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Promoting the ‘Right’ Kind of Ownership: The Good, the Bad and the Passive
Marina B. Madsen 1
Abstract
A great amount of responsibility for the severity of the recent financial crisis was placed
on the shoulders of the institutional shareholders, and the European Commission put
forward quite candid opinions on the ‘right’ kind of ownership. Adopting the ambition
of the European Commission, the article aims to discuss the concepts of a ‘right’ and a
‘wrong’ kind of ownership and what consequences it might have for the European
Commission’s ambition of an increased degree of shareholder engagement that institutional shareholders are a heterogeneous group. Applying a shareholder concept based
on investment modus, the article examines the available legislative tools for means to
promote the ‘right’ kind of ownership as well as searches for alternative approaches to
supplement the traditional legislative strategies. The article finds that shareholders with
different investment modi cannot be expected to demonstrate the same kind of behaviour. Consequently, the European Commission’s approach of targeting the aggregate
group of institutional shareholders is not sufficient with respect to promoting the ‘right’
kind of ownership. With shareholder investment modus as a stepping stone, the article
sets forth suggestions for legislative strategies and warns against loyalty promoting
measures that may tip the company’s balance of power.

1 Introduction
From focussing on creating a level playing field for shareholders wishing to engage in
activism, the recent financial crisis gave rise to a somewhat drastic move from the European Commission. Paving the way for shareholder engagement no longer sufficed,
and the European Commission began defining how shareholders ought to use their
shareholder rights. Shareholders should engage in the corporate governance processes
of the investee companies; attend the general meetings, engage in dialogue with the
management etc. Shareholder engagement should be of the right kind. A great amount
of responsibility was especially placed on the shoulders of institutional shareholders,
and the European Commission put forward quite candid opinions on the lack of appropriate shareholder engagement 2 by this particular group of shareholders.
The European Commission’s rather blunt statements on the ‘right’ kind of shareholder engagement raise the question if this also implies that there is a ‘wrong’ way to
act as a shareholder? This issue is discussed in the present article, which will also analyse if the group of institutional shareholders is so heterogenous that it might have a
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consequence for the European Commission’s ambition to increase shareholder engagement and the ‘right’ kind of ownership.
Consequently, the theme of the present article is the ‘right’ kind of ownership. The
term is provocative in itself. Is one kind of ownership more ‘right’ than others? 3 The
author emphasises that the purpose of the present article is not to discuss the legitimacy
of such a statement. Neither is it to challenge the conception of the European Commission that shareholder engagement and democracy should be pursued. 4 The premise is
that if we adopt the Commission’s ambition of an increased degree of shareholder engagement, how should we progress from here, and how should legislative initiatives be
designed and adopted?
The structure of the article is as follows. Section 2 assesses the concept of the ‘right’
kind of ownership and analyses the shareholder types labelled ‘the good, the bad and
the passive’ according to the European Commission’s statements. Section 3 discusses
the term ‘an institutional shareholder’ and brings forth the investment modus approach
to shareholder behaviour which is applied throughout section 4, which contains an examination of relevant legal strategies and alternative approaches to promote the ‘right’
kind of ownership. Finally, section 5 presents the conclusions of the article and the
need for further research.
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For instance, financial theory emphasises that the transactions of short-term shareholders are essential to
the market due to the fact that correct pricing of securities depends on shares’ price volatility as well as
liquidity. If a company’s shares were not bought and sold on a regular basis, the share price would be incorrect as to reflect the ‘true’ value of the company. One might say that long-term shareholders are the actual
capital providers of the company whereas short-term shareholders undertake share price supervision and
thereby guarantee fair conditions for the company’s financing and a fair basis for evaluation of management
performance, including, inter alia, evaluation of the management’s incentive schemes. Consequently, from
a financial perspective, no ‘right’ kind of ownership exits, as both short-term and long-term shareholders are
vital to the pricing of shares. See further J. Tobin, Liquidity Preference as Behavior Towards Risk 25 The
Review of Economic Studies 65 (1958) and John Kay, Kay Review of UK Equity Markets and Long-Term
Decision Making: Final Report, 38 (2012).
4
The European Commission’s discourse on this matter indicates that shareholder primacy is an explicit
choice of the European Union. However, unity does not exist as to whether shareholder primacy and shareholder engagement as well as long-term investment horizons are even desirable. The debate in legal theory
over these issues is ongoing, and legal scholars will hardly ever reach an agreement on the optimal composition of a market’s corporate governance system. For critical views on the European Commission and the
traditional European corporate governance system, see, i.a., Marc T. Moore & Antonie Rebérioux, The Corporate Governance of the Firm as an Entity: Old Issues for the New Debate in Yuri Biondi et al. (eds), The
Firm as an Entity: Implications for Economics, Accounting and the Law, 348 et seq. (Oxford; Routledge
2007), Beate Sjåfell & Linn Anker Sørensen, Directors’ Duties and Corporate Social Responsibility (CSR)
in Hanne S. Birkmose et al. (eds), Boards of Directors in European Companies, 174 (Alphen aan den Rijn,
The Netherlands; Wolters Kluwer 2013), Kent Greenfield, Sticking the Landing: Making the Most of the
“Stakeholder Moment” 26 European Business Law Review 147 (2015), and Stephen M. Bainbridge, Director Primacy, 12 et seq., UCLA School of Law, Law & Economics Research Paper Series 2010, available at
https://ssrn.com/abstract=1615838 (accessed 21 April 2017).
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2 The ‘Right’ Kind of Ownership
Few have spoken so unambiguously as the European Commission when it in its 2010
Green Paper on corporate governance expressed that ‘[i]n many cases, the shareholders
did not properly perform their role as owners of the companies.’ 5 Later in the same
Green Paper, the Commission continues, ‘The financial crisis has shown that confidence in the model of the shareholder-owner who contributes to the company’s longterm viability has been severely shaken, to say the least.’ 6 These stances from the European Commission towards shareholders as a mechanism in corporate governance
clearly ascertain that the European Commission is of the opinion that there is a ‘right’
way to be a shareholder, but does it also entail that there is a ‘wrong’ way to be a
shareholder?
The first quote from the 2010 Green Paper tells us that shareholders should act as
owners of the companies, not just lenders of capital. 7 The second quote informs us that
not all kinds of shareholder activism are desired; through their behaviour towards the
investee company, good owners should contribute to the long-term viability of the companies in which they invest. This is further exemplified in the 2011 Green Paper, 8 where
section 2.1. bears the headline ‘Lack of appropriate shareholder engagement’ (emphasis added).
The following sections will first analyse the contents of the the ‘right’ kind of ownership according to the European Commission’s past statements, and then the nature of
‘the good, the bad and the passive’ shareholders will be examined.
2.1 The Good
According to the European Commission, good shareholders, more explicitly good owners of companies, are active owners. 9 They are not just lenders of capital, holders of
shares or investors or traders, but shareholders with an ownership sentiment that drives
5

