et al., Proxy Reform: A New Era of SEC Activism, Insights, Nov. 1992, at 2.

27. Lucian A. Bebchuk & Marcel Kahan, A Framework for Analyzing Legal Policy
Towards Proxy Contests, 78 Cal. L. Rev. 1071, 1075 (1990) ("Proxy contests are already an
important element of the corporate structure and are likely to become even more so.").

28. See IRRC, Negotiated Agreements Abound as Busy Proxy Season Begins, Corp. Gov.
Bull., Jan.-Feb. 1993, at 1 (noting that more than 40 companies negotiated and settled with
shareholders threatening shareholder proposals). But see IRRC, "Four Ps" Are Hallmarks of
New Activism, Corp. Gov. Bull.,Jan.-Feb. 1993, at 7 [hereinafter IRRC, "Four Ps"] (remarking
that CalPERS, after a year of "quiet diplomacy," pronounced the approach unsatisfactory and
has returned to filing shareholder proposals).

29. See Thomas A. Stewart, The King is Dead, Fortune, Jan. 11, 1993, at 34. For a
description of the target list, see IRRC, "Four Ps", supra note 28, at 7 (stating that active
institutional investors such as the CaPERS target firms for activism based on poor perfor-
mance); Susan Pulliam, Paramount is Targeted by Pension Fund Due to Weak Stock Price,
Executive Pay, Wall St.J., Mar. 4, 1993, atA4. The lists, which targets call "hit lists," encourage
"piling-on" by me-too financial intermediaries and the media, and have led to incumbent
CEOs losing their jobs. See IRRC, Council of Institutional Investors Targets 50 "Poor
Performers," Corp. Gov. Bull., Sept.- Oct. 1993, at 1 (listing among the 1993 victims of
piling-on the CEOs of American Express, Eastman Kodak, International Business Machines,
and Westinghouse Electric).

30. Study Finds 82 Percent of CEOs Believe That Institutional Investors Will Cause
Boards to be More Critical of Management Performance, PR Newswire, Apr. 12, 1993,
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full-fledged victory in a proxy campaign: In 1992 the boards of directors of
General Motors, Digital Equipment, Compaq, Goodyear, Hartmarx, Im-
cera, and Tenneco unceremoniously unhorsed their CEOs in palace coups,
with institutional investors skulking in the background. 31 "Relationship
investing"-establishing a long-term link between a company and one or
more of its larger shareholders-is the latest fad.3 2

Ultimately, the vitality of an invigorated shareholder voice depends on
our corporate legal system. To date, most reformers have looked to the

available in LEXIS, News library, Curnws file (reporting survey conducted by Korn/Ferry
International, an executive search firm, of 327 CEOs from Fortune 500 and Fortune 500
service companies). According to the report, 73% of the CEOs thought institutional investors'
"new freedom to communicate more openly with corporate boards and one another will
prompt an increase in proxy challenges"; 69% thought the new SEC shareholder-
communication rules signal a "new era of heightened communications with institutional
investors."

31. See Stewart, supra note 29, at 34.
"We own the American economy now," says Carol O'Cleireacain, New York City

finance commissioner and trustee of four city pension funds with nearly $50 billion
of assets. "We" means institutional investors-pension funds, mutual funds, insur-
ance companies-whose portfolios hold 50.3% of all the stock of all the corporations
of America.

Id. at 35.

32. Judith H. Dobrzynski, Relationship Investing, Bus. Wk., Mar. 15, 1993, at 68; see John
H. Matheson & Brent A. Olson, Corporate Law and the Longterm Shareholder Model of
Corporate Governance, 76 Minn. L. Rev. 1313 (1992). Several new studies by academics and
consultants conclude that active, involve investors holding substantial minority blocks of
shares produce above-market returns for the firms in which they invest. See IRRC, New
Studies Tout Benefits of Activism, Corp. Gov. Bull., Sept.-Oct. 1993, at 15 (Whilshire
Associates found that CalPERS' activism increased firm performance; Professors Pound and
Gordon found that buying large minority stakes in companies provided superior returns;
Professor Shulman, Kleiman, and Nathan found that strategic, large-block investments
provide strong positive returns).

Much of the support for relationship investing comes from the popular perception that
there is too much "short-termism" in the United States capital markets; investors trade stock
"like pork bellies." Dobrzynski, supra, at 68, 69. We look longingly at the German and
Japanese systems, in which bank or corporate cross-ownership makes for stolid ownership
structures. See, e.g., Bebchuk & Kahan, supra note 27; Bernard S. Black, The Value of
Institutional Investor Monitoring: The Empirical Evidence, 39 UCLA L. Rev. 895 (1992);
Ronald J. Gilson & Mark J. Roe, Understanding the Japanese Keiretsu: Overlaps Between
Corporate Governance and Industrial Organization, 102 Yale L.J. 871 (1993); Mark J. Roe,
Some Differences in Corporate Structure in Germany, Japan, and the United States, 102 Yale
LJ. 1927 (1993).

Events may have softened the argument, however, as current economic conditions in Japan
and Germany have deteriorated, and some commentators now view the lack of flexibility in
their corporate structures as a liability. See, e.g., Robert Neff et al., Fixing Japan, Bus. Wk.,
Mar. 29, 1993, at 68, 73 ("Mhe Japanese financial system still resembles that of the U.S. about
50 years ago, replete with too many specialized, inflexible institutions, excess capacity, and
overregulation."); Japan's Fallible Firms, The Economist, Feb. 27-Mar. 5, 1993, at 17 (arguing
that "corporate Japan will have to restructure, and to jettison some of the luxuries of the past
five years[, such as] ... short product-development cycles, a varied product range, an emphasis
on market share rather than short-term profits, a sense of teamwork, strict quality control");
Japanese Stock Market: The Ministry's All Too-Visible Hand, The Economist, Mar. 6-12,
1993, at 81 (arguing that Japan's Ministry of Finance over-regulates Japan's trading markets
in an effort to control share prices).
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federal government to liberate the institutional voice.33 Professor Black, for
example, has called for the repeal or modification of various federal laws
that discourage institutional investors from aecumulating large single-firm
holdings or from employing collective voting tactics.3 4 Practitioners Lipton
and Rosenblum have proposed a federal law requiring open board elections
every five years for public corporations. 35 The California Public Employees'
Retirement System (CalPERS) and other institutional groups have urged
changes to the SEC proxy rules which mandate greater access by institu-
tional shareholders to management proxy materials, confidential voting,
independent inspections of elections, and reform of the director nomina-
tion process.36

In response to these reforms, Professor Coffee has led a chorus of
caution: What are the consequences of concentrating voting power in a few
institutional investors?3 7 To whom do institutional shareholders (such as
insurance companies and banks) answer?3 8 To whom do corporate pension

33. Black, supra note 14, at 530; RonaldJ. Gilson & Reinier Kraakman, Reinventing the
Outside Director: An Agenda for Institutional Investors, 43 Stan. L. Rev. 863 (1991); Joseph
A. Grundfest, Subordination of American Capital, 27 J. Fin. Econ. 89 (1990); John Pound,
Proxy Voting and the SEC: Investor Protection versus Market Efficiency, 29J. Fin. Econ. 241
(1991) Roe, supra note 14.

34. Black, supra note 14, at 530.
35. Martin Lipton & Steven A. Rosenblum, A New System of Corporate Governance: The

Quinquennial Election of Directors, 58 U. Chi. L. Rev. 187 (1991).
36. See, e.g., Pension Fund Petition Could Prompt Broad Changes in SEC's Proxy System,

BNA Daily Report for Executives, Feb. 12, 1990, available in LEXIS, Nexis Library, OMNI
File. In November 1989, CalPERS asked the SEC to act on 48 proposals to revamp the proxy
system. Initially, the impact of this "little-noticed petition" remained in doubt. Within several
weeks of receiving the proposals, the SEC acknowledged that the CalPERS' petition deserved
serious attention. In the three years since CalPERS' assault on the SEC proxy rules, the impact
of its recommendations has increased substantially.

The focus of the new SEC proxy rules is instructive. Responding to shareholder concerns,
the new rules enable shareholders to express their concerns more effectively about manage-
ment's performance. See, e.g., Pitt, supra note 26, at 2.

Ironically, while he is putting the fear of God into CEOs of major corporations, Dale
Hanson, the head of CaIPERS, is feeling heat from his own board for ill-timed investments in
real estate. See George Anders, Restless Natives, Wall St. J., Jan. 29, 1993, at Al.

37. Coffee, supra note 22; see also Edward B. Rock, The Logic and (Uncertain) Signifi-
cance of Institutional Shareholder Activism, 79 Geo. LJ. 445, 474 (1991) (suggesting that
institutional investors may themselves replicate the agency problem). Professor Coffee is, for
example, concerned with the tendency of institutional investors to index their portfolios. In
this regard, Nancy A. Williams (deputy executive director and general counsel of the Public
Employees' Retirement Association of Colorado) testified before Congress that since 80% of
the Colorado equity portfolio is indexed the fund cannot deal with poorly performing
companies by selling their stock. IRRC, Congress Again Examining Governance Issues, Corp.
Gov. Bull., Mar.-Apr. 1993, at 14, 16. For an intriguing look at the behavior of institutional
investors in a specific contest, see Karen Van Nuys, Corporate Governance Through the Proxy
Process, 34 J. Fin. Econ. 101 (1993) (finding banks and insurance companies are more
supportive of management than public pension funds and independent investor advisors).

38. Professor Pound connects high levels of institutional ownership to a lower probability
of dissident victory. See Pound, supra note 13, at 259-60 (providing data to support "strategic
alignment" and "conflict-of-interest" hypotheses). Insurance companies and bank trust
departments may side with management to keep the firm's insurance or banking business-a
conflict of interest. Some money managers may vote with management in order to preserve
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funds answer?3 9 What will be the agenda of state pension funds, frequent
targets of overt political pressures?40 Do beneficiaries of institutional funds
have meaningful control over the institutions? In short, the skeptics
advance the usual agency problem: Who watches the watchers?

Missing from this inquiry into shareholder voice, somewhat surpris-
ingly, has been an analysis of the proper role for the board of directors
when it administers the company's voting machinery. In our scheme of
corporate federalism, this is a question of state law. State law concerning
shareholder exit rights and the board's role in tender offers attracted great,
if not central, attention in the 1980s debate on takeovers. We debated
whether the board should be active or passive in response to unsolicited
bids, whether directors should consider the interests of management and
other constituencies, and whether judges should defer to board anti-
takeover strategies. We scrutinized Delaware's jurisprudence on takeover
defenses-from Cheff v. Mathes4 1 to Unocal Corp. v. Mesa Petroleum Co. 42 to
Paramount Communications v. Time, Inc.4 3-with fanatic zest.44 We have
never before or since so dissected a line of cases in corporate law.

The board's proper role is no less relevant to the current debate on
shareholder voice. Managers and their lawyers have sought, and predict-
ably will continue, to neutralize the power of the shareholder vote.
Increasing activism by institutional shareholders will fuel managerial at-
tempts to insulate themselves from the effects of the ballot box. Aggrieved

their immediate access to material company information-a strategic alliance.
39. Most corporate pension plans leave voting to their money managers, and those

managers, interested in attracting additional business from corporate clients, are reluctant to
anger the corporate community by voting against management. The Labor Department is
considering proxy rules to address this conflict of interest. Kevin G. Salwen & Leslie Scism,
Corporate Pensions Face Proxy Rules, Wall St. J., Dec. 14, 1993, at CI ("Corporate pension
plans hold more than $2.43 trillion in retirement money" and have been a "virtual nonentity
in the increasing shareholder activism of the past several years.").

40. In New York, Governor Mario Cuomo's proposal to link pension funds with
economically targeted investments within the state is starting to bear fruit. Designed as a
method to fill financing gaps, several major retirement plans have signed on, including the
New York City Employees' Retirement System and the New York State and Local Retirement
Systems. See, e.g., Joel Chernoff, Economically Targeted Investments: Excelsior Pool Nabs
Corporate Funds, Pensions & Investments, Feb. 22, 1993, at 32. Such targeted investment
confuses retirees' roles as pension beneficiaries with their role as public citizens. Hence, the
possible use of political pressure is a real danger when public agencies invest pension funds
in-state to prop up sagging economies.

President Clinton has also recently announced, in his State of the Union address, a new plan
to seek voluntary investments from the retirement funds to help finance a program of
rebuilding the nation's infrastructure. IRRC, Congress Again Examining Governance Issues,
Corp. Gov. Bull., Mar.-Apr. 1993, at 14, 17.

41. 199 A.2d 548 (Del. 1964).
42. 493 A.2d 946 (Del. 1985).
43. 571 A.2d 1140 (Del. 1989).
44. See Larry E. Ribstein, Takeover Defenses and the Corporate Contract, 78 Geo. LJ. 71,

72 (1989) ("No current corporate issue has attracted more attention from legal and economic
scholars than takeover defensive moves by corporate managers."). For a collection of the
mentioned cases, see Oesterle, supra note 20, at ch. 4. One of the co-authors is also guilty. See,
e.g., Dale A. Oesterle, The Negotiation Model of Tender Offer Defenses and the Delaware
Supreme Court, 72 Cornell L. Rev. 117 (1986).

HeinOnline -- 79 Iowa L. Rev. 493 1993-1994



79 IOWA LAW REVIEW

shareholders will turn to state courts, as they once did to protect their exit
rights in tender offers, to ask judges to interpret state corporate codes and
to enunciate the board's fiduciary duties in ways that nullify opportunistic
behavior by firm managers in voting matters. As arbiters of the tension
between shareholder rights and management power, judges again hold the
decisive cards.

This Article explores voting in the public corporation and the role of
state judges in defining and protecting the shareholder franchise. Our story
begins with an exposition of the contradictory (and confounding) provi-
sions of statutory voting law. On the one hand, state statutes uniformly
guarantee shareholders basic voting rights, such as the right to annual
board elections, the power to veto fundamental structural and control
changes, and inspection rights to assist shareholder participation in the
voting process. Yet, on the other hand, the statutes empower the board to
control the process, the content, and the context of shareholder voting. The
statutes grant the board discretionary powers to administer the voting
machinery, to change the capital structure and thus constrict voting
opportunities, to limit participation in the voting process, and even to
decide whether shareholders vote at all. Faced with legislative inconsis-
tency, we are left with a common-law answer: a case-by-case judicial
response to individual pleas for relief.4 5

The second part of our story revolves around a line of cases that
declare the inviolateness of the voting process. The cases, virtually unex-
plored in academic literature,46 originated in the early 1970s with Schnell v.
Chris-Craft Industries47 and took on new vitality in the late 1980s with Blasius
Industries v. Atlas Corp.48 and Hubbard v. Hollywood Park Realty Enterprises.49

The Schnell line of cases treats any manipulation of the voting machinery by
incumbents as inequitable-a presumptive breach of fiduciary duty.50 The
Schnell doctrine, though it avows to give content to the statutory purpose of
shareholder control, is decidedly narrow. If state courts determine that the
Schnell doctrine does not apply, they declare near indifference to the
board's virtually unreviewable say over whether shareholders vote and what
they vote on.

The split personality of state judges toward shareholder voting is
unfortunate. Shareholder voting offers a potent means for governance
change in a dynamic business environment and is a valuable part of the
package of corporate rights that equity investors purchase. Lofty judicial

45. See Guido Calabresi, A Common Law for the Age of Statutes 1-7 (1982).
46. The exceptions are relatively few: Thomas, supra note 18; Irwin H. Warren & Kevin

G. Abrams, Evolving Standards of Judicial Review of Procedural Defenses in Proxy Contests,
47 Bus. Law. 647 (1992); Norman Veasey et al., Delaware Developments in Proxy Contests, 7
M&A and Corp. Gov. L. Rep. 1131 (1991); RobertJ. Klein, Note, The Case for Heightened
Scrutiny in Defense of the Shareholders' Franchise Right, 44 Stan. L. Rev. 129 (1991).

47. 285 A.2d 437 (Del. 1971).
48. 564 A.2d 651 (Del. Ch. 1988).
49. No. 11779, 1991 Del. Ch. LEXIS 9 (Jan. 14, 1991).
50. Schnell, 285 A.2d at 439; Blasius, 564 A.2d at 662; Hubbard, 1991 Del. Ch. LEXIS 9, at

*22.
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pronouncements recognize voting's centrality in the corporate agreement
reflected in the corporate statutes; a stringent judicial doctrine limits the
board to a ministerial role in the voting process. Nonetheless, the narrow
boundaries of a heightened Schnell review and the erratic performance of
judges who review management interference with shareholder voting belie
a judicial inconstancy that ignores and thwarts the purposes of the voting
agreement. Judges strengthen our corporate law, we assert, when they
exercise the courage to match the stated theory of voting with the practice
of deciding difficult cases.

In analyzing the role of state courts in voting contests, we proceed as
follows: Part I describes how state corporate statutes enable and regulate
voting in the modem public corporation. We describe current voting
structures and practices, highlighting the tension between shareholder
voting rights and management prerogatives over voting.

Part II explores the theoretical justifications for the realities of
shareholder voting in the public corporation: Why do equity shareholders
have voting rights? Why are these rights subject to such pervasive board
oversight? We describe a theoretical framework - a basic "voting agree-
ment" - for reconciling shareholder control and managerial administra-
tion of public shareholder voting.

Part III describes and criticizes the current split personality of state
courts, particularly in Delaware, on the legality of the various techniques
management has used to dilute and subvert shareholder voting rights.
Current doctrine fails to distinguish between board administration of the
voting machinery and board impediments to dissent and to shareholder
control.

Finally, Part IV offers an explanation for judicial inconstancy in voting
cases. We urge judges to return to the purposive nature of law and, in
voting cases, to be true to their responsibility to interpret and enforce the
basic "voting agreement."

I. SHAREHOLDER VOTING IN PUBLIC CORPORATIONS: THE STATUTORY

FRAMEWORK

Shareholder voting has always been part of the American corporation.
The earliest American corporate charters, granted by special acts of state
legislatures,5 ' gave explicit voting rights to shareholders. 52 State legislatures

51. Colonial proprietors, governors, and assemblies-themselves often empowered by
corporate charters granted by Parliament or the Crown-exercised the right to incorporate
without significant interference from British authorities. I Joseph S. Davis, Essays in the
Earlier History of American Corporations 6-29 (1917). Colonial authorities incorporated at
least seven known business corporations, though the incorporation power was seldom
explicitly delegated and often unsettled. 2 Davis, supra, at 26 tbl. II. After the Declaration of
Independence, the fledgling state legislatures immediately assumed the power of the colonial
authorities to grant corporate charters. Between the signing of the Declaration of Indepen-
dence and the ratification of the United States Constitution, the legislatures chartered over 20
business corporations.

The state legislatures were jealous of their incorporation prerogative and protected it from
state executives and the federal government. Id. at 9. For example, when Governor William
Livingston of New Jersey attempted to grant a charter in 1778, the legislature passed a
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included shareholder voting in their first state corporate statutes in the
early 1800s 53 and later, in the mid-1800s, in their general enabling

resolution vesting the incorporation power solely in it. Delegates to the federal drafting
conventions, knowledgeable of English experience, believed that concentrating the incorpo-
ration power in a federal government would lead to mercantile monopolies. A weak federal
government meant that the states reserved their "traditional" powers.

Under the Articles of Confederation, the federal government did not have the power to
grant corporate charters. Id. at 9-12. James Madison, twice, and Charles Pinckney, once, at the
constitutional convention of 1787, proposed a provision enabling the federal government to
grant corporate charters, but each proposal was defeated. The final proposal, as amended,
would have limited federal incorporation to canals only, but lost by a vote of eight to three. See
James Madison, The Debates in the Federal Convention of 1787, at 420, 557, 563-64, 570
(Gaillard Hunt & James B. Scott eds., 1920). Rufus King of Massachusetts opposed the
proposals on the ground that several states would not ratify a Constitution with such a
provision. Id. at 564. He was correct. Five states, in ratifying the Constitution, recommended
adding an express provision to prohibit Congress from creating companies with "exclusive
advantages" or "monopolies." Id.

Nonetheless, the federal government has the implied power to grant corporate charters
when "necessary and proper" to its express powers. The most pertinent of the express powers
are contained in the fiscal, war, and interstate commerce clauses. See, e.g., McCulloch v.
Maryland, 17 U.S. (3 Wheat.) 316 (1816) (upholding constitutionality of charter of the Second
Bank of the United States). See generally Richard G. Handler & Thomas F. Liotti, Note, An
Historical Survey of Federal Incorporation, 1 Del. J. Corp. L. 370 (1976). For a list of early
corporations chartered by special act of Congress, see S. Rep. No. 30, 80th Cong., 1st Sess.
4-13 (1947).

By 1800, state legislatures had incorporated more than 300 business corporations. See 2
Davis, supra, at 27 tbl. III. To date, state legislatures have not relinquished their role as
primary incorporators of this country's businesses.

52. Some charters provided for a rule of one-share, one-vote. See, e.g., People exrel. Barker
v. Kip (N.Y. Sup. Ct. 1922) (reprinted at 4 Cow. 382, 384 as appendix to People ex rel. Israel
v. Tibbets, 4 Cow. 358 (N.Y. Sup. Ct. 1825)) (discussing incorporation statute providing "that
each stockholder shall be entitled to one vote in each share of the stock of the bank, which he
shall have held in his own name at least fourteen days previous to the time of voting"); People
ex rel. Israel v. Tibbets, 4 Cow. 358 (N.Y. Sup. Ct. 1825) (noting identical provision except for
a sixty-day holding period).

Early bank charters had capped voting provisions. For example, the Massachusetts Bank
Charter provided that no shareholder was entitled to more than ten votes. Act of March 9,
1792, 1790-91 Mass. Acts 369 (reprint 1895). The Union Bank Charter of 1792 provided that
each shareholder had one vote for the first $100 contributed and one for each additional $200
contributed, with a maximum of ten votes. Act of June 25, 1792, 1792-93 Mass. Acts 14
(reprint 1895). Apparently the Massachusetts Bank abused its virtual banking monopoly and
aroused substantial public resentment. See 2 Davis, supra note 51, at 67-70; see also David L.
Ratner, The Government of Business Corporations: Critical Reflections on the Rule of "One
Share, One Vote", 56 Cornell L. Rev. 1, 8 (1970).

53. These statutes were industry specific, relating to canals, turnpikes, aqueducts, textiles,
or banks. In 1799, for example, the Commonwealth of Massachusetts had a general
incorporation statute for aqueducts. Proprietors could incorporate by registering with ajustice
of the Peace for the County. Shareholders could delegate management duties to directors and
officers, pass bylaws, sell their shares, and vote their shares or execute proxies. Directors could
assess shareholders for needed capital funds. Creditors could sue shareholders personally if an
aqueduct corporation dissolved without paying its debts. The corporation could sue those who
injured corporate property for treble damages and could "enter upon, dip up and open any
such parts of the Streets, Highways or Town ways" with the approval of local officials. See Dale
A. Oesterle, Formative Contributions to American Corporate Law by the Massachusetts
Supreme Judicial Court from 1806 to 1810, in The History of the Law in Massachusetts: The
Supreme Judicial Court 1692-1992, at 127, 131-32 (Russell K. Osgood ed., 1992).

[1994]
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corporate statutes.54 The pattern established in these early general enabling
statutes remains intact today. 55

Shareholder voting holds a position of central importance in modern
enabling statutes. A large portion of every modern corporate statute
devotes itself to voting in the corporation.56 Yet the voting structure
outlined in the corporate statutes reflects a deep-seated legislative vacilla-
tion. State corporate codes contain sections detailing ostensibly mandatory
voting rights: compulsory annual board elections with minimum notice and
quorum requirements, shareholder inspection rights, restrictions on wa-
tered and discounted stock, prohibitions against corporate voting of trea-
sury stock or the stock of a parent, and shareholder ratification of
fundamental corporate transactions. The same codes contain, however,
sections that permit (or, by omission, fail to prohibit) substantial constraints
on shareholder voice: board control of the voting rights of preferred shares
through blank check authorizations; opt-out provisions for such matters as
one-year terms and shareholders' written consent procedures; and board
domination, using corporate funds, of all proxy solicitations.

A. Who Votes?

Corporate statutes permit articles of incorporation to specify classes of
equity shares and define the voting rights of each class. 57 Under some
statutes, even debt securities can have voting rights. 58 The statutes autho-

54. The enabling statutes permitted entrepreneurs to incorporate a business without
specific legislative authorization. See Henry N. Butler, Nineteenth-Century Jurisdictional
Competition in the Granting of Corporate Privileges, 14J. Legal Stud. 129 (1985). The earliest
general incorporation statute seems to have been the Connecticut statute of 1837. Massachu-
setts waited until 1851, and New York until 1866, to pass such statutes. Id. at 146.

55. See, e.g., Del. Code Ann. tit. 8, § 212(a) (1991) (stating general rule that "each
stockholder shall be entitled to I vote for each share of capital stock"); Revised Model Business
Corp. Act § 7.21(a) (1991) (stating general rule that "each outstanding share, regardless of
class, is entitled to one vote on each matter voted on at a shareholders' meeting").

In fact, by the end of the nineteenth century, all states (other than Massachusetts and New
Hampshire) had ratified constitutional provisions prohibiting special incorporation and
requiring incorporation under a general act. See, e.g., N.Y. Const. art X, § 1.

56. See, e.g., Del. Code Ann. tit. 8, §§ 211-231 (1991 & Supp. 1992) (Subchapter VII
entitled "Meetings, Elections, Voting and Notice").

57. An important exception is a charter authorization of "blank check" stock. See, e.g., Del.
Code Ann. tit. 8, § 151(a) (1991) ("[C]lasses or series [of stock] may have such voting powers
. . . and such designations, preferences and . . . rights, and qualifications, limitations or
restrictions ... as shall be stated.., in the resolution or resolutions providing for the issue of
such stock adopted by the board of directors pursuant to authority expressly vested in it by the
provisions of its certificate of incorporation."). Under such a charter provision, the board is
free to set the voting rights of the stock (usually preferred stock) it chooses to sell.

58. See, e.g., Del. Code Ann. tit. 8, § 221 (1991). Delaware is one of the few states that
permits a corporation to authorize bondholders to vote in the corporate charter. See also Okla.
Stat. tit. 18, § 1032 (1993). California and New York seem to allow all shares to be nonvoting
if a class of outstanding debt securities enjoys full voting rights. Cal. Corp. Code § 400(a)
(Deering 1977); N.Y. Bus. Corp. Law § 501(a) (McKinney 1986). The Revised Model Business
Corporation Act, used as a model by over thirty states, does not. Revised Model Business Corp.
Act § 7.21(a) (1991).

Holders of publicly traded bonds sometimes demand veto power over corporate decisions
that affect the value of their debt, such as large-scale dividend distributions, mergers, and new
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rize boards of directors to choose which stock they wish to sell, how much,
and at what price.59 In theory, many nonequity constituents such as
debtholders 60 and employees 6 t-through the ownership of voting shares or
classes of shares-could routinely participate in electing the board and
ratifying major corporate transactions. In publicly traded corporations they
rarely do. Most public corporations concentrate voting rights in a single,
publicly traded class of common shares. 62 Not surprisingly, there is strong
support for this basic structure among institutional investors.6 3

Regulatory constraints may explain the typical one-class structure.
Since 1926, the New York Stock Exchange, since 1926, has refused to list

debt placements. They obtain specific, explicit voting rights in a trust indenture, which are
protected (ostensibly) by the Trust Indenture Act of 1940. See generally Clifford W. Smith, Jr.
&Jerold B. Warner, On Financial Contracting: An Analysis of Bond Covenants, 7J. Fin. Econ.
117 (1979). Although such bondholders could, through language in a trust indenture, opt into
the procedures of a state corporate code that provides for shareholders, most bondholders
seem to favor informality. In addition, when a firm is reorganized in bankruptcy, the federal
bankruptcy code gives bondholders a class vote on the confirmation of the reorganization
plan. See 11 U.S.C. § 1126(c), 1129 (1988).

59. See, e.g., Del. Code Ann. tit. 8, § 152 (1991) (consideration for the purchase of capital
stock "shall be paid in such form and in such manner as the board of directors shall
determine"). Once the corporation has sold equity shares, the board's discretion is limited by
statutory and common law restrictions on the sale of shares for insufficient consideration. See,
e.g., Lewis v. Scotten Dillon Co., 306 A.2d 755, 757 (Del. Ch. 1973), ajj'd sub nom. Iroquois
Indus., Inc. v. Lewis, 318 A.2d 134 (Del. 1974) (directors' judgment on adequacy of
consideration for stock is presumptively valid and may be rebutted only be evidence of fraud
or reckless indifference on the part of directors).

60. Debtholders, for example, can demand redeemable junior preferred stock when they
lend to the corporation. If the stock is not redeemed on schedule, the junior preferred would
vote in board elections. See, e.g., In re Bicoastal Corp., 600 A.2d 343 (Del. 1991).

61. See generally Henry Hansmann, When Does Worker Ownership Work? ESOPs, Law
Firms, Codetermination, and Economic Democracy, 99 Yale L.J. 1749 (1990).

62. There are some important exceptions. The most common exception to single-class
voting is preferred shares. Most preferred stock gives holders the right to vote for directors if
a firm has not paid preferred dividends for three years. See NYSE Listed Company Manual
§ 313.00(d) [hereinafter NYSE Manual] (stating that companies listed on the New York Stock
Exchange must give holders of preferred stock the right to vote as a class to elect a minimum
of two directors if there is a default in the payment of six consecutive quarterly dividends).
Preferred shareholders also have, under state corporate codes, voting rights in charter
amendment recapitalizations. See, e.g., Del. Code Ann. tit. 8, § 242(a) (1991); Revised Model
Business Corp. Act § 10.04 (1991). Some state corporate codes extend voting rights for
preferred stock to statutory mergers. See, e.g., N.Y. Bus. Corp. Law § 9032 (McKinney 1986);
Cal, Corp. Code 33 152, 1202 (Deering 1977 & Supp. 1992); Revised Model Business Corp.
Act § 11.03 (1991).

Though unusual, a few firms have multiple classes of publicly held common shares with
disparate voting power. "ABC" stock, first used by General Motors Corp. to finance corporate
acquisitions, is one example, and dual class voting systems designed to deter unwanted
takeover offers is another. See generally Ronald J. Gilson, Evaluating Dual Class Common
Stock: The Relevance of Substitutes, 73 Va. L. Rev. 807 (1987); Jeffrey N. Gordon, Ties that
Bond: Dual Class Common Stock and the Problem of Shareholder Choice, 76 Cal. L. Rev. 1
(1988).

63. In an annual survey of institutional investors, the IRRC found that 67% said they
would oppose a management request to authorize stock with unequal voting rights. Only 3%
said they would support such a request; 30% would consider it on a case-by-case basis. Patrick
S. McGurn & Leita K. Zeugner, IRRC, NYSE May Abandon 'One-Share One-Vote,' Corp.
Gov. Bull., July-Aug. 1992, at 13, 16.
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nonvoting common shares and, since 1940, has refused to list voting stock
in a company that has nonvoting common shares outstanding in public
hands.64 The SEC, in its aborted effort to establish a one-share/one-vote
rule, indicated a strong distaste for capital reorganizations that disenfran-
chise common shareholders.65 Moreover, several federal statutes restrict
specified types of firms from issuing nonvoting shares. 66

The presumption of equality among equity shares also finds expres-
sion in several lines of state court decisions. For example, state judges have
construed general state constitutional or statutory provisions to require that
public corporations entitle all shares to vote for directors, firm-specific
provisions notwithstanding.67 In addition, responding to challenges of early
poison pill plans, which gave contingent supervoting rights to all target
shares except those held by a hostile bidder,, federal district courts inter-
preted state corporate codes to require equal treatment of all shares of a
class.68

The court-made restriction against vote buying further limits who may
vote. 69 Shareholders cannot irrevocably transfer their voting power without
also selling either their shares or an economic interest in the shares or the
corporation. 70 Recent cases, though rejecting the early judicial view that
vote selling is illegal per se, 71 continue to treat vote buying with suspicion:
"Because vote-buying is so easily susceptible of [sic] abuse it must be viewed
as a voidable transaction subject to a test for intrinsic fairness. ' 72

64. NYSE Manual, supra note 62, § 313.00. Recently, however, the Exchange, worried
about competitive pressures from other national exchanges and the NASDAQ, floated a plan
to rescind the rule. See McGurn & Zeugner, supra note 63, at 13.

65. See Business Roundtable v. SEC, 905 F.2d 406 (D.C. Cir. 1990) (invalidating Rule
19c-4). See generally Stephen M. Bainbridge, The Short Life and Resurrection of SEC Rule
19c-4, 69 Wash. U. L.Q. 565 (1991).

66. Federal Public Holding Company Act of 1935, § 7(c), 15 U.S.C. § 79g(c) (1988);
Federal Investment Company Act of 1940, § 18, 15 U.S.C. § 80a-18 (1988); Federal
Bankruptcy Reform Act of 1976, 11 U.S.C. § 1123(a)(6) (1988).

67. See, e.g., C.A. Cavendes, Sociedad Financiera v. Florida Nat'l Banks of Florida, Inc.,
556 F. Supp. 254, 258 (M.D. Fla. 1982) (interpreting Florida corporate code). Some courts, in
now outdated opinions, construed constitutional provisions requiring cumulative voting as
requiring that all shares be entitled to vote for directors. See, e.g., People ex rel. Watseka Tel.
Co. v. Emmerson, 134 N.E. 707 (Ill. 1922) (construing former Ill. Const. art. XI, § 3 (repealed
1970).

68. See, e.g., Unilever Acquis. Corp. v. Richardson-Vicks, Inc., 618 F. Supp. 407 (S.D.N.Y.
1985); Asarco Inc. v. Court, 611 F. Supp. 468 (D.N.J. 1985).

69. See Robert C. Clark, Vote Buying and Corporate Law, 29 Case W. Res. L. Rev. 776
(1979).

70. The statutes forbid shareholders from granting an irrevocable proxy unless "coupled
with an interest." See Del. Code Ann. tit. 8, § 212(e) (1991); Revised Model Business Corp. Act
§ 7.22 (1991).

71. Macht v. Merchants Mortgage & Credit Co., 194 A. 19, 22 (Del. Ch. 1937) (holding
vote selling to be "against public policy, and ... fraud on the other stockholders" who should
be able to rely on the independent judgment of fellow shareholders).

72. Schreiber v. Carney, 447 A.2d 17, 25-26 (Del. Ch. 1982) (rejecting view that modem
public shareholders rely on the independentjudgment of fellow shareholders). In Schreiber, Jet
Capital agreed to vote for a merger after receiving a loan from one of the merging firms. The
merger benefitted the firm's other shareholders, and the loan side-payment compensated Jet

HeinOnline -- 79 Iowa L. Rev. 499 1993-1994



79 IOWA LAW REVIEW

The case against vote buying, deriving from a long tradition against
vote buying in political contests, is not particularly strong. Just like
managers who have effective control of the business without holding a
significant equity interest, a variety of legal and market restraints on
abusing control would control vote buyers. 73 The restraints against vote
buying, which preclude a low-cost method for transfers of corporate

Capital for its holdout power. The court held that Jet Capital's vote agreement was legal. Id.
at 26. Delaware courts have also upheld vote buying in a bondholder consent process. See Kass
v. Eastern Air Lines, Inc., Nos. 8700, 8701, 8711, 1986 WL 13008 (Del. Ch. Nov. 14, 1986)
(written by Allen, Ch.).

73. Judge Frank Easterbrook and Professor Daniel Fischel explained vote buying imped-
iments as a way to prevent an inefficient rift between equity ownership and equity control. See
Easterbrook & Fischel, supra note 16, at 74-76. They asserted that a shareholder who faces a
collective action problem would sell her virtually worthless individual votes for anything more
than zero, even if the proceeds do not compensate the shareholder for the resulting potential
dilution in the equity value of her stock that could result once a successful vote buyer gains
control of the firm. Id. at 75. Competition among vote buyers, they argued, would not drive
the price up to the value of the expected equity dilution because bidders would be buying in
an all-or-nothing situation and would have to discount the price they pay for the risk of not
getting control. A bidder that did not get control would have paid for worthless voting rights.
Moreover, a successful bidder, without an equity stake in the firm, would "have an incentive
to consume excessive leisure and perquisites and to engage in other behavior that does not
maximize profits." Id. at 74.

Easterbrook and Fischel made arguments that seem inconsistent with other parts of their
book, and they did not provide us with reconciliations. We are left to wonder whether the
authors have answers for the following questions: If there is a collective action problem under
a vote-buying regime, won't shareholders either discount the price of the shares they purchase
or, eventually perhaps, encourage incorporators to prohibit the practice in the firm's artides
of incorporation? See id. at 1-39 (discussing the corporate contract). Why is the "specter of
looting" an "all-weather bogeyman" in other control transactions and a legitimate concern in
control shifts through vote buying? Id. at 129-30 ("mhe best remedies are based on
deterrence rather than prior scrutiny. Looters, when caught, may be fined or imprisoned.").
Why can a vote buyer not make contingent offers for votes as bidders do in tender offers, thus
eliminating the all-or-nothing problem as an obstacle to a fully priced competitive bidder
market? Id. at 171-73. Why can't an issuer (management) tender offer for voting rights keep
third parties honest as they do with issuer tender offers for stock? Id. at 180-81 (arguing that
issuer tender offer for stock protects shareholders from value-decreasing coercive tender
offers). Isn't the incidence of value-decreasing transactions in vote-buying control changes just
an empirical question? Id. at 127-29 (discussing Perlman v. Feldmann, 219 F.2d 173 (2d Cir.
1955)).

The main charge against vote buying-that winning bidders will recoup their investment by
diverting profits from other equityholders-rings hollow. In publicly held corporations,
existing managers typically have insignificant equity in the firm, yet operate under the same
(or even more severe) incentive problems. The argument against vote buying assumes that
vote buyers will be more adept somehow than current managements at cheating other
shareholders. The same legal rules (on fiduciary duty) and market constraints (in the labor,
product, and stock markets) that apply currently to existing managers and reduce agency costs
would apply to successful bidders. Why do adequate rules and market forces become suddenly
inadequate? The argument goes deeper. It hinges on an assessment of the value of easy
control changes and whether shareholders can and should decide for themselves on the issue.

Paradoxically, Easterbrook and Fischel supported the argument by Professor Thomas Andr
that vote selling is an efficient method of transferring control that avoids the necessity of target
board approval and state antitakeover legislation restricting the transfer of shares. Id. at 74
n.2 1; see Thomas J. Andr, Jr., A Preliminary Inquiry into the Utility of Vote Buying in the
Market for Corporate Control, 63 S. Cal. L. Rev. 533 (1990) (arguing that vote buying should
be permitted to insurgent-bidders who engage in a two-stage strategy of a proxy contest
followed by a tender offer).

[1994]
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control, may do little more than provide incumbent managers in public
corporations an assurance of job security. Interestingly, there may be
transactional substitutes for vote buying that participants in the control
market could, but do not, use.74

B. On What?

State corporate codes provide for shareholder suffrage on a variety of
matters: election and removal of directors;75 ratification of specified
fundamental corporate transactions initiated by management such as
mergers, sales of substantially all the firm's assets, compulsory share
exchanges, dissolution, recapitalizations, and charter amendments; 76 ap-
proval and initiation of changes to the corporate bylaws; 77 and adoption of
precatory shareholder resolutions or of resolutions offered by management
ratifying operational decisions on, among other things, conflict of interest
transactions or executive compensation.78 The technical details of a state
corporate code's many voting provisions can lead to the false conclusion
that shareholder voting rights are considerable.79 In practice, shareholder
suffrage in American public corporations is limited and largely perfunc-
tory.

Every year public shareholders elect a board of directors, but share-
holders do not vote on normal operating and financial decisions unless
asked by the board. State law decrees that shareholders have delegated
routine management decisions to their elected representatives: the direc-
tors and the directors' agents, the executive managers.80

The scope of managerial discretion over operations and financial
decisions is broad, stretching the definition of "routine." For example, in
American public corporations the board may decide, without any direct
shareholder involvement, whether to sell stock and to whom, whether and
how to distribute profits, whether the firm diversifies into new business

74. For example, a vote buyer could buy stock the day before the record date and sell it the
day after, while at the same time hedging all the price risks associated with the equity by
purchasing, for example, a put option at the purchase price. The price of the votes would be
the one-day carrying costs of the stock and the put option. Or a vote buyer could purchase
irrevocable proxies as a creditor based on a one-day, hedged position, with the proxies given
as security. See Del. Code Ann. tit. 8, § 212(c) (1991). Of course, state antitakeover statutes and
poison pill plans, if applicable, might defeat these strategies.

75. Id. § 211(b).
76. Id. § 242 (charter amendment), § 251 (merger or consolidation), § 271 (sale of

substantially all the assets), § 275 (dissolution).
77. Id. § 109(a).

78. E.g., id. § 144(a)(2) (ratification of dealings with interested directors); Securities
Exchange Act Rule 14a-8, 17 C.F.R. § 240.14a-8 (1993) (proposals of security holders); NYSE
Manual, supra note 62 (requiring a shareholder vote on auditors).

79. See generally Peter V. Letsou, Shareholder Voice and the Market for Corporate
Control, 70 Wash. U. L.Q. 755, 763- 74 (1992) (describing the limits of shareholder voting
power).

80. Del. Code Ann. tit. 8, § 141(a) (1991); see also Paramount Communications v. Time,
571 A.2d 1140, 1150 (1989) ("Delaware law imposes on a board of directors the duty to
manage the business and affairs of the corporation.").
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ventures or abandons existing ones, whether the firm takes on or sheds
debt, and who is to hold the most powerful executive positions in the firm.

When shareholders do seek to initiate shareholder votes on corporate
matters, they face an imposing array of obstacles. Corporate bylaws often
limit the ability of shareholders to place their resolutions on the agenda at
a shareholders' meeting.81 Some require that shareholder resolutions,
unlike management proposals, receive the vote of an absolute majority of
outstanding shares or count abstentions as "no" votes.82 Even if on the
agenda, shareholder proposals need not be included in the corporate-
funded proxy solicitation materials unless required by Rule 14a-8, the
SEC's shareholder proposal rule.8 3

During Rule 14a-8's fifty-year ebb and flow, the SEC (not the states)
has interpreted the scope of shareholder rights to initiate corporate
reforms.84 Recently, the SEC staff has been erratic in permitting sharehold-
ers to insert governance reform proposals in the firm's proxy solicitation
materials.8 5 For example, without any change in state law, the SEC recently

81. In-house rules, typically in a firm's bylaws, often prohibit shareholders from introduc-
ing resolutions unless the resolution is one entrusted to shareholder action by state or federal
law. Shareholders can still recommend that the board take specified action, a precatory
resolution, if the shareholders do not have the power to bind the board. When a shareholder
resolution is a proper subject for shareholder action, firm bylaws often require that the
shareholder give management advance notice before management will put the issue on the
agenda.

82. See Robert Walters, IRRC, Three Topics Top List of High-Growth Proxy Issues, Corp.
Gov. Bull., Sep.-Oct. 1991, at 16, 18-19 (describing shareholder resolutions that received a
majority of votes cast at meeting, but not the absolute majority required by the firm's
constitutive documents).

83. Securities Exchange Act Rule 14a-8, 17 C.F.R. § 240.14a-8 (1993). Under state law,
shareholders who want to offer a competing slate of candidates or submit particular issues for
shareholder vote must pay for a separate proxy solicitation. See, e.g., Rosenfeld v. Fairchild
Engine & Airplane Co., 128 N.E.2d 291 (N.Y. 1955). Rule 14a-8, the so-called "shareholder
proposal" rule, allows shareholders whose non-election proposals fit within the rule to
communicate with other shareholders atfirm expense. If shareholder action is neither sought by
management nor covered by the rule, the costs of the initiative are borne by the initiating
shareholder.

84. Rule 14a-8 purports to decide what matters are includable or excludable in manage-
ment's proxy materials by reference to state law. See Rule 14a-8(c)(1), 17 C.F.R. § 240.14a-
8(c)(1) (requiring that a proposal must be a "proper subject for action by security holders...
under the laws of the registrant's domicile"). Through a no-action procedure in which the SEC
staff reviews all shareholder proposals that management excludes, the SEC now decides the
scope of shareholder rights to initiate corporate reforms.

85. In the last few years, SEC staff has permitted management to exclude a variety of
governance reform proposals, including:

0 A proposal to add two employee-shareholders to the board. In re Rockwell Int'l
Corp., 1992 SEC No-Act LEXIS 1104 (Dec. 11, 1992).

* Proposals that the firm adopt a voting scheme to give shareholders (including
pass-through pension funds) one vote for each year they have held their stock, up to
a maximum of five votes per share. In re Sears Roebuck & Co., 1993 SEC No-Act
LEXIS 43 (Jan. 13, 1993); In re Exxon Corp., 1992 SEC No-Act LEXIS 1181 (Dec. 31,
1992); In re International Bus. Mach. Corp., 1992 SEC No-Act LEXIS 1179 (Dec. 31,
1992).
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reversed twenty years of Rule 14a-8 practice by allowing management to
omit shareholder proposals dealing with social or political issues that touch
on employment. In Cracker Barrel, the Commission concurred with staff
views that discriminatory hiring policies, like any other employment matter
within the discretion of management, constitute "ordinary business" be-
yond shareholder control.8 6

Although shareholder resolutions today face better odds of passing
than ever before,8 7 even when a shareholder-initiated resolution passes, it
usually does not bind the board. To satisfy the "proper subject" test of Rule
14a-8, most shareholders phrase their resolutions as precatory recommen-
dations to the board, which the board can then disregard.8 8

Shareholder resolutions that amend a firm's bylaws are binding, but
must be consistent with the firm's charter and state law. Shareholder efforts
at governance reform through bylaw changes are still young, though the
SEC has shown early reluctance to embrace this exercise of shareholder
power. The SEC staff, for example, has accepted management arguments
that shareholder bylaw proposals to create advisory shareholder commit-
tees are inconsistent with the board's statutory power to manage the firm's
business and affairs.8 9

7 A proposal to form a three-member advisory committee elected by shareholders to
review the activities of the corporation and advise the board concerning shareholders'
views. In re Pennzoil Corp., 1993 SEC No-Act LEXIS 503 (Mar. 22, 1993).

See, e.g., IRRC, SEC Allows Omission of Many Proposals, Corp. Gov. Bull., Jan.-Feb. 1993, at
14.

At the same time, the SEC staff reversed its position on what constitutes "ordinary business"
under Rule 14a-8(c)(7) and when a proposal is "significantly related" to the firm's business
under Rule 14a-8(c)(5). Effectively revamping shareholder governance rights, SEC staff now
requires inclusion of shareholder proposals on executive compensation (though not a
company's general hiring practices) and tobacco business (though not a company's policies
toward smoking in the workplace). Executive Pay Proposals Can't Be Omitted: SEC Staff
Reverses Longtime Policy, 7 Corp. Couns. Wkly. (BNA) No. 8, at 2 (Feb. 19, 1992); see In re
Philip Morris Cos., 1990 SEC No-Act LEXIS 335 (Feb. 13, 1990) (permitting proposal that
charter be amended to provide company not conduct any business in tobacco products after
December 31, 1999); In re Philip Morris Cos., 1990 SEC No-Act LEXIS 333 (Feb. 22, 1990)
(permitting proposal seeking report on the effect of the company's promotion activities on
smoking by minors).

86. In re Cracker Barrel Old Country Store, Inc., 1993 SEC No-Act LEXIS 51 (Jan. 15,
1993). The legality of this policy shift is in doubt. See Amalgamated Clothing & Textile
Workers Union v. Wal-Mart Stores, Inc., 821 F. Supp. 877 (S.D.N.Y. 1993).

87. See Walters, supra note 23, at 16.
88. "Under certain states' laws, a proposal that mandates certain action by the issuer's

board of directors may not be a proper subject matter for shareholder action, while a proposal
recommending or requesting such action of the board may be proper under such state laws."
Amendments to Rule 14a-8 Under the Securities Exchange Act of 1934 Relating to Proposals
by Security Holders, SEC Release No. 34-20091, 48 Fed. Reg. 38218, 38222 (1983) (codified
at 17 C.F.R. § 240.14a-8(c)(1)).

89. The SEC staff has sent contradictory signals. While the SEC has encouraged
shareholders to use their power to amend bylaws, some recent no-action letters narrowly
interpret state statutes permitting such power. IRRC, Corp. Gov. Bull., Jan.-Feb. 1993, at 5.

SEC staff has been reluctant to permit bylaw changes that would effect significant
governance reform. The staff recently allowed Pennzoil Corp. to exclude a shareholder
proposal to amend the bylaws to create a shareholder committee that would review board
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Shareholder voting on firm matters is extremely limited and, when it
happens, purely reactive. The statutes generally limit voting on extraordi-
nary matters to charter amendments, statutory mergers, assets sales, and
dissolution. 90 The scope of this voting right, fixed by history, 91 includes
such minor events as changing the corporate name or the address of the
registered office, yet excludes such major events as changing the firm's
dividend policies, incurring substantial new debt, entering new lines of
business, and appointing a new CEO. Under the "equal dignity" doctrine,
managers can even restructure a transaction to avoid statutory voting
requirements. 92

In addition, shareholders cannot initiate fundamental changes. The
board must initiate and propose amendments to the firm's charter, merg-
ers, and sales of assets; shareholders can only ratify board initiatives. When
the board submits a proposal to shareholder vote, shareholders cannot sua
sponte amend the initiative-they must take it or leave it. The board retains
control over the transaction even if the shareholders approve it. A favorable
vote is not binding on the board, which can, without a second shareholder

activities and advise the board of shareholder views. In re Pennzoil Corp., 1993 SEC No-Act
LEXIS 503 (Mar. 22, 1993). The proposal, submitted by CalPERS, would have created a three-
member committee elected by shareholders and paid fees equal to half the fees paid to the
company's outside directors. Pennzoil submitted a letter from Delaware counsel that argued
the bylaw change would be inconsistent with Section 141(a) of Delaware's statute which
provides the board is responsible for managing the firm's affairs. See Proposal for Shareholder
Committee via Bylaw Amendment May Be Omitted, 8 Corp. Couns. Wkly. (BNA) No. 12, at
1 (Mar. 24, 1993). Even when CalPERS resubmitted the proposal as a precatory recommen-
dation for the board to amend the bylaws to effect the new structure, SEC staff concluded
"there is a substantial question as to whether, under Delaware law, the directors may adopt a
by-law provision that specifies that it may be amended only by shareholders." In re Pennzoil
Corp., 1993 SEC No-Act LEXIS 503 (Mar. 22, 1993); see Charles F. Richards, Jr. & Anne C.
Foster, Exxon Revisited: The SEC Allows Pennzoil to Exclude Both Mandatory and Precatory
Proposals Seeking to Create a Shareholder Advisory Committee, 48 Bus. Law. 1509 (1993)
(describing SEC response to Pennzoil's arguments based on state law). The SEC staff's position
is remarkable in view of Delaware's statute, which provides "the power to adopt, amend or
repeal bylaws shall be in the stockholders entitled to vote." Del. Code Ann. tit. 8, § 109(a)
(1991).

Yet in another recent no-action letter, the SEC staff permitted the New York State Common
Retirement Fund to propose a bylaw amendment at A&P that would allow shareholders with
a .5% stake for three years to submit a 300-word statement on how they intend to vote for
directors and their opinion of the ability of the incumbent board to achieve long-term
corporate growth and shareholder gain. In re Great Atlantic & Pac. Tea Co., 1993 SEC No-Act
LEXIS 528 (March 26, 1993); see IRRC, Corp. Gov. Bull., Jan.-Feb. 1993, at 3, 5.

90. See, e.g., Del. Code Ann. tit. 8, § 242 (charter amendment), § 251 (merger or
consolidation), § 271 (sale of substantially all the assets), § 275 (dissolution)(1991).

91. The common law required that shareholders unanimously assent to changes in the
corporate charter, changes that included amendments, mergers, and dissolution. E.g., Voeller
v. Neilston Warehouse Co., 311 U.S. 531, 535 n.6 (1941). Sales of all or substantially all of a
firm's assets also required unanimous approval. E.g., Geddes v. Anaconda Copper Mining
Co., 254 U.S. 590, 595-98 (1921). These "organic" changes were said to be beyond the
ordinary business matters delegated to the board. Corporate codes came to include sections
that reduced the unanimity rule to, first, a two-thirds, and, later, a straight, majority vote.
Modern corporate codes have added no new matters to the list of fundamental transactions.
The New York Stock Exchange Listed Company Manual, however, does include additional
subjects. See NYSE Manual, supra note 62.

92. See infra text accompanying note 205.
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vote, call off the transaction.93  In theory, shareholders can initiate
structural reforms in the bylaws. The statutes by their terms contemplate
coterminous control over the bylaws and permit both the board and
shareholders to initiate and approve bylaw amendments. Some statutes
even make shareholder-approved bylaws superior, explicitly prohibiting
the board from modifying or sabotaging them.94 In practice, however, the
board makes almost all bylaw changes without a shareholder vote. Until
recently, public shareholders have rarely sought to use their shared power
over the bylaws. 95

Shareholders who seek bylaw changes face daunting barriers. Most
firms have in-house rules requiring shareholders to give advance notice of
proposed bylaw changes. These rules give managers time to rally support
against the change, or to challenge its legality. Although state courts have
not addressed the extent of shareholder power over the substantive content
of bylaws, corporate law practitioners have questioned whether sharehold-
ers can use the bylaws for governance reforms.96 Moreover, many firm
charters require a supermajority shareholder vote to amend bylaws. Finally,
under Rule 14a-8, management may exclude from management's proxy
materials shareholder proposals that seek bylaw changes if they are
inconsistent with the charter or state law, and, in particular, if they intrude
on management prerogatives.

Even on the one issue that statutes do give shareholders an unequiv-
ocal, periodic right to vote,-the election of directors-incumbent manag-
ers dominate the outcomes through their control of the firm's proxy
solicitation machinery. 97 Professors Berle and Means chronicled this con-

93. Del. Code Ann. tit. 8, § 251(d) (1991) (permitting a merger agreement to contain a
provision allowing the board to terminate the agreement notwithstanding shareholder
approval).

94. Some statutes require that the shareholder- approved bylaw explicitly include noncir-
cumvention language. E.g., N.Y. Bus. Corp. Law § 601(a), (b) (McKinney 1986).

95. Robert Walters, IRRC, Bylaw Amendments Spark Shareholder Interest, Corp. Gov.
Bull., May-June 1992, at 19 ("In earlier years, the number of bylaw amendments proposed by
shareholders was negligible. This year, however, some of the country's best known share-
holder activists were among the individuals and institutions submitting 16 resolutions in the
form of bylaw amendments to 11 of the 1,500 companies in the IRRC universe.").

96. Id. at 20 (Loeber Landau, a New York attorney, argued that bylaws cannot infringe on
the general management power of the board. A former SEC commissioner said that Delaware
law provides wide latitude for shareholders to frame bylaw amendments); Shareholder
Proposals To Amend Bylaws: Issues Surface as Investors Ponder New Weapon to Advance
Activist Goals, 7 Corp. Couns. Wkly. (BNA) No. 12, at 8 (Mar. 18, 1992) (Gilchrist Sparks, a
Delaware attorney, opined that Delaware courts would uphold a shareholder-initiated bylaw
change to create a shareholder advisory committee).

97. State corporate codes universally guarantee shareholders the power to elect the board.
See, e.g., Del. Code Ann. tit. 8, § 211(b) (1991). The guarantee is subject, however, to
numerous specifications and limitations. The statutes provide for an annual election. Unless
management initiates a special meeting, public shareholders in Delaware have no power to call
a mid-year meeting. Id. § 211(d). In other jurisdictions, public shareholders may have such
power, but must obtain written demands representing a requisite percentage of shares (such
as 10%). E.g., Revised Model Business Corp. Act § 7.02(a)(2) (1991).

The most important relaxation of the annual election requirement is the staggered board.
Del. Code Ann. tit. 8, § 141(d) (1991). Most statutes permit the charter (or sometimes the
bylaws) to specify that board members have two-or three-year terms. Under the typical statute,
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trol in 1932, and since then it has not changed significantly. 98 Incumbents'
success in American public corporations rivals that of former Soviet
politicians. Of the 1500 public corporations tracked by the Investor
Responsibility Research Center, insurgents displaced only eight boards.9 9

Management retains control over board membership in a number of
ways. The board sets the time and record date for the annual meeting, thus
deciding who votes and when. Moreover, incumbent managers have
significant control over board composition between elections. State statutes
empower the board to add or eliminate directorships and to fill
vacancies.100 The board can thus decide (without shareholder approval) to
change its size, the number of directors up for election, and even its
composition, subject only to specific (and rare) limits in the corporate
charter.' 0 ' Shareholders have the power to remove directors mid-term, but
their inability to call special shareholder meetings effectively nullifies this
authority.

10 2

the board is divided into no more than three classes of directors, each class coming up for
election no less than every three years. By staggering the board, the normal one-year cycle of
board elections becomes a two-year cycle, and an insurgent must assemble a shareholder
majority in two elections before obtaining absolute board control. Although the greater
continuity of a staggered board arguably benefits shareholders-the usual justification for
such a restructuring-event studies indicate a loss in share value because of the change,
suggesting that shareholders perceive the loss of control over the board to exceed the gains in
board stability. E.g., Greg A. Jarrell & Annette B. Poulsen, Shark Repellents and Stock Prices:
The Effects of Antitakeover Amendments Since 1980, 19 J. Fin. Econ. 127 (1987).

98. See supra notes 2-7 and accompanying text.
99. Thomas J. Andre, Jr., The Corporate Governance Reform Act of 1995, 17J. Corp. L.

87, 120-24 (1991) (describing Lockheed board's decision in 1990 to add four new directors'
seats and fill them with institutional shareholders to stop those shareholders from voting their
shares in favor of an insurgent, who was the firm's largest shareholder).

100. Del. Code Ann. tit. 8, § 141(b) (1991) (permitting the number of directors to be fixed
in the certificate of incorporation); id. § 223(a)(1) (requiring the number of directors to be
fixed by the certificate of incorporation, the bylaws, or in a manner provided for in the bylaws).

101. The board can amend the bylaws, unless the charter withdraws this power, to add or
subtract directors. Id. § 142(a). Using this power, the board can add or subtract director seats
without a shareholder vote. Moreover, the board can fill vacancies or newly created
directorships. Id. §§ 142(e), 223. An incumbent board can use this power to defend itself in
proxy contests. When AT&T succeeded in defeating the reelection of NCR's CEO and
President in a proxy contest, the NCR board increased the board by two seats and reinstated
the defeated officials. Michael Peltz, AT&T Reaches Out and Clutches NCR, Institutional
Investor, Jan. 1992, at 64.

Some statutes do, however, circumscribe the board's power to fill vacancies in mid-term. In
Delaware, for example, any shareholder (or group) holding 10% or more of a corporation's
outstanding shares can petition the Chancery Court to order a special election to fill vacancies
or new director seats, if they would otherwise be filled by a minority of incumbent directors.
Del. Code Ann. tit. 8, § 223(c) (1991).

102. Modern corporate statutes permit shareholders to remove and replace directors in
mid-term. Del. Code Ann. tit. 8, § 141(k) (1991). Originally, corporate codes and judicial
doctrine allowed only "removal for cause." Shareholders had to show, with due process rights
accorded the "accused" director, that the director had abused his or her authority in a manner
that amounted to a fiduciary breach. E.g., Auer v. Dressel, 118 N.E.2d 590, 593 (N.Y. 1954).
Delaware and most other states now permit shareholders to remove directors "without cause."
Del. Code Ann. tit. 8, § 141(k) (1991).

In practice the removal power is limited. Shareholders cannot call mid-term special meetings
on their own, unless permitted in the charter or bylaws. Such provisions are unusual. On rare
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C. How?

Shareholder suffrage is tied to a historical anachronism-the share-
holder meeting.103 According to the corporate statutes, shareholders vote
in person or through an agent at a designated location and time.104 When
shareholders are numerous and dispersed, few travel to the meeting; most
who vote use an agent empowered by a written proxy. Most absentee
shareholders select the proxy agent identified by the firm's managers on a
form proxy card mailed to all the firm's shareholders. A shareholder need
only check boxes, sign the card, and mail it back.

Although a proxy solicitation looks like a mail-in absentee ballot used
in multiparty political elections, it is not. In a mail ballot, citizens have
choices among various candidates. In a proxy solicitation, the proxy
empowers an agent to vote in the manner chosen by the proxy solicitors.105

occasions, if the certificate of incorporation does not prohibit the practice, shareholders have
used their power to act by written consent. See infra note 103. For example, in NYCAL Corp.
v. Angelicchio, No. 13053, 1993 Del. Ch. LEXIS 226 (Del. Ch. Aug. 31, 1993), the board
majority declared the firm's insolvency and authorized the filing of a bankruptcy petition. In
bankruptcy, shareholders tendered written consents representing a majority of the shares to
remove the entire board and replace it with their designates. The Chancery Court upheld the
shareholder action, though it noted that the majority shareholder may have violated a
contractual governance agreement requiring a specified number of independent directors.

103. Del. Code Ann. tit. 8, § 211(a) (1991). The modem exception, made optional in many
states, is the "written consent" procedure. Statutes in many states, including Delaware,
authorize shareholders to act without a formal shareholders' meeting by giving written
"consents" to elect directors and take other corporate action. See id. § 228. Corporations can
opt in or, in other states, opt out of the procedure in their charters. In Delaware, action by
consent is available unless the firm has opted out by charter amendment. In Delaware,
shareholders holding enough voting shares to take an action at "a meeting at which all shares
entitled to vote thereon were present and voted" must sign consents. Id. § 228(a). Many state
corporate codes do not follow Delaware and permit action by written consent only if all the
shareholders consent. See, e.g., Revised Model Business Corp. Act § 7.05(a) (1991).

During the 1980s, insurgents in control fights discovered that they could exploit the consent
procedure to obtain access to the voting mechanism without waiting for an annual meeting.
See, e.g., Empire of Carolina, Inc., v. Deltona Corp., 514 A.2d 1091 (Del. 1986); Datapoint
Corp. v. Plaza Sec. Co., 496 A.2d 1031 (Del. 1985). In a consent solicitation, the insurgent, not
the board, controls the timing of the vote. In fact, in a consent solicitation governed only by
the statute, management may have no more than a few days to respond with its own
solicitation. Under Delaware's statute the record date in a consent solicitation is the date the
insurgent delivers the first consent, unless the board has established a procedure for setting
another date.

104. Corporate codes require a shareholders' meeting at least every 13 months, but leave
the specific timing and mechanics of the meeting to the board. Del. Code Ann. tit. 8, § 21 1(a)
(1991) (consistent with the firm's bylaws). The state statutes do provide minimal protections.
The board cannot call a shareholders' meeting without notice or choose a stale record date. Id.
§ 222 (notice), § 213(a) (record date). Delaware's statute specifies that the meeting date must
fall within a window of at least 10 days, but no more than 60 days, after the record date. Many
statutes also prohibit the board from back dating the record date to a date before the record
date resolution. Id. § 213(b); see also Fisch, supra note 26, at 1134-42 (describing the evolution
of the proxy system).

105. Securities Exchange Act Rule 14a-4(b)(2), 17 C.F.R. § 240.14(b)(2) (1991). Under the
federal proxy regulations, rule 14a-8 resolutions or resolutions asking shareholders to ratify a
fundamental transaction must provide a "no" box. Rule 14a-4(b)(1), 17 C.F.R. § 240.14a-
4(b)(1) (1994).
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This means that shareholders cannot bind the proxy to vote against the
management's slate of candidates or for particular nonmanagement candi-
dates.

To vote against the management's candidates, a shareholder must
either hope someone else sends her a proxy solicitation with competing
candidates, find a personal representative willing to go to the meeting with
her personal proxy, or go to the meeting herself. The latter two alternatives
are too expensive, and insurgent proxy solicitations are rare. So her only
viable option, short of selling her stock, is to check the "abstain" box on the
firm's proxy or refuse to mail it at all. Lately, institutional investors have
begun to experiment with a 'just vote no" strategy in which they return
their proxy cards and expressly abstain, withholding votes from the board
nominees. The institutions hope that enough abstentions will register as a
protest vote with a firm's managers.10 6 The legal effect of an abstention or
nonvote, however, is surprising.'0 7 In some states such as New York and
Pennsylvania, blank proxies and proxies marked "abstain," although
counted for the purposes of a quorum, do not count as votes or in the
computation of voting results.' 0 8 In Delaware, however, abstentions count
as votes cast against nonelection initiatives, but no-votes have no impact
since they are not present or represented and not entitled to vote at the
meeting. 10 9 The SEC follows the Delaware rule for proxies submitted on
executive and director compensation plans under Rule 16b-3.1 0

106. See IRRC, Funds Experiment with Withholding of Votes, Corp. Gov. Bull., May-June
1992, at 12 (discussing several large institutional investors who withheld votes from manage-
ment slates at companies identified as "underperformers"). Of twelve companies subject to
'Just vote no" campaigns, one had 16.3% of the shares voted at the company's annual meeting
withheld, others 9.3%, 5.8% and 5.6%, and the rest all under 5% with one as low as 1.3%. Id.
The data show that these campaigns are waged largely for their public relations effect.

107. SRO rules bar broker-dealers from exercising discretionary authority to vote on
nonroutine or controversial matters. SROs are self-regulatory organizations, national ex-
changes and national associations of securities dealers. See, e.g., NYSE Rule 452, 2 NYSE
Guide (CCH) 2452 (1991). Broker-dealers cast nonvotes on such proposals when they have
not received voting instructions from their customers. Broker-dealers, however, exercise their
authority on routine matters and either cross out or leave blank nonroutine matters on the
proxy.

108. See, e.g., 15 Pa. Cons. Stat. § 1103 (1993) ("casting a vote.., does not include either
recording the fact of abstention or failing to vote"); Bank of N.Y. Co. v. Irving Bank Corp., 531
N.Y.S.2d 730 (N.Y. Sup. Ct. 1988) (holding that "majority" of votes cast for bylaw amendment
under N.Y. Bus. Corp. Law § 614 when 7,698,692 cast for, 7,243,544 cast against, and
476,985 abstained).

Likewise, votes withheld from management nominees running without opposition do not
affect voting results because the statutes require election by a plurality of the votes "cast." See
Catharine T. Dixon, The SEC's Expanded Requirements: Disclosure of Proxy Voting
Tabulation Procedures and Results, 7 Insights 11 (1993).

109. In matters other than the election of directors, the Delaware statute requires "the
affirmative vote of the majority of shares present in person or represented by proxy at the
meeting and entitled to vote." Del. Code Ann. tit. 8, § 216(2) (1993).

110. SEC Release No. 34-30849, 57 Fed. Reg. 29,564 (1992) (concluding that shares voted
as abstaining on a Rule 16b- 3 proposal should be counted as present and entitled to vote, thus
having the effect of a no-vote on the proposal; nonvotes are not shares present or represented
and entitled to vote).

[1994]

HeinOnline -- 79 Iowa L. Rev. 508 1993-1994



HeinOnline -- 79 Iowa L. Rev. 509 1993-1994



HeinOnline -- 79 Iowa L. Rev. 510 1993-1994



HeinOnline -- 79 Iowa L. Rev. 511 1993-1994



HeinOnline -- 79 Iowa L. Rev. 512 1993-1994



HeinOnline -- 79 Iowa L. Rev. 513 1993-1994



HeinOnline -- 79 Iowa L. Rev. 514 1993-1994



HeinOnline -- 79 Iowa L. Rev. 515 1993-1994



HeinOnline -- 79 Iowa L. Rev. 516 1993-1994



HeinOnline -- 79 Iowa L. Rev. 517 1993-1994



HeinOnline -- 79 Iowa L. Rev. 518 1993-1994



HeinOnline -- 79 Iowa L. Rev. 519 1993-1994



HeinOnline -- 79 Iowa L. Rev. 520 1993-1994



HeinOnline -- 79 Iowa L. Rev. 521 1993-1994



HeinOnline -- 79 Iowa L. Rev. 522 1993-1994



HeinOnline -- 79 Iowa L. Rev. 523 1993-1994



HeinOnline -- 79 Iowa L. Rev. 524 1993-1994



HeinOnline -- 79 Iowa L. Rev. 525 1993-1994



HeinOnline -- 79 Iowa L. Rev. 526 1993-1994



HeinOnline -- 79 Iowa L. Rev. 527 1993-1994



HeinOnline -- 79 Iowa L. Rev. 528 1993-1994



HeinOnline -- 79 Iowa L. Rev. 529 1993-1994



HeinOnline -- 79 Iowa L. Rev. 530 1993-1994



HeinOnline -- 79 Iowa L. Rev. 531 1993-1994



HeinOnline -- 79 Iowa L. Rev. 532 1993-1994



HeinOnline -- 79 Iowa L. Rev. 533 1993-1994



HeinOnline -- 79 Iowa L. Rev. 534 1993-1994



HeinOnline -- 79 Iowa L. Rev. 535 1993-1994



HeinOnline -- 79 Iowa L. Rev. 536 1993-1994



HeinOnline -- 79 Iowa L. Rev. 537 1993-1994



HeinOnline -- 79 Iowa L. Rev. 538 1993-1994



HeinOnline -- 79 Iowa L. Rev. 539 1993-1994



HeinOnline -- 79 Iowa L. Rev. 540 1993-1994



HeinOnline -- 79 Iowa L. Rev. 541 1993-1994



HeinOnline -- 79 Iowa L. Rev. 542 1993-1994



HeinOnline -- 79 Iowa L. Rev. 543 1993-1994



HeinOnline -- 79 Iowa L. Rev. 544 1993-1994



HeinOnline -- 79 Iowa L. Rev. 545 1993-1994



HeinOnline -- 79 Iowa L. Rev. 546 1993-1994



HeinOnline -- 79 Iowa L. Rev. 547 1993-1994



HeinOnline -- 79 Iowa L. Rev. 548 1993-1994



HeinOnline -- 79 Iowa L. Rev. 549 1993-1994



HeinOnline -- 79 Iowa L. Rev. 550 1993-1994



HeinOnline -- 79 Iowa L. Rev. 551 1993-1994



HeinOnline -- 79 Iowa L. Rev. 552 1993-1994



HeinOnline -- 79 Iowa L. Rev. 553 1993-1994



HeinOnline -- 79 Iowa L. Rev. 554 1993-1994



HeinOnline -- 79 Iowa L. Rev. 555 1993-1994



HeinOnline -- 79 Iowa L. Rev. 556 1993-1994



HeinOnline -- 79 Iowa L. Rev. 557 1993-1994



HeinOnline -- 79 Iowa L. Rev. 558 1993-1994



HeinOnline -- 79 Iowa L. Rev. 559 1993-1994



HeinOnline -- 79 Iowa L. Rev. 560 1993-1994



HeinOnline -- 79 Iowa L. Rev. 561 1993-1994



HeinOnline -- 79 Iowa L. Rev. 562 1993-1994



HeinOnline -- 79 Iowa L. Rev. 563 1993-1994



HeinOnline -- 79 Iowa L. Rev. 564 1993-1994



HeinOnline -- 79 Iowa L. Rev. 565 1993-1994



HeinOnline -- 79 Iowa L. Rev. 566 1993-1994



HeinOnline -- 79 Iowa L. Rev. 567 1993-1994



HeinOnline -- 79 Iowa L. Rev. 568 1993-1994



HeinOnline -- 79 Iowa L. Rev. 569 1993-1994



HeinOnline -- 79 Iowa L. Rev. 570 1993-1994



HeinOnline -- 79 Iowa L. Rev. 571 1993-1994



HeinOnline -- 79 Iowa L. Rev. 572 1993-1994



HeinOnline -- 79 Iowa L. Rev. 573 1993-1994



HeinOnline -- 79 Iowa L. Rev. 574 1993-1994



HeinOnline -- 79 Iowa L. Rev. 575 1993-1994



HeinOnline -- 79 Iowa L. Rev. 576 1993-1994



HeinOnline -- 79 Iowa L. Rev. 577 1993-1994



HeinOnline -- 79 Iowa L. Rev. 578 1993-1994



HeinOnline -- 79 Iowa L. Rev. 579 1993-1994



HeinOnline -- 79 Iowa L. Rev. 580 1993-1994



HeinOnline -- 79 Iowa L. Rev. 581 1993-1994



HeinOnline -- 79 Iowa L. Rev. 582 1993-1994



HeinOnline -- 79 Iowa L. Rev. 583 1993-1994



HeinOnline -- 79 Iowa L. Rev. 584 1993-1994


