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Chapter 4

THE TRANSAMERICA CASE

By
Jill E. Fisch*

It may seem odd for a book entitled Iconic Cases in Corporate Law
to include a chapter about the Transamerica decision.! Transamerica,
after all, is a decision by a federal court, interpreting the proxy rules
adopted by the United States Securities and Exchange Commission
pursuant to its authority under the federal securities laws. Characteriz-
ing Transamerica as a building block of U.S. corporate law appears to
run counter to the traditional distinction between state corporate law
and the securities laws which, in contrast to corporate law are mandato-
ry, adopted by Congress and, through its delegated rule-making authori-
ty, the SEC, and focused on securities transactions rather than the
internal affairs of the corporation. Concededly the distinction between
corporate law and securities law is neither clear nor absolute. The
subject of shareholder voting perhaps best illustrates the uncertain
boundary between the two. Of the issues regulated by the federal
securities law, the proxy rules reflect the most extensive intrusion law
into the internal affairs of the corporation. This intrusion was not
apparent at the time that Congress enacted the federal securities laws,
nor is it obvious from the text of the federal statutes themselves.
Nonetheless, the SEC, through the adoption and enforcement of the
federal proxy rules, has taken substantial—some might say primary—
responsibility for delineating the scope of shareholder voting rights.
Through its regulation of shareholder voting, the SEC has played a
critical role in determining the extent to which shareholders, through
the exercise of voting rights, can exercise power over corporate manage-
ment.

Although at the time, the Transamerica decision represented a
watershed event in support of shareholder voting power, the SEC almost
immediately began to retreat from its role as shareholder advocate.

*T.J. Maloney Professor of Business 1. SEC v. Transamerica Corp., 163 F.2d
Law, Fordham University. 511 (3d Cir. 1947).
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Sec. A BACKGROUND TO THE TRANSAMERICA CASE 47

Through its repeated amendments to the federal proxy rules and the
positions it adopted in subsequent litigation over those rules, the SEC
has placed increasing limits on shareholder access to the proxy. More
significantly, the SEC’s active efforts to determine the appropriate limits
on shareholder voting power have put it, and not state courts or
legislatures, in the primary position of determining the subjects that are
proper for a shareholder vote, the extent to which shareholders can
increase their role in corporate governance by amending the corporate
bylaws and the appropriate role of shareholders in the nomination of
directors.

There are reasons to question the limits imposed by the SEC on
shareholder voting.? Although the SEC has traditionally portrayed itself
as the “investor’s advocate,”® some critics argue that the SEC has been
unduly influenced by corporate management, a concern perhaps most
visible in its recent amendments concerning shareholder power to nomi-
nate directors.! Independent of the substantive merits of the SEC’s
position, however, there are reasons to question the SEC’s decision to
federalize shareholder voting rights and to impose universal standards
rather than allowing individual state or issuer experimentation and
regulation. The Transamerica decision reveals the origins of this process.

A. BACKGROUND TO THE TRANSAMERICA CASE

The background to the Transamerica decision was the SEC’s pro-
mulgation of rules governing the solicitation of proxies. By the mid
1800s, dispersed ownership of publicly traded stock had made it difficult
for shareholders to attend annual meetings in person. Some shareholders
sought to appoint a representative or proxy to vote their shares at the
meeting. At the same time, issuers began to have difficulty meeting
quorum requirements and began to seek proxy voting authority from
shareholders in conjunction with providing notice of the annual meeting.

The permissibility of proxy voting was unclear under state law.
State courts generally agreed that shareholders had no common law
right to vote their stock by proxy, and held that such a right had to be
conferred either by statute or in the corporation’s charter or by-laws.” A

2. One of the better known advocates
for increased shareholder voting power is
Lucian Bebchuk. See, e.g, Lucian A. Beb-
chuk, The Myth of the Shareholder Fran-
chise, 93 Va. L. Rev. 675 (2007) (advocating
increased shareholder voting power includ-
ing ballot access and reimbursement of
costs).

3. Securities & Exchange Commission,
The Investor’s Advocate: How the SEC Pro-
tects Investors, Maintains Market Integrity,
and Facilitates Capital Formation, avail. at
http://www.sec.gov/about/whatwedo.shtml
(Nov. 19, 2007).

4, See, e.g., Kara Scannell, Cox, in De-
nying Proxy Access, Puts His SEC Legacy

on Line, Wall. St. J., Nov. 29, 2007, at C1
(describing SEC’s adoption of proxy rule
amendments as re-opening concern that
Chairman Cox would “roll back shareholder
rights in favor of business interests.”’)

5. See, e.g., Market S. R. Co. v. Hell-
man, 109 Cal. 571 (1895) (“At common law
a stockholder has no right to cast his vote
by proxy’”), quoting Coock on Stock and
Stockholders § 610; Leonard H. Axe, Cor-
porate Proxies, 41 Mich. L. Rev. 38 (1942)
(explaining that, at common law, proxy vot-
ing required ‘‘special authorization,” typi-
cally in the form of a charter or by-law
provision).
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few courts went further and held that shareholder voting was a personal
obligation of the shareholder and could not be delegated—even where
permitted by a corporation’s charter—absent explicit statutory authori-
ty.5 State legislatures responded to these decisions, first with permissive
statutes that authorized proxy voting and subsequently by affirmatively
granting shareholders the right to vote by proxy.”

By the early 1900s, it had become common for corporations to solicit
shareholder proxies for the annual meeting. These proxies generally
authorized a management representative, typically the corporate secre-
tary, to vote the shareholder’s stock on his or her behalf, It was usual for
proxies to be broadly worded, allowing the representative to exercise all
rights that the shareholder would have had, if he or she had been
present at the annual meeting, including the right to exercise the proxy’s
own discretion in voting on matters that were not specifically mentioned
in the annual meeting notice.®

Management at some companies misused this proxy authority, how-
ever. Some shareholders were forced or deceived into granting proxy
authority.” Reports surfaced of corporations issuing dividend checks
which provided that the shareholder, by endorsing the check, designated
a corporate officer as his or her proxy.” It was also ‘“an accepted
corporate practice” for management to submit to the shareholders for
their approval, all acts and transactions by the corporation’s officers and
directors during the prior year, and the standard corporate proxy author-
ized this so-called ‘‘ratification” of the acts of management.!! Through
these measures, management was able to obtain shareholder approval of
management self-dealing transactions, substantial executive compensa-
tion and other abusive transactions.

In the early 1930s, Congress heard testimony concerning these
abuses, and when it passed the Securities Exchange Act of 1934, it
granted the Commission authority to make rules governing the solicita-
tion of proxies, subject to the proviso that the rules be “necessary or
appropriate in the public interest or for the protection of investors.””’
The SEC initially focused its rulemaking on disclosure and the prohibi-

6. See, e.g., Taylor v. Griswold, 14
N.J.L. 222 (1834) (holding that corporation
lacks the power to adopt a by-law permit-
ting shareholders to vote by proxy absent
legislative authorization).

7. See, e.g., Arthur H. Dean, Non-Com-
pliance with Proxy Regulations: Effect on
Ability of Corporation to Hold Valid Meet-
ing, 24 Cornell L. Q. 483, 488 n.11 (1939)
(quoting various state statutes granting
shareholders the right to vote by proxy).

8. See Dean, supra note 7 at 490 (de-
scribing solicitation of proxies prior to the
adoption of the Securities Exchange Act of
1934).

9. See, e.g., Rice & Hutchins, Inc. v.
Triplex Shoe Co., 16 Del. Ch. 298, 309

(1929) (invalidating effort of management
to vote shareholder proxies to ratify self-
dealing transactions without advising the
stockholders of their intentions).

10. Indeed, this practice seemingly con-
tinued after the adoption of the Securities
Exchange Act at unlisted corporations that
were not subject to the federal proxy rules.
See David M. Friedman, SEC Regulation of
Corporate Proxies, 63 Harv. L. Rev. 796,
816 n.77 (1950) (citing case described in
connection with proposed legislation to ex-
tend Regulation 14(a) to unlisted compa-
nies).

11. Dean, supra note 11 at 490.

12. Securities Exchange Act of 1934, 15
U.S.C. § 78n{a).
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tion of fraud. Specifically, in response to the abuses described above, the
SEC required management to provide shareholders with adequate infor-
mation about the issues on which the proxy was to be voted, as well as
any personal interest of the proxy.?

In 1939, however, shareholders John and Lewis Gilbert locked horns
with Bethlehem Steel. Prior to the annual meeting, the Gilberts had
informed management that they intended to move to amend the bylaws
to provide for shareholder election of the auditors. When management
sent out to shareholders the notice of the annual meeting and the proxy
form, it did not mention the Gilbert motion. The management solicita-
tion did not seek general proxy authorization however; it sought voting
authority only for the election of directors. Management seemingly
assumed that the Gilbert motion would not pass if only those sharehold-
ers physically present at the meeting were able to vote on it.