European Commission, Green Paper – Corporate Governance in Financial Institutions and Remuneration
Policies, COM(2010) 284 final, 2.
6
European Commission, Green Paper – Corporate Governance in Financial Institutions and Remuneration
Policies, COM(2010) 284 final, 8.
7
See Jesper L Hansen, who argues that there is no real difference between shareholders and lenders, cf.
Nordic Company Law – the Regulation of Public Companies in Denmark, Finland, Iceland, Norway and
Sweden, 32 et seq. (Copenhagen; DJØF Publishing 2003).
8
European Commission, Green Paper – The EU Corporate Governance Framework, COM(2011) 164.
9
The ownership terminology has been criticised by many parties, but it is, nevertheless, the terminology
applied by the European Commission, but it should not be compared with the concept of ownership in property rights. Regarding the criticism of the ownership terminology, see, e.g., Kent Greenfield, Are Shareholders Owners? Absolutely. And Absolutely Not 66 Governance Directions 479 (2014), Lynn A. Stout, Shareholders as Owners: Legal Reality Or Urban Legend?, NACD Directorship 62 (2010), and Alfonso MartínezEchevarría, The Nature of Shareholders and Regulating Shareholders’ Duties in Hanne S. Birkmose (ed.),
Shareholder Duties, 29 (Alphen aan den Rijn, The Netherlands; Wolters Kluwer 2017).
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them towards shareholder engagement. Some of the terms commonly used in connection with the European Commission’s effort to promote the ‘right’ kind of ownership
are: effective, sustainable, a cornerstone for listed companies’ corporate governance
model, long-term value creation, long-term viability, long-term shareholder engagement, responsibility. 10
From these keywords we can infer that the ‘right’ kind of ownership behaviour is
active, it is responsible and effective, and it has a long-term investment horizon and
focuses on long-term value creation to the benefit of the companies in which the shareholder has invested. These are the good shareholders; these are the shareholders whose
nature and extent of active ownership fall under the standards given by the European
Commission. Robert Monks and Nell Minow employ the term ‘ideal owners’, 11 and
with the above-mentioned examples of the Commission’s terminology, the term ‘ideal
owners’ could, indeed, also have been applied by the Commission.
Aiding the investor community with putting good ownership into practice, the European Commission in the 2011 Green Paper defined active ownership (or shareholder
engagement) as ‘actively monitoring companies, engaging in a dialogue with the company’s board, and using shareholder rights, including voting and cooperation with other
shareholders, if need be to improve in the interests of long-term value creation.’ 12 A
quite similar definition is found in the Commission’s orginal proposal to amend the
Shareholder Rights Directive, Article 2(h). 13 These definitions provide shareholders
with a checklist for good ownership behaviour. According to the European Commission, ‘good’ shareholders should: 1) actively monitor the companies (alone or together
with other shareholders), 2) engage in dialogue with the company’s board, and 3) use
the available shareholder rights, including voting and cooperation with other shareholders (the latter if need be). 14
10

See for example European Commission, Green Paper – Long-Term Financing of the European Economy,
COM(2013) 150 final, Action Plan: European Company Law and Corporate Governance – a Modern Legal
Framework for more Engaged Shareholders and Sustainable Companies, COM(2012) 740 final, Green Paper – The EU Corporate Governance Framework, COM(2011) 164, and Green Paper – Corporate Governance in Financial Institutions and Remuneration Policies, COM(2010) 284 final.
11
Robert A. G. Monks & Nell Minow, Corporate Governance, 228 et seq. (5th ed., West Sussex, England;
John Wiley & Sