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Introduction

In this age of momentum investors, day traders and hedge funds, the practice of
granting transient “investors” the full and immediate rights of corporate citizenship,

including the right to vote, is questionable and should be questioned.

The democratic equivalent to this practice would consist of granting the right to vote to
anyone who happens to be in the country on Election Day (tourists, business travelers,
etc.). Every democracy imposes a minimum period of time before a newcomer acquires

the full rights of citizenship, particularly the right to vote.

Whereas in 1960, the average holding period for publicly listed company shares in the
U.S. was seven years, it shrank to two years by 1992 (Porter,1992). This holding period
is now estimated at some seven and a half months for companies listed on the New
York Stock Exchange (Odland, 2006). A similar trend is at work in Canada, with the TSX
trading volume increasing at 10% a year for the last ten years and some 200 hedge

funds with assets under management in excess of $50 billion.

Though very unorthodox in the North American context, the notion that some time
should be required before a shareholder acquires the rights of corporate citizenship,

including the right to vote, is proposed here for due consideration.

The case

The recent saga surrounding the Falconbridge and Inco takeovers has vividly captured
the power of hedge funds, located in Connecticut, to shape to their liking the industrial
structure of a country and reap enormous financial riches in the process. Hedge funds, it
is estimated, now represent between 30% (Moyer, 2006) and 50% (Campos, 2005) of all

transactions on the New York and London Stock Exchanges, an astounding statistic.

Furthermore, it seems that, through derivative techniques and other means, hedge funds
and other sophisticated market players are able to acquire voting privileges in
companies without incurring any economic risk, a practice labeled “empty voting” (See

Martin and Portnoy, 2004; Hu and Black, 2006). As a result of such strategies, the



frequency of which is unknown and unknowable, hedge funds may, for instance, play a
decisive role in takeover situations, generating large profits for themselves without taking
all the inherent risks, all this to the possible detriment of the long-term interests of other

shareholders.

The practice of granting all the privileges of corporate citizenship immediately upon

purchase of a share has two negative, or at the very least, dubious, results.

1. It gives undue influence and power to transient shareholders determined to
create short-term value for themselves by all possible means, in particular, by
leveraging a short-term stock position to influence the outcome in takeover
situations or to provoke such situations. Given a sufficient number of investors
with a short-term perspective, these takeovers may be carried out at less than
optimal terms for the shareholders of the target company. That is one of the
conclusions of a recent study of takeovers by Gaspar, Massa, and Matos (2005).
These researchers conclude that short-term investors in a target company
“enhance the likelihood of a takeover and lower its cost. At the same time, short-
term shareholders in the bidder give managers more leeway to carry out value-
reducing acquisitions. Long-term investors defend management from takeovers
(by making bids more expensive) but also prevent overbidding and value-
reducing acquisitions.” (p.163). Their Figure 2, presented here, summarizes their
empirical findings. It shows that, on average, the shareholders of target firms
received less value and the shareholders of bidding firms lost more value, when
short-term investors were a significant presence among the shareholders of the

relevant companies.
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2. Transient investors induce in managers a short-term perspective attuned to the
expectations of these shareholders; for instance, a study by Brian Bushee
concludes that “...high levels of transient ownership are associated with an over-
weighting of near-term expected earnings....This finding supports the concerns
that many corporate managers have about the adverse effects of an ownership
base dominated by short-term focused institutional investors” (Bushee, (2004).

In another paper, Graham, Harvey, and Rajgopal (2005) report on a survey of some 400
financial executives in the U.S. They found that financial executives would forego
positive NPV projects to meet short-term earnings benchmarks. They write: “In the end,
many of our results are disturbing. The majority of CFOs admit to sacrificing long-term

economic value to hit a target or to smooth short-term earnings.” (p.36)

Recognizing the value of loyal shareholders

Should it not be recognized that, based on tenure as shareholders, there are indeed
different categories of shareholders? For instance, should we not make a difference

among the following types of shareholders?

Category Shareholders for:

I Less than a year
Il More than a year but less than five (5) years

i More than five (5) years

As new types of “investors” muscle in on the financial markets with strategies and tactics
that may not be in the best long-term interest of other shareholders, different rights could

be associated with long-term ownership of shares.

Already, French companies often grant “loyalty premium” dividends (usually + 10%) to
shareholders who hold their shares for more than two years. Shareholders also enjoy
reduced rates of taxation on capital gains as a function of the length of their share
ownership (the lowest rate achieved after a seven-year holding period). In some cases,

different voting rights are associated with different categories of shareholders.



Unfettered trading in the control of companies, as if they were a commodity, a metal, or
a piece of commercial real estate, may be the goal of some players in the financial
markets; but the aggressive pursuit of that goal may bring about government policies
and popular attitudes far less beneficial to reasonable investors. Concentration of
economic power in the hands of the few, be they hedge funds, private equity funds, or a
small cohesive economic elite, always raises issues of economic efficiency and social

equity.

The recent wave of corporate scandals has placed corporate executives and boards of
directors in the cross hairs of public opinion. However, the tactics of some new wave
“investors” and the relentless efforts to “commoditize” industrial firms may bring the
investor community under closer scrutiny. The concept of shareholders as the only and
ultimate stakeholder of publicly traded companies received a rare level of support during
the 1990’s. It is increasingly coming under attack, as the corporate social responsibility

movement recovers some of its luster lost in the euphoric 90’s.

The movement, in its most reasonable variant, will argue forcefully that a company is not
just a piece of property, but a social system with an economic finality, that boards of
directors do have a fiduciary responsibility to shareholders, but they also have a moral
responsibility to other stakeholders. Society at large may claim that it has a stake in
companies operating in its midst, a stake just as important as that of shareholders (See,

for one example of a burgeoning literature, Brennan, 2005).

The enhancement of shareholder loyalty

Long-term, buy-and-hold, investors have rights that should be protected against the
chicanery of management and the self-serving behaviour of a controlling shareholder. In
a context where new financial players intend to change the rules of the game to their
advantage, long-term investors must also be concerned with the behaviour of these
fellow shareholders. Driven by different motives and esoteric strategies, these new types
of “shareholders” may have interests and goals that are detrimental to the long-term

welfare of the company and its shareholders.



In a financial world where one third to one half of all stock transactions are carried out by
so called “hedge funds” with their “innovative”, opaque, strategies and tactics, new
issues come to the fore. Confronted by these changed market circumstances, rather
than further increase the power of transient, fickle, even malevolent, shareholders,
should we not propose measures that favour long-term shareholding and instil loyalty
and commitment to the long-run goals of the corporation?

Recommendation

It is time to impose a minimum period (say one year) before a shareholder can

exercise its voting rights.

Perhaps “loyal” shareholders could also acquire other rights and privileges for holding
shares for a stated period of time, as described earlier (e.g. increased voting power,
different taxation rates on capital gains, different levels of dividends). Such radical
changes require a careful examination of many aspects: legal, logistics, fiscal impact,
liquidity, etc. At this time, the concept of other rights and privileges, which could be
granted to loyal shareholders, is put forward for further discussion and debate. But the
proposal of a one-year holding period before acquiring the right to vote is

actionable now!
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