The Gilberts complained to the SEC, and the SEC advised Bethle-
hem Steel that, in its opinion, the failure to inform shareholders about
the motion rendered its proxy solicitation false and misleading. The
Commission suggested that the company adjourn the meeting and notify
shareholders about the motion. Bethlehem Steel did adjourn the meet-
ing, and wrote to shareholders informing them about the Gilbert motion.
Management did not, however, seek voting authority with respect to the
Gilbert’s motion and, at the annual meeting, the motion was defeated by
those shareholders physically present.

The Commission responded the next year by amending the federal
proxy rules. As it explained: “The Commission has been seriously
concerned regarding the responsibility of corporate management to com-
municate to security holders information with respect to matters which
minority groups have indicated will be brought up for action at a
proposed meeting.””® As a result, it amended Rule X~-14A-9(I), renum-
bered as Rule X-14A-8, to require that, if proxies were to be used to vote
at an annual meeting or to provide a quorum, that the proxy solicitation
provide notice to shareholders of any matter expected to be raised at the
annual meeting, and that the form of proxy provide shareholders with
the opportunity to specify their desired action with respect to each such
matter.

Just two years later, the Commission went further, adopting its
initial version of the shareholder proposal rule. As amended in December
1942, federal proxy rules required that shareholder proposals be included
in the company’s proxy statement, and that “Stockholders making
proposals for action which are opposed by management must be given
not more than 100 words in the proxy in which to state their position,

13. Rules LA 1-7, Sec. Exch. Act Rel. holder—II, The New Yorker, Dec. 18, 1948
No. 378 {Class A), (Sept. 24, 1935). at 33.

14. Dean, supra note 7 at 503; John 15. Sec. Exch. Act Rel. No. 2376, 1999
Bainbridge, Profiles, The Talking Stock- WL 955899 (Jan. 12, 1940).
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provided the security holder gives the management reasonable notice of
his intention.””’

Who were the Gilbert brothers, whose actions at Bethlehem Steel
and other companies spurred the Commission’s rulemaking efforts? John
and Lewis Gilbert were perhaps the best known shareholder activists of
all time."” The Gilberts were men of independent means, who acquired,
largely by inheritance, shares in several hundred corporations. Begin-
ning in the 1930s, the Gilberts embarked on a lifelong crusade to
increase shareholder participation in corporate governance. As part of
this crusade, the Gilberts regularly attended annual meetings, speaking
from the floor and introducing shareholder proposals on a wide variety of
corporate governance issues. In the 1940s, the Gilberts typically focused
on issues such as proper auditing, the provision of post-meeting reports
to shareholders, and convenient location of shareholder meetings. The
Gilberts were also long time advocates of enhancing director accountabil-
ity through the elimination of staggered boards, director ownership of
stock, and limits on executive compensation. Over the years following
the adoption of the federal proxy rules, the Gilberts would introduce
hundreds of shareholder proposals, and studies show that they were
responsible for over half of all proposals introduced by retail investors.
Their activism, including regular attendance at annual meetings, contin-
ued for almost seventy years until John Gilbert’s death in 2002.%

B. THE TRANSAMERICA DECISION

The Transamerica case' resulted from a classic example of the
Gilberts’ shareholder activism. John Gilbert owned seventeen shares of
Transamerica stock. Prior to the annual meeting, Gilbert advised Trans-
america, as per the SEC rules, that he intended to introduce four
proposals at the 1946 annual meeting: 1) to change the location of the
annual meeting;® 2) to have independent public auditors of the company,
to be elected by the shareholders; 3) to eliminate an existing bylaw,
bylaw 47; and 4) to require that a report of the proceedings of the annual
meeting be sent to all shareholders. These proposals were comparable to
those introduced by the Gilbert brothers at many companies during this
time period.

Transamerica’s Bylaw 47, the subject of one of Gilbert’s proposals,
appeared to present an obstacle to Gilbert’s plan. Bylaw 47 required
notice of any bylaw amendments to be contained in the notice of the
annual meeting—a document that was prepared and distributed by
management. Transamerica argued that the board of directors had the

16. Sec. Exch. Act. Rel No. 3347, 1949
WL 35734 (Dec. 18, 1942).

17. See John Bainbridge, Profiles, The
Talking Stockholder-—I, The New Yorker,
Dec. 11, 1948 at 40 (profiling Lewis Gilbert
and describing his brother John).

18. See Davis Global Advisors, Inc., In
Memory, Global Proxywatch, Volume 6, p.

2, July 26, 2002, http:/web.management.
mcgill.ca/Art.Durnev/proxy.pdf  (reporting
John Gilbert’s death).

19. SEC v. Transamerica Corp., 163
F.2d 511 (34 Cir. 1947).

20. This proposal became moot prior to
the litigation. Id. at 513, n 1.
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discretion to decide what was contained in the notice of the annual
meeting and that the board could therefore exclude Gilbert’s proposals
from that notice. Since Gilbert’s proposals did not comply with Bylaw 47,
they were not, according to Transamerica, permissible subjects for a
shareholder vote under Delaware law.

The SEC advised Transamerica that it was required to include
Gilbert’s proposals in its proxy statement; when Transamerica refused,
the SEC brought suit. The district court largely agreed with Trans-
america.?! The court determined that Transamerica was entitled to
exclude Gilbert’s proposals if they were not proper subjects for a share-
holder vote, and that state law—in this case Delaware law—governed the
issue of what constituted a proper subject for a shareholder vote. With
respect to the annual meeting report, the court found that Gilbert’s
proposal was barred by Delaware law, which gives the directors authori-
ty over the business and operations of the corporation; the court con-
cluded that the decision to provide such a report was therefore within
the directors’ discretion.

Turning to Bylaw 47, the court stated that the bylaw was valid and
that Delaware law authorized the directors to act as gatekeepers with
respect to issues to be considered at the annual meeting. The court
explicitly found that, under Delaware law, the shareholders did not
possess an absolute right to amend the bylaws. The court then rejected
the SEC’s argument that such a bylaw improperly deprived shareholders
of their state law power to amend the bylaws, holding that this power
was adequately preserved through an alternative mechanism consistent
with Delaware law—a special meeting which the corporation was re-
quired to hold upon the request of a majority of the shareholders.

Finally, the district court concluded that Gilbert’s resolution regard-
ing the shareholder election of auditors was not barred by Bylaw 47
because it had not been explicitly framed as a bylaw amendment. As a
resolution, the proposal was, according to the court, a proper subject for
a shareholder vote, both because it did not conflict with any provision in
Transamerica’s bylaws or charters, and because the Delaware statute did
not reserve the selection of the auditors to the directors. Moreover, as
the court explained: “The matter of independent auditors is therefore of
such fundamental importance that it should be considered and passed
upon by stockholders themselves at a meeting and is not such a matter
which it may be said the stockholders have already delegated to oth-
ers.”’”

Both sides appealed to the Third Circuit Court of Appeals. Unlike
the district court, the Third Circuit gave almost no consideration to the
scope of shareholder voting rights under Delaware state law beyond
recognizing the fact that shareholders had the power to amend corporate
bylaws. The Court of Appeals did not even consider the possibility that
the board’s statutory authority over corporate operations could limit the

21. SEC v. Transamerica Corp., 67 F. 22. 67 F. Supp. at 335.
Supp. 326 (D. Del. 1946).
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permissible scope of shareholder voting power. Rather, in determining
what constituted a proper subject for shareholder action under Rule X—
14A-7, the court appeared to apply federal, rather than state law.

Not only did the court find that subjects of the Gilbert proposals to
be proper, it also concluded that any issuer-specific limitations on the
shareholder voting power conferred by that rule were improper.” The
court’s rationale was that such limitations would interfere with the
intent of Congress to require fair corporate suffrage. In particular, the
court concluded Congress intended shareholder voting rights to operate
as a check on the abuse of power by corporate management, and that
SEC rule X-14A-7 was consistent with that intention. As the court
stated: “The power conferred upon the Commission by Congress cannot
be frustrated by a corporate by-law.”*

Importantly, the Transamerica decision is not based on state law
authority about the allocation of power between shareholders and di-
rectors. Shareholder voting rights are, after all, the product of state law.
State corporation statutes determine shareholder voting rights in the
first instance, but typically they expressly require a shareholder vote
only on a few critical issues such as the election of directors, mergers,
charter amendments and dissolution. The statutes do not prohibit share-
holders from voting on other issues, but neither do they explicitly permit
it. Indeed, state law does not expressly give shareholders the right to
introduce and vote on a shareholder resolution. In addition, shareholder
voting rights are state-specific. In Delaware, for example, shareholder
have the power to amend the bylaws, and that power cannot be eliminat-
ed.? In Indiana and Oklahoma, in contrast, only the board of directors
has the power to amend the bylaws unless the charter confers that
power on the shareholders.?

In addition, the statutes expressly contemplate issuer-specific tailor-
ing of shareholder voting rights through the corporation’s internal
documents: the charter and bylaws. Nothing in state corporation stat-
utes precludes corporations from adopting procedural rules concerning
the exercise of shareholder voting rights—notice requirements, required
holding periods or minimum holdings for the exercise of particular
rights. Similarly, state law authorizes issuer-specific rules governing
shareholder voting power. Delaware law, for example, authorizes corpo-
rations to adopt supermajority voting requirements,” to provide for the
election of directors either by plurality or majority voting,® and to

23. In particular, as the court noted, cited no state law authority for this conclu-
Transamerica subsequently amended Bylaw  sion.
47 to require notice of shareholder-proposed 24. 163 F.24d at 518.
bylaw amendments submitted by holders of
1% of the outstanding stock. The court con- 25. 8 D?I' C. % 105(a). homa:
cluded that this requirement was unduly 26. Indiana: 23-1-39-1; Oklahoma:
onerous because it would have required ap- § 1013.
proximately 1500 average shareholders to 27. 8Del. C. § 102(b)(4).
band together to request a vote on a bylaw 28. 8 Del. C. §§ 141, 216 (amended
amendment. 163 F.2d at 513 n.2. The court  2006).
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dispense with an annual meeting by electing directors by written con-
sents.”

Nor is the Transamerica decision based on state decisional law.
Concededly several recent Delaware decisions have emphasized the im-
portance of shareholder voting and subjected board interference with the
shareholder franchise to a higher level of judicial scrutiny.® However,
the Transamerica decision predates these cases by many years. More
importantly, the decision explicitly references congressional rather than
state policy regarding the importance of shareholder voting.

The court’s decision in Transamerica thus staked out the role of
federal law in determining the scope of shareholder voting rights and the
role of the federal government in enforcing those rights. The court stated
that congressional intent in regulating proxy solicitation was not limited
to disclosure: ‘It was the intent of Congress to require fair opportunity
for the operation of corporate suffrage.””® Moreover, the Transamerica
decision established the authority of the SEC, both in dictating mecha-
nisms to protect shareholder voting rights and in imposing its view of
fair corporate suffrage upon issuers.

Importantly, the Transamerica decision also had the effect of par-
tially displacing state courts in the lawmaking process. In the Trans-
america case specifically, Bylaw 47 limited shareholder’s statutory power
to amend the bylaws. The validity of Bylaw 47 was based upon the
extent to which this limitation was permissible, but that question was a
matter of Delaware law. One would expect this type of question to be
decided, in the first instance, by the Delaware Chancery court. Even if
the Transamerica bylaw inappropriately thwarted shareholders’ voting
rights, one obvious alternative to the Third Circuit’s federalization of
this question was for Gilbert to challenge the validity of the bylaw in
state court.

C. FURTHER DEVELOPMENT OF THE FEDERAL
PROXY RULES

The Transamerica decision represented the high point in SEC
protection of shareholder voting. Rule X-14A-7 afforded shareholders
the broadest power with respect to the introduction of shareholder
proposals; it imposed no qualification requirements, limits on the num-
ber of proposals allowed, or subject matter limits. Within a few years,
however, the SEC began to limit the scope of the shareholder proposal
rule. In addition, Transamerica is the only case in which the SEC
brought suit to compel an issuer to include a shareholder proposal.®

29. 8 Del. C. § 228. 32. Indeed, the SEC gradually moved

30. See, c.g., Blasius Indus., Inc. v. At- from a defender of shareholder voting

- rights to a defender of issuer efforts to
112?9885)(')1‘5(;8 SS:OASiﬁnz?ll7v6%)h§i§_gizlf't (131111 exclude shareholder proposals. See Medical

Comm. for Human Rights v. SEC, 432 F.2d
dus., Inc., 285 A.2d 437, 439 (Del. 1971). 659 (D.C. Cir. 1970), vacated as moot, 404
31. 163 F.2d at 518. U.S. 403 (1972), (in which the SEC issued a
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Subsequent to the Transamerica case, the SEC gradually began to
retreat from its expansive view of the appropriate scope of shareholder
voting power.

Following the Transamerica decision, use of the shareholder propos-
al rule slowly but gradually increased. Published statistics showed that
shareholder proposals were introduced at large and well-known compa-
nies, yet their use was relatively rare in the 1940s and 50s. One study
reported that during the period 1945-57 (pre-Transamerica), 1.4% of
proxy statements submitted to the SEC contained shareholder propos-
als.® By 1955 that number had risen to 3.1%.3* The Gilbert brothers
were responsible for approximately half the shareholder proposals sub-
mitted during this time period; in 1955, they submitted 65% of all
proposals.® The shareholder proposals dealt primarily with corporate
governance issues. Cumulative voting, selection of auditors, elimination
of staggered boards and executive compensation were the most popular
issues.*

In addition, the SEC began the process of refining the shareholder
proposal rule, a process that has continued to the present day. Through
half a dozen amendments to the federal proxy rules, the SEC introduced
advance notice requirements, limits on the number of words and the
number of proposals, gualification requirements for proposing sharehold-
ers, and limitations on resubmission of previously-submitted proposals.
In addition, in response to uses of shareholder proposal that it viewed as
inappropriate, the SEC moved from the broad concept of proper subject
matter it had advocated in the Transamerica decision to a rule that
articulated a growing number of bases on which management was
permitted to exclude a shareholder proposal as improper. These bases
included proposals made “primarily for the purpose of promoting general
economic, political, racial, religious, social or similar causes,” proposals
that addressed the ‘“conduct of the ordinary business operations of the
issuer,” proposals relating to director elections and proposals concerning
specific amounts of dividend payments.

In 1976, the SEC also formally created the so-called precatory
proposal.’” Having determined that shareholder proposals which took the
form of a directive or mandate could create a tension with state statutes
giving boards exclusive authority over corporate decision-making,® the
SEC decided that this problem could generally be addressed by framing

no-action letter permitting issuer to exclude 36. Id. (describing statistical breakdown
shareholder proposal). of shareholder proposals by subject matter).

33. Frank D. Emerson & Franklin C. 87. Adoption of Amendments Relating
Latcham, The Sec Proxy Proposal Rule: to Proposals by Security Holders, Sec. Exch.

The Corporate Gadfly, 19 U. Chi. L. Rev.  Act Rel. No. 12999, 1955 WL 5976 (Nov, 22,
807, 812 (1951-1952). 1976).

34. Frank D. Emerson, Some Sociologi- 38, Indeed, such a provision in the Dela-
cal .and Legal Aspects of Institutional and e statute had led the district court in
Individual Participation Under the SEC’S  prapsamerica to conclude that the request
Shareholder Proposal Rule, 3¢ U. Det. L.J. g1 o1 annual meeting report was not a
518, 537 (1957). proper subject for shareholder action.

35. Id. at 542. Transamerica, 67 F.Supp. at 330.
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the proposal as a request or recommendation rather than a mandate.
Concededly there was state law authority that shareholders lacked the
power to interfere with certain types of corporate decisions.® It is not
clear, however, that this authority operated as a limitation on sharehold-
er voting power—conceivably shareholders were free to pass resolutions
or bylaw amendments subject to a subsequent judicial determination as
to the validity of those resolutions or the extent to which management
was required to comply with them. Nonetheless, the SEC reasoned that
it would be illogical to allow shareholders to vote on actions that they
lacked the power to take. Accordingly, it added a note to the rule stating
that, ““A proposal that may be improper under the applicable state law
when framed as a mandate or directive may be proper when framed as a
recommendation or request.”* Interestingly, and somewhat ironically,
there is no explicit authority in state law empowering shareholders to
vote on precatory resolutions. Thus, in the guise of ensuring that
shareholder voting did not conflict with state law, the SEC granted
shareholders voting rights that arguably extended beyond those afforded
by state law, although the significance of the rights was somewhat
limited.

The bases for exclusion were interpreted and applied by the SEC
staff through the no-action process."* The no-action process is an infor-
mal and non-binding adjudication that results from the requirement in
Rule 14a-8 that issuers notify the SEC if they intend to exclude a
shareholder proposal. An issuer that seeks to exclude a proposal submits
to the staff an explanation of the bases upon which exclusion can be
justified and requests that the SEC take no enforcement action against it
if the proposal is excluded. The staff responds by advising the issuer
whether it agrees. If the staff agrees, the proposal is excluded. If the staff
states that, in its opinion, the proposal cannot be excluded, the issuer
generally acquiesces.

Staff decisions are not binding upon the courts, which may compel
that a proposal be included despite the staff position. In addition, the
letters have no precedential value. Nonetheless, as the D.C. Circuit
recognized in Medical Committee for Human Rights,” shareholders
rarely pursue litigation if the staff issues a no action letter, as a result,
the SEC staff position essentially becomes the law unless or until the
Commission itself overturns it or announces a formal change in policy.
From time to time the SEC does issue a more formal interpretation of

39. See, e.g., Charlestown Boot & Shoe
Co. v. Dunsmore, 60 N.H. 85(1880) (reject-
ing efforts by shareholders to control di-
rectors’ exercise of their power to run the
corporation).

40. See Adoption of Amendments, 1976
WL 160347 (explaining rationale for addi-
tion of this note).

41. See Statement of Informal Proce-
dures for the Rendering of Staff Advice
with Respect to Shareholder Proposals, Sec.

Exch. Act Rel. No. 12599, 1976 WL 160411
(July 7, 1976) (describing evolution of no-
action process with respect to shareholder
proposals).

42. See Medical Comm. for Human
Rights, 432 F.2d at 672 (“For the small
investor, personal recourse to the Commis-
sion’s proxy procedures without benefit of
counsel may well be the only practicable
method of contesting a management deci-
sion to exclude his proxy proposal’).



56 THE TRANSAMERICA CASE Ch. 4

the rules in the form of an interpretive release, which is designed to
provide broader guidance than the no-action process. Some of the SEC’s
releases with respect to Rule 14a-8 are discussed in more detail below.

The no-action process has, from time to time, produced some contro-
versy on the question of what constitutes a proper subject for sharehold-
er action. One example is the exclusion for social, religious, political and
similar proposals. In 1969, the Medical Committee for Human Rights,
owner of five shares of Dow Chemical stock, submitted a shareholder
proposal that requested Dow to take steps to restrict the manufacture
and sale of napalm. Dow refused to include the proposal, arguing that it
was excludable both as “primarily for the purpose of promoting general
economic, political, racial, religious, social or similar causes”* and as
“relating to the conduct of the ordinary business operations of the
issuer.”** The SEC staff, which had shifted its approach to shareholder
proposals substantially from the bastion of shareholder sovereignty
reflected in the Transamerica litigation, issued a no-action letter advis-
ing Dow that it could exclude the proposal. The Medical Committee
appealed to the SEC, which affirmed the staff decision.®

The Medical Committee then challenged the SEC’s determination in
the Court of Appeals, which held that the SEC’s decision lacked an
adequate basis and remanded, stating that the SEC’s interpretation of
its rule was inconsistent with the congressional intent behind section
14(a). The court stated that: “Our own examination of the issue raises
substantial questions as to whether an interpretation of Rule 14a-8(c)(2)
which permitted omission of this proposal as one motivated primarily by
general political or social concerns would conflict with the congressional
intent underlying Section 14(a) of the Act.”’*® The court noted that the
manufacture of napalm was economically significant to the company and
had also subjected Dow to controversy.’” In addition, the court explicitly
distinguished the proposal at issue from guestions of general social policy
that are beyond management’s control: “the proposal relates solely to a
matter that is completely within the accepted sphere of corporate activi-
ty and control.”*®

At roughly the same time, the Project on Corporate Responsibility, a
shareholder group, was waging a proxy contest at General Motors called
Campaign GM.* The shareholders introduced nine proposals on a variety
of issues, including the appointment of public interest directors to the
board, and proposals to address air pollution and employee safety. The
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47. 1d. at 681.
48. 1d.
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SEC required General Motors to include two of these proposals in its
proxy statement, but allowed the company to exclude the others with
little explanation.

Congress considered a legislative response. In 1970, Senator Ed-
mund Muskie introduced the Corporate Participation Bill.* The bill was
designed to overrule SEC restrictions on social policy proposals by
allowing shareholders to introduce proposals aimed at advancing ‘“‘the

- general welfare.” When the Supreme Court dismissed the Medical Com-
mittee for Human Rights case as moot, because Dow had included the
proposal and it failed to command the 3% vote necessary for resubmis-
sion, dJustice Douglas wrote in dissent that Senator Muskie’s bill re-
flected “‘substantial sentiment” for a more liberal approach to the use of
shareholder proposals.” Shortly thereafter, the SEC amended rule 14a-8
to provide that social policy proposals could only be excluded if they were
“not significantly related to the business of the issuer or is not within
the control of the issuer.” Although at first blush this amendment
appeared to increase the issuer’s power to exclude social policy propos-
als™ (See Douglas opinion at 410 n.6), staff interpretations (perhaps
influenced by the statements by the Second Circuit and members of
Congress) came to reflect an increasingly liberal approach to social policy
proposals. As a result, in the following years, shareholder proposals on
social, religious and political issues became commonplace, and religious
and political groups came to dominate the shareholder proposal process.

Another issue concerned the use of shareholder proposals to address
executive compensation. Starting in the late 1970s, executive compensa-
tion, and CEO pay in particular, began to escalate.”® The process in-
creased in the 1980s, presumably in response to substantial cuts in the
maximum income tax rate. Pay increased in absolute terms, as a multi-
ple of average worker pay, and in comparison to executive compensation
in other countries. Companies developed new forms of compensation
such as guaranteed bonuses, golden parachutes, and compensation to
cover tax liabilities.

The increases generated substantial controversy. Congress respond-
ed through a variety of efforts, largely unsuccessful, to create tax
penalties for excessive executive compensation.® The SEC responded by
increasing required disclosure of executive compensation. Shareholder
activists called for limits on pay and greater ties to performance. Despite
legislative, regulatory and media attention, however, the SEC staff took
the position that shareholder proposals relating to executive compensa-
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tion dealt with ordinary business issues and could therefore be excluded
under Rule 14a-8(c)(7).* As Senator Levin explained, “The policies of
the SEC place a major roadblock in the way of stockholders having a say
in how CEO pay is set within their own corporation.”® The SEC did not
reverse this position until 1992.5" As the staff explained: “In view of the
widespread public debate concerning executive and director compensa-
tion policies and practices, and the increasing recognition that these
issues raise significant policy issues, it is the Division’s view that
proposals relating to senior executive compensation no longer can be
considered matters relating to a registrant’s ordinary business.”®

The SEC’s change in policy addressed compensation, but not the
broader question of employment related policies. The staff continued to
permit the exclusion of many proposals dealing with employment as
relating to ordinary business operations, adopting a case-by-case ap-
proach in which it attempted to evaluate the extent to which the
proposal raised significant social policy concerns. In 1992, New York City
Employees’ Retirement System (NYCERS), an institutional investor,
submitted a proposal to Cracker Barrel requesting that the board imple-
ment hiring policies that barred discrimination on the basis of sexual
orientation.”® Not only did the staff permit Cracker Barrel to exclude the
proposal, it announced a new blanket prohibition on employment related
proposals. Explaining that “the line between includable and excludable
employment-related proposals based on social policy considerations has
become increasingly difficult to draw,”” the staff stated that henceforth,
gocial policy concerns would not have the effect of removing the proposal

i
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from the realm of ordinary business operations. “Rather, determinations
with respect to any such proposals are properly governed by the employ-
ment-based nature of the proposal.”” The SEC affirmed the staff position.
NYCERS challenged the SEC’s decision in court, arguing that the SEC’s
change in position violated the Administrative Procedure Act, but the
Second Circuit refused to issue an injunction, concluding that the no-
action letter was simply “interpretive and non-binding” and therefore
was not subject to the procedural requirements of a formal legislative
rule.

The SEC’s change generated extensive public outery. One reason, as
demonstrated in the Cracker Barrel dispute itself, was that institutional
investors had become a growing force in corporate governance and the
shareholder proposal process. Institutions-public pension funds, union
funds, mutual funds, insurance companies, university endowments, foun-
dations and others—owned an increasing percentage of the market and
had begun to make active use of rule 14a-8. Institutional presence
significantly affected the shareholder proposal process. Indeed, virtually
no shareholder proposals had ever received majority approval until
1988, when a CalPERS sponsored proposal at Gillette to prohibit
greenmail® received 53% approval.®? There were several reasons for this
lack of success. First, although rule 14a-8 reduces the cost of submitting
a shareholder proposal, since the proposal is distributed as part of the
company’s proxy materials, the costs of any proxy solicitation are borne
personally by the sponsoring shareholder. These costs can be substan-
tial-the average cost of a proxy contest ranges from $250,000 to $1
million.® Few investors have the type of financial or other interest in a
shareholder proposal to justify this expenditure. Second, shareholder
voting suffers from a collective action problem. Dispersed investors with
relatively small stakes have little financial incentive to pay attention to
the voting process, or even to vote. Third, the collective action problem is
enhanced by the relative unimportance of shareholder voting. As indicat-
ed above, the economic significance of most shareholder proposals is
reduced by their precatory nature, and as described in further detail
below, very few director elections involve an election contest. As a result,
shareholders can rationally conclude that, in the vast majority of cases,
their votes do not matter.
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By the early 1990s, institutional investors, particularly pension
funds and unions, had begun to sponsor shareholder proposals regularly.
Empirical studies showed that shareholder proposals sponsored by insti-
tutional investors, which tended to focus on corporate governance,
received greater shareholder support than other proposals and were
more likely to be approved.” Institutional activism was also leading
institutional investors to pay greater attention to their voting rights,
which contributed to the new success of shareholder proposals.®

Employment related proposals were of particular interest to public
pension funds and union funds. Fearing the impact of the Cracker Barrel
rule, a number of high-profile institutional investors petitioned the SEC
to overturn its decision.® Institutional pressure was supplemented by
congressional pressure. As part of the National Securities Markets
Improvement Act of 1996, Congress required the SEC to conduct a
comprehensive study of the shareholder proposal process to determine
whether shareholders had adequate access to proxy statements and
whether such access had been ‘“impaired by recent statutory, judicial, or
regulatory changes.”® The SEC responded by soliciting input from
issuers, shareholders and other market participants and was flooded
with responses critical of the existing application of the shareholder
proposal rule.®

Finally, in 1998, as part of another set of revisions to the proxy
rules, the Commission reversed its decision in Cracker Barrel.” The
SEC’s release indicated that the SEC was returning to its prior approach
of evaluating employment related proposals on a case by case basis. In
addition, the SEC explicitly reinstated its prior position that employ-
ment-related issues are proper subjects for shareholder proposals so long
as they raise “‘substantial policy or other considerations.”™

More recently, the SEC has struggled with shareholder voting over
poison pills. Institutional investors have generally opposed the adoption
of poison pills, staggered boards, and other antitakeover devices that
allow management to resist a tender offer despite shareholder opposi-
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tion. Beginning in the late 1980s, institutional investors began to intro-
duce shareholder proposals seeking to limit director authority to adopt or
maintain poison pills. Initially many of these proposals were precatory
and simply requested that the board take action such as repealing the
company’s poison pill.”? The SEC generally required issuers to include
these proposals. Many corporate boards, however, simply ignored the
proposals, even when they received majority approval.”” As a result, by
the late 1990s, shareholders had begun to submit binding proposals to
eliminate poison pills, typically in the form of proposed bylaw amend-
ments.”

Poison pill bylaws raise the broader question about the permissible
scope of shareholder-adopted bylaws and the extent to which sharehold-
ers, through bylaw provisions, can limit director discretion. As many
commentators have noted, such proposals create a conflict between the
shareholders’ statutory power to amend the bylaws and the boards’
statutory authority to run the corporation.” The conflict has not been
fully resolved by the state courts which have not been called upon to
determine the permissible scope of the shareholders’ power to limit
director authority through the bylaws. In part, judicial resolution of this
question has been frustrated by the SEC’s preference for precatory
proposals because, in the view of the Delaware courts, unless and until a
binding proposal in the form of a bylaw amendment is submitted, voted
upon and approved by a majority of the shareholders, a judicial determi-
nation of its validity is not ripe.”

The most extensive consideration of poison pill bylaws took place in
Oklahoma. The Teamsters submitted a precatory shareholder proposal
to the Fleming Companies in 1996, requesting that the board redeem the
company’s poison pill.” The proposal was approved by a majority of the
shareholders, but the board ignored it and failed to redeem the pill. The
following year, the Teamsters resubmitted its proposal, this time in the
form of a binding bylaw amendment providing that the company could
not adopt or maintain a poison pill without approval by a majority of the
shareholders. Fleming refused to include the proposal in its 1997 proxy
statement; arguing that the proposal was not a proper subject for a
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shareholder vote under Oklahoma law. The Teamsters then brought
suit, in federal district court, to compel Fleming to include the proposal.”

The district court summarily issued an order ordering Fleming to
include the Teamsters proposal, and Fleming did so. The proposal was
included in Fleming’s 1997 proxy statement and received the approval of
approximately 60% of the shareholders. Fleming appealed to the Tenth
Circuit, which certified to the Oklahoma Supreme Court the-question of
whether the Teamsters’ bylaw was valid. The Oklahoma court held that
it was, finding nothing in the Oklahoma statute that ‘“‘indicates the
shareholder rights plan is somehow exempt from shareholder adopted
bylaws.”’™

Although, it lost in court, ultimately Fleming prevailed. In 2001, the
Oklahoma legislature amended the corporation statute, in response to
the Fleming decision, to eliminate shareholder power to amend the
bylaws.™ Oklahoma is now one of a small majority of states in which the
directors have the exclusive authority to amend the bylaws. Thus the
Fleming case is notable not simply for its narrow ruling on the permissi-
bility of poison pills bylaws, but also for its revelations about the
respective roles of the states and the federal government in the protec-
tion of shareholder voting rights. The Fleming case is virtually unique in
allowing a state court to make the determination of whether a share-
holder proposal constituted a proper subject for a shareholder vote. At
the same time, the Oklahoma legislature’s response—eliminating the
judicially recognized shareholder voting power—offers some support for
the Transamerica court’s view that a broad recognition of federally
protected voting rights is necessary to achieve congressional intent
under section 14(a), and that Congress’s intent to ensure fair corporate
suffrage should not be frustrated even by means that are permissible
under state law.

As the foregoing examples illustrate, the determination, for purposes
of rule 14a-8, of what constitutes a proper subject for shareholder action,
has been difficult. In the vast majority of these cases, the determination
has been made by the SEC staff. Although the staff’s determination can
been reviewed and overturned, either by the Commission itself or by the
courts, such review is rare. Moreover, the structure of the no-action
process has the effect of largely preventing state courts from having the
opportunity to consider the question of what constitutes a proper subject
for shareholder voting, despite the fact that the answer to this question
is based in state corporation law, not the federal proxy rules. The recent
Fleming case, although exceptional in allowing this role to the state
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court, highlights the importance both of better determining sharehold-
ers’ state law voting rights and of directly confronting the question of
whether federal law authorizes the SEC to expand or contract those
rights.

D. THE FEDERALLY DELINEATED SHAREHOLD-
ER RULE IN DIRECTOR ELECTIONS

The shareholder role in director elections has also been determined
largely by federal law. Although state statutes empower shareholders to
elect the directors, they are silent on shareholder rights with respect to
the nomination process. Moreover, management control of the proxy
machinery creates an uneven playing field. Although a dissident share-
holder can nominate his or her own slate of directors and solicit proxies
in favor of that slate, the costs of mounting a proxy contest are so large
as to make an election challenge unavailable to the vast majority of
shareholders.”

A federal rule, equivalent to the shareholder proposal rule, enabling
shareholders to nominate candidates who would be included in the
company’s proxy statement would help to counteract management con-
trol. The SEC initially considered allowing shareholders to use the
shareholder proposal rule to nominate directors. In 1942, the SEC
solicited comments on a staff proposal that would have provided that
“minority stockholders be given an opportunity to use the management’s
proxy material in support of their own nominees for directorships.”
The proposal was not adopted.* According to some commentators, the
decision was based on unfavorable congressional and public reaction.®

Shortly thereafter, the SEC staff began issuing interpretations that
shareholders could not use rule 14a-8 to nominate director candidates.
Subsequently, the SEC formally amended the text of the Rule to exclude
proposals relating to director elections.* Initially, the staff interpreted
this exclusion somewhat narrowly, concluding that while shareholders
could not nominate directors or oppose management candidates through .
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the shareholder proposal process, the exclusion did not bar proposals
relating to the election process itself, such as proposals for cumulative
voting or seeking to implement general qualifications for directors.® This
position was clarified when the SEC adopted the current version of the
exclusion in 1976, which provides an issuer can exclude a proposal that
“relates to an election for office.”® The SEC adhered to the narrow
interpretation of the election exclusion for approximately sixteen years.*
The SEC revisited the subject of shareholder nominations during this
time period; it conducted an extensive study in 1977, which was followed
by hearings in four cities.® The hearings focused specifically on a
proposed rule change that would have enabled shareholders to nominate
director candidates directly. The subject proved extremely controversial
and, faced with strong opposition from corporations and managers, the
SEC failed to amend its rule, deferring to increased issuer use of
nominating committees.®

In 1990, however, the staff began to interpret the election provision
more broadly and began to allow issuers to exclude proposals that
“might result in contested elections.”® By 1998, the SEC was consistently
excluding shareholder proposals that ‘“might result in contested elec-
tions.”" This had the effect of barring proposals that sought to impose
director qualifications such as independence as well as preventing share-
holders from amending corporate bylaws to provide for shareholder
nominations.*

Institutional investors, who were becoming increasingly activist in
the 1990s, were frustrated with the limitations imposed on shareholder
voting power through the federal proxy rules.”® In response to institu-
tional pressure, the SEC conducted an extensive three year review of the
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federal proxy rules.* Following this review, the SEC amended the proxy
rules in 1992 to remove some constraints on institutional activism as
well as to permit investors to run short slate election contests.® The
amendments did not, however, require issuers to include shareholder
nominees on the company’s proxy statement.

Shareholders’ concerns about their limited input into the composi-
tion of corporate boards was heightened by the corporate misconduct
scandals of the late 1990s. In 2002, the American Federation of State
County and Municipal Employees (“AFSCME”’) developed a proposal by
which shareholders owning at least 3% of a company’s stock could
nominate a short slate of directors. The proposal was submitted at six
issuers in connection with their 2002 annual meetings, but the SEC
permitted issuers to exclude the proposal on the grounds that it related
to an election for office, and the SEC declined to review the staff’s
decisions.”

In response, the AFL-CIO petitioned the SEC to adopt a rule that
would allow shareholder-nominated directors to appear on a company’s
proxy ballot.” The Commission directed the staff to review the federal
proxy rules and, on October 23, 2003, the Commission proposed a direct
access riule, largely modeled on the AFSCME proposal, that would enable
shareholders, under limited circumstances, to have a minority slate of
nominees included in the issuer’s proxy statement.”® As proposed, the
SEC’s rule would have allowed shareholders owning at least 5% of the
company to nominate a minority slate of up to three director candidates
upon the occurrence of a triggering condition. The triggering conditions
were either a withhold vote of at least 35% for one of management’s
director candidates or shareholder approval of a proxy access proposal
submitted by shareholders owning 1% of the company. The SEC indicat-
ed that it was also considering a third trigger—the refusal of the issuer to
implement a shareholder proposal that had received approval by a
majority of the shareholders. Because of the requirement of a triggering
event, shareholder access at a particular company would require at least
two years. The SEC held hearings and received letters of comment from
690 individuals and organizations.” The SEC did not adopt the rule, and
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tions, Exchange Act Release No. 48,626,
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media reports and commentators attributed the proposal’s failure to
political pressure and opposition by corporate representatives including
the Business Roundtable and the Chamber of Commerce.'®

In light of the SEC’s failure to adopt a direct access rule, AFSCME
resumed its efforts to modify the nomination process through a share-
holder-adopted bylaw. In 2004, AFSCME submitted its director nomina-
tion bylaw to AIG for inclusion in the company’s 2005 proxy statement.
AIG sought a no-action letter from the SEC, which issued the requested
letter advising AIG that the proposal could be excluded on the grounds
that it related to an election.'™ AFSCME then brought suit in federal
court seeking to compel AIG to include the proposal despite the SEC’s
position. The district court agreed that the proposal could be excluded
and AFSCME appealed. The SEC submitted an amicus brief, arguing
that the proposal was properly excluded.'® As with the Medical Commit-
tee for Human Rights case, once again, the SEC took a position in
litigation supporting limits on shareholder voting rights, in an odd
turnabout from its position in Transamerica. The Second Circuit rejected
the SEC’s argument, finding that the SEC’s current characterization of
the exclusion for proposals that relate to an election was inconsistent
with the SEC’s narrower 1976 interpretation of the rule. The court
therefore ordered AIG to include the proposal.'™

In May 2007, the SEC held a series of three roundtable discussions
on shareholder voting rights and the federal proxy rules.!®” Although the
subject of direct nomination was not formally on the agenda, Chairman
Cox announced that the SEC was in the process of developing a proposal
that would allow shareholder nominees to be included in the issuer’s
proxy statement.’® On July 25, 2007, the SEC approved two alternative
rulemaking proposals. The first alternative proposed overruling the
AFSCME decision and codifying the SEC’s interpretation that proxy
access proposals are excludable under Rule 14a-8."" The alternative
proposed permitting proxy access proposals under limited circum-
stances.”® In order to qualify, a proposing shareholder or shareholder
group would have to own at least 5% of the company’s stock for at least
a year and have filed a schedule 13G, and the proposal would have to
take the form of a binding amendment to the company’s bylaws. The
proposed rule also required increased disclosure about the proponent and
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any previous dealings with the company.® Unlike the 2003 proxy access
rules, the 2007 proposal did not seek to dictate the terms of proxy access.

On November 28, 2007, the SEC, by a 3-1 vote, adopted the first
proposal, overturning the AFSCME decision and prohibiting the use of
Rule 14a-8 for proxy access proposals.’’® Chairman Cox explained the
decision as preserving the status quo and preventing “an easy end run
around the Commission’s required disclosures and our antifraud rules in
proxy contests.”’™" He stated that the SEC would continue to study proxy
access and revisit the issue.”® There are reasons to question the Chair-
man’s stated justification for the rule, especially because the proxy rules
do not compel disclosure for issuers that voluntarily adopt proxy access
bylaws. A variety of institutional investor groups, including the Council
for Institutional Investors (‘‘CII”’), criticized the SEC’s decision as
obstructing the rights of shareholders.”® Former SEC Commissioner
Harvey Goldschmid termed the decision a ‘“tragic mistake.”*"

At least two issuers have adopted shareholder access provisions
voluntarily. In 2003, Apria Healthcare adopted a provision allowing
shareholders owned at least 5% of the company to submit up to two
nominees for inclusion in the company’s proxy statement.® In 2007,
Comverse Technology, adopted a proxy access bylaw, allowing sharehold-
ers who have owned at least 5% of the company for at least two years to
submit one nominee for inclusion in the proxy statement.$

E. RECENT DEVELOPMENTS IN SHAREHOLDER
VOTING RIGHTS

Although the SEC has not adopted a direct access rule, shareholder
activism has affected the scope of shareholder voting rights. One signifi-
cant development is majority voting. Historically directors in the United
States are elected by a plurality vote. Contested elections are rare, in
part because of the barriers to shareholder nomination of directors, as
detailed above.''” As a result, the vast majority of elections in publicly-
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traded companies involve a single slate of directors—those directors
chosen by management or the company’s board of directors In an
uncontested election, shareholders lack the ability to vote “against’ this
incumbent slate; the shareholders’ choice is limited to voting for the
slate of directors or withholding voting authority.™™® Withhold votes have
little legal significance and, as a practical matter, a director can be
elected on the basis of as little as a single share voted in his or her
favor.'

Despite the fact that withhold votes do not prevent a director from
being elected, institutional investors in the 1980s began to “vote no” as
a way of communicating their lack of satisfaction with an issuer. Institu-
tions withheld votes from director candidates when they were dissatis-
fied with individual directors or to protest a board’s lack of responsive-
ness to a particular shareholder concern such as a poison pill.”® In some
cases, activist institutions hired proxy solicitation firms to encourage
shareholders to withhold their votes, creating a type of contested election
despite the presence of a single slate of candidates.”” Some commenta-
tors endorsed “vote no,” arguing that it provided a valuable yet mini-
malist outlet for shareholder activism.’® Withhold campaigns gradually
increased in popularity, reaching a high point when 45% of shareholders
withheld their votes from CEQO and Chairman Michael Eisner at the
2004 Disney annual meeting.'® During the 2004 proxy season, 12 di-
rectors received withhold votes of more than 50%."

Despite the relatively low cost and accessibility of vote no cam-
paigns, the Disney vote illustrated their limited effectiveness. In Disney,
the board promptly voted a statement of confidence in Michael Eisner.
The board eventually replaced Eisner as CEQO, but it took a full year to
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do s0.”* Withhold votes might communicate shareholder dissatisfaction
but, like precatory proposals, it appears that they do not reflect a
meaningful exercige of shareholder power.

The next step was majority voting. As indicated above, the vast
majority of U.S. corporations elect directors by plurality voting. Plurality
voting is not the only option, however. In every state except Nevada
(which requires plurality voting), corporations can utilize majority voting
instead, and historically a handful of corporations have done so.”* In
January 2005, Business Week reporter Louis Lavelle published an article
advocating majority voting."¥’ The idea was promptly embraced by insti-
tutional investors and endorsed by the CII and the International Corpo-
rate Governance Network (“ICGN"), Others took majority voting seri-
ously as well. The American Bar Association formed a task force on
majority voting. Even the Business Roundtable conceded that majority

voting “‘provides for enhanced accountability of board members to share-
holders.”*?®

By February 2007, a study revealed that 52% of Fortune 500
companies had adopted a policy, bylaw or charter provision providing for
some type of majority voting.'” Delaware amended its corporation stat-
ute to facilitate majority voting and to make it clear that director
resignations in connection with majority voting policies were valid and
binding. Legislation was introduced in California, that would have re-
quired majority voting."® California adopted the legislation in an amend-
ed form, similar to the Delaware statute, that facilitated rather than
mandated majority voting.*

It is important to keep in mind that the effectiveness of majority
voting depends critically on the issuer’s holdover policy. The failure of a
director to win a majority vote does not automatically lead to his or her
removal. Rather, the director will typically remain as a holdover director
until he or she resigns or is replaced. Many issuers have addressed the
holdover problem by requiring a director who receives a withhold vote to
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submit his or her resignation.”® The resignation is reviewed by the
board’s Corporate Governance Committee, typically within a 90 day
period, which then makes a recommendation to the board on whether to
accept or reject the resignation.'® Significantly, the board has the
authority to determine whether or not the director will actually be
required to resign. Additionally, should the board accept the director’s
resignation, it, rather than the shareholders, generally has the statutory
authority to replace the removed director. Shareholders do not even have
the right to approve the replacement director until the next annual
meeting.

Because majority voting policies are quite new, their effectiveness
has not yet been tested. Unless and until shareholders refuse to elect a
director—a decision that is likely to occur much less frequently than the
somewhat symbolic withhold votes—it remains unclear whether majority
voting will increase board responsiveness or accountability.

Majority voting is the most recent development in the context of
director elections, but shareholder voting is also receiving attention with
respect to another critical corporate governance issue—executive com-
pensation. As indicated above, executive compensation has been a con-
troversial topic, and a subject of shareholder activism, since the time of
the Transamerica case. John and Lewis Gilbert, for example, frequently
sponsored shareholder proposals seeking to limit executive compensa-
tion, although the proposals never received majority approval.* Execu-
tive compensation has also been the focus of extensive SEC rule-making,
as the SEC has continually expanded and refined the disclosure require-
ments applicable to an issuer’s top executives.'® Recent SRO rule-
making has sought to improve the process of setting executive pay by
requiring the use of compensation committees composed of independent
directors.” Investors, however, particularly institutions, have continued
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to express concern both about overall levels of compensation and, more
importantly, about the extent to which compensation is unrelated to
performance.

Investors have sought to raise these concerns through the share-
holder proposal process. As indicated above, shareholder proposals relat-
ing to executive compensation have had a mixed reception from the SEC
staff, which has permitted issuers to exclude many such proposals as
relating to the issuer’s ordinary business operations. Since approximate-
ly 1992, however, the staff has generally permitted proposals concerning
compensation of senior executives.®

The latest such proposals seek to have issuers adopt advisory votes
on executive compensation, a so-called “say on pay.”’® The concept is
modeled upon the process adopted by England in 2002, and subsequently
adopted in several other countries, in which shareholders engage in a
non-binding vote to ratify executive remuneration.’*® Say on pay propos-
als first appeared on proxies in 2006. In 2007, they have been introduced
at dozens of companies and, at some, have received majority approval.*
Legislation is currently under consideration in Congress that would
mandate say on pay for U.S. issuers.”! Recently Aflac became the first
U.S. company to provide say on pay, announcing that it had voluntarily
instituted a non-binding shareholder vote that would begin with its 2009
annual meeting.'*

Extended scope of permissible shareholder proposals, increased
shareholder access to the director nomination process, majority voting,
and say on pay are all developments that are likely to increase share-
holder voting power. As such, they represent a potentially critical change
in the importance of the shareholder franchise. The shareholder fran-
chise has also become more significant as certain shareholders have
sought to harness shareholder voting power in order to effect more
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significant changes in corporate control and operations. Most prominent
among such shareholders are hedge funds. Activist hedge funds, in
particular, have begun to use short slate proxy contests in order to
accomplish their objectives.

Hedge funds are lightly regulated investment funds that charge a
performance fee and are sold to high net worth accredited investors. The
term is used to distinguish hedge funds from regulated investment funds
that are marked to retail investors, but the terminology also comes from
the investment strategy of many hedge funds, which is designed to
produce a return that is hedged against market risk. The hedge fund
industry has grown tremendously in the last decade; currently an
estimated 9000 hedge funds control assets of $1.4 trillion."® Hedge fund
strategies vary enormously, but a number of hedge funds are activist
investors, seeking to obtain board representation on their portfolio
companies in hopes of encouraging structural or operation changes to
improve performance.'*

) Unlike other institutions or retail investors, hedge funds hold large,

concentrated stakes in their portfolio companies-the typical activist
hedge fund may hold only 12-20 positions at any given time. This
enables the hedge fund to overcome the collective action and free-rider
problems associated with proxy contests.!® As a result, proxy contests
are on the rise.”® Activist hedge funds have threatened proxy contests at
dozens of companies in the past several years. Although many of the
contests are settled before they go to a shareholder vote—often with
management agreeing to nominate a couple of hedge fund representa-
tives to the board"—Bill Bratton found 28 cases in which the contest
went to a shareholder vote during the 2003-2006 time period. These
cases represent real contests, with economic significance, in which share-
holder voting matters. Hedge funds have been able to command the
support of their fellow investors—winning proxy contests with surprising
frequency. Of the contests that were resolved at the time of Bratton’s
study, hedge funds were successful 79% of the time. Significantly, Alon
Brav, et al., report that hedge fund activism also has a positive impact on
issuer performance and stock returns, and that this impact is not limited
to the short window following the initial announcement of the fund’s
intended activism.™4®
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F. THE MECHANICS OF THE VOTING PROCESS

As shareholder voting becomes potentially more significant, it is
worth considering the mechanics of the voting process, which has re-
ceived relatively little attention. Because most stock is held in street
name, issuers do not mail proxy statements and other solicitation
material directly to investors.”® Instead, the majority of solicitation
material is delivered to banks and brokers, who are then obligated by
SEC rules to deliver the information to the ultimate beneficial owners of
the stock. Banks and brokers outsource the mechanical process of
delivering proxy materials to an intermediary—generally American Data
Processing (‘“ADP”’)."™ The costs for ADP’s services are borne by issuers.
ADP also collects and tabulates shareholder voting instructions and
provides a vote count to issuers. In recent years, ADP has developed
mechanisms to enable shareholders to vote by mail, by telephone and
over the internet,'™

The process of collecting and tabulating votes has not kept pace with
the market. One problem occurs when the beneficial owner fails to
submit voting instructions. For many years, the NYSE handled this by
allowing the brokers, who were, after all, the record holders, to vote
stock for which no instructions had been received. This procedure is
known as discretionary voting."

NYSE Rule 452 provides that, if the beneficial owner of shares held
In street name has not indicated how those shares should be voted, the
broker may vote the shares in its discretion.®® NASD Rule 2260(c)(2)
piggybacks onto Rule 452 by providing that, if discretionary voting is
permitted under Rule 452, the broker is also allowed to vote for Nasdaq
listed companies.”™ Brokers have typically exercised that discretion to
support management, including voting in favor of the company’s recom-
mended slate of directors. Thus discretionary voting historically provided
incumbent management with a strong base of support. Broker voting
offers a partial explanation of the low rates at which shareholder
proposals are adopted. Discretionary voting is not permitted with respect
to non-routine matters, such as mergers and election contests. The
NYSE deterniines whether a matter is routine; it has set out in Rule 452
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a list of non-routine matters.'”® This determination has been criticized,
particularly in light of the NYSE’s decision that vote no campaigns in
which there is no opposing director slate are routine matters. Respond-
ing to these concerns as well as the challenged posed by majority voting,
the NYSE recently submitted a proposed change to Rule 452 which, if
approved by the SEC, would prevent brokers from engaging in discre-
tionary voting in uncontested director elections.”™

Another problem arises from the fact that ADP is responsible for
deciding which votes to count. The process generally involves ADP cross-
checking the number of votes received from beneficial owners against
the broker’s total holdings of record. So long as broker has not submit-
ted votes for more shares than it holds, ADP will count the votes. In
cases of an over-vote, ADP will generally go back to the broker for a
reconciliation. Individual brokers use different processes to determine
which votes to count, and that determination is not regulated.’®® The
process of determining which votes are valid is not transparent either to
issuers or shareholders. Moreover, the intermediation prevents share-
holders from ascertaining that their votes have been properly received
and counted.”™ It is worth noting that ADP is hired by brokerage firms,
but its fees are borne by the issuer. This structure creates an agency
problem in which ADP cannot easily be held accountable by issuers or
shareholders.

A third problem with the vote-counting process can arise from short
selling. When shares are shorted, they are borrowed from one owner, in
order to be sold to a second owner. In theory, both owners have a claim
to the voting rights associated with those shares.® Yet, if both owners
vote, the shares will be voted twice.'®® ADP’s procedures do not provide a
mechanism to track potential over-voting, and such voting is only likely
to trigger attention if it leads to the submission of more votes by a
broker’s customers than shares held. In rare cases, however, over-voting
can skew the results of an election. As Ed Rock and Marcel Kahan
explain, for example, the margin of victory in the controversial MONY/
AXA deal was only 1.7 million shares out of 50.1 million, yet at the time
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of the vote, approximately 6.2 million shares had been shorted.’® If
voting rights were allocated improperly with respect to the shorted
shares, an adjustment could easily have led to the opposite result.

The technical problem of determining how to count votes in the
presence of short selling is the tip of a more significant problem—the
question of whether a shareholder who limits his or her economic
interest in a stock should retain the right to vote that stock. Shareholder
voting rights are based on an ownership conception of the shareholder.
Growth in derivatives and other financial innovations, as well as in-
creased liquidity in the securities markets, have challenged this owner-
ship conception. It is now possible to separate out legal title from
economic interest by creating hedged positions in which a shareholder
lacks an economic interest in stock but retains voting rights. Bernard
Black and Henry Hu call this empty voting.!%® Derivatives also enable
shareholders to acquire voting rights without acquiring the economic
risk associated with ownership. Black and Hu term these rights ‘“morph-
able voting rights.”*®

Whether shareholders should continue to retain voting rights if they
partially or completely hedge their economic risk is an open question.
Traditionally voting rights were based on legal title. At the same time,
shareholders who lack an economic interest may exercise their voting
rights in a way that is inconsistent with the interests of their fellow
shareholders and the corporation. Some commentators have identified
this as a particular concern with respect to hedge funds. Perhaps the
most highly publicized example of this kind of behavior involves the
proposed merger between Mylan Laboratories and King Pharmaceuti-
cals.’® The two companies entered into a merger agreement which was
subject to shareholder approval. Based on market reaction, the merger
was attractive for King, but not for Mylan. Perry, a hedge fund, owned
approximately 7 million shares in King, and wanted the merger to be
approved. Accordingly, prior to the vote on the merger, Perry purchased
9.9% of Mylan stock. Perry then entered into equity swaps that had the
effect of fully hedging its position in Mylan. Accordingly, Perry obtained
the power to vote 9.9% of Mylan stock with no economic interest in
Mylan, freeing it to vote that stock in favor of the merger which would
enhance the value of its King holdings. Although the merger fell through
for other reasons, Perry’s actions were widely criticized as empty voting
or vote buying. Perry’s actions were challenged in federal court by Carl
Icahn,'® but the failure of the merger mooted the question of whether
Perry could be legally precluded from voting the Mylan stock before the
court could consider it 1%
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Interestingly, empty voting is not a recent innovation. In a 1911
New Jersey case, the management of a corporation reportedly borrowed
stock and transferred it into the names of persons who were friendly to
management.’® After those persons gave management proxies to vote
the stock, the company closed its books for the purposes of recording
transfers. Thereafter, the loaned stock was returned to its true owners.
Other stockholders challenged the right of management to use these
proxies to vote the stock in their own interests rather than in the
interests of the true owners. Although the court found that the chal-
lenged proxies were insufficient to affect the outcome of the election and
therefore refused to grant any relief, the court observed in dicta that the
proxy relationship was based on agency principles and that the true
owner of the shares at the time of the meeting had the right to have
those shares voted in his economic interest.

Whether state courts will respond to challenges such as empty
voting remains unclear. On the one hand, state common law prohibits
vote selling,®® and state courts presumably have the power to invalidate
votes cast by those who have purchased the right to vote divorced of any
economic interest in the stock. On the other hand, the wide range of
derivatives means that a substantial number of shareholders have
hedged their economic interest in whole or in part. Courts currently lack
eagsy mechanisms both for identifying the extent of such hedging and
determining the circumstances under which it should deprive a stock-
holder of voting power. For example, a shareholder who owns both a
share of stock and a put option entitling that shareholder to sell the
stock on a future date at a preset price has reduced or eliminated his
exposure to changes in market price. A shareholder who owns a share
and simultaneously sells a share short has eliminated his economic
interest in the stock but retains the right to vote the stock. Similar
examples are relatively commonplace, and it is difficult to believe that all
such shareholders can or should be disenfranchised.

G. THE LONG TERM IMPLICATIONS OF TRANS-
AMERICA

In the Transamerica case, the combined efforts of the SEC and the
Third Circuit had the effect of largely federalizing the subject of share-
holder voting. The SEC, through its adoption and implementation of the
federal proxy rules, has been simultaneously both the dominant source
of and the major constraint on shareholder voting power. Problematical-
ly, as the SEC’s views on the appropriate allocation of authority between
shareholders and corporate management have shifted, so have share-
holder voting rights. Although the SEC has continually paid lip service
to the proposition that its determinations are subject to the limits
imposed by state law, both the no-action process and the decisions of the
SEC and its staff when engaged in that process limit the opportunity for
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state law to develop to address the relevant issues. Concededly there are
exceptional cases in which state courts have had the opportunity to
determine the appropriate scope of shareholder voting power—the Flem-
ing case is one example. But it is far more common for the SEC’s
decisions to preclude state court action. As a result, shareholders’
substantive voting rights have been largely determined by federal law.
SEC rules and no-action determinations have limited shareholder power
to nominate directors and otherwise to control the election process. SEC
rulings have forced many shareholder resolutions into the form of non-
binding precatory proposals instead of bylaw amendments, despite state
corporation laws granting shareholders authority to amend the bylaws.
And SEC interpretations have favored shareholder voting on social policy
issues while limiting shareholder voice on poison pills, executive compen-
sation and other governance issues.

Ironically, the strongest defense of this federalization of shareholder
voting is also its biggest weakness. There is substantial evidence in the
legislative history of the Securities Exchange Act of 1934 of management
misuse of the proxy solicitation process to limit its accountability to
shareholders.'™ Congress intended to address this problem by empower-
ing the SEC to adopt rules that would protect the shareholder franchise.
Both the SEC and the federal courts recognized and acted to further that
congressional objective in the Transamerica decision-the SEC by acting
to enforce John Gilbert’s right to submit his proposals for a shareholder
vote, and the court by refusing to allow Transamerica to circumvent the
effect of the shareholder proposal rule through a bylaw provision.

Yet many critics claim that the SEC has largely abandoned its role
as advocate of shareholder rights.'” At times, the SEC appears to
consider itself some type of corporate governance czar, charged with the
task of evaluating the wisdom, in policy terms, of shareholder nomina-
tions, binding bylaw proposals, and say on pay. Problematically, the
SEC’s policy perspective has been strongly influenced by corporate
management. As the history of the shareholder proposal rule demon-
strates, the SEC has moved away from the position it espoused in
Transamerica, increasingly toward restricting shareholder voting power.
Both the SEC’s imposition of ever-greater substantive limits on the
scope of a permissible shareholder proposal and its increasing limitations
in terms of shareholder qualifications, and number and length of propos-
als, reflect an agency perception that shareholder voting rights under
rule 14a-8 are potentially abusive and must be narrowly constrained. It
is difficult to find compelling evidence of such abuse in the history of
proxy voting. Even the Gilberts, who pioneered the use of the sharehold-
er proposal rule, and who were responsible for the majority of sharehold-
er proposals in the years predating institutional activism, introduced
proposals that, by modern standards, appear to be at the core of an
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investor’s legitimate interests-the appointment of auditors, reports of
annual meetings, executive compensation and the like.

One solution would be for the SEC to get out of the business of
refereeing shareholder voting. A shareholder proposal rule that provided
shareholder access to the proxy, without subject matter limitations,
subject to minimal procedural requirements, would return questions
about the approximate scope of shareholder voting power to state
courts.”™ A likely and beneficial result would be the development of a
body of case law that addressed the extent to which the board’s statutory
authority to run the corporation constrains shareholder voting power. In
addition, state courts would have the opportunity to address the ability
of management to use procedural restrictions such as advance notice
requirements to limit shareholder voting rights. In the end, the state
legislatures and courts could make a determination about appropriate
scope of management authority and the utility of shareholder voting in
ensuring management accountability.

This solution might lead to a concern that, without SEC interven-
tion, state courts and legislatures will restrict shareholder voting rights.
The Delaware chancery court, for example, might have determined that
Transamerica’s bylaw operated as a valid limit on shareholders’ statuto-
ry authority to amend the bylaws. An initial answer to this concern is
that states already have the power to determine the scope of shareholder
voting rights—the SEC rules do not permit shareholder proposals, nomi-
nations or proxy access beyond the rights granted by state law. If a state,
such as Oklahoma, does not permit shareholders to amend the bylaws, a
shareholder cannot introduce a bylaw amendment under rule 14a-8. A
second answer is that state experimentation and variation with respect
to shareholder voting is no different from the variation found in other
areas of corporate law. Corporate scholars have largely defended regula-
tory competition and most believe that market forces will lead to the
dominance of efficient legal rules.!™ In other words, under state regula-
tion, the policy questions with which the SEC has struggled will be
subject to the discipline of market forces. Should those market forces
fail, as some believe they did in thel920s, Congress can intervene and
subject the shareholder voting process to minimum federal standards.
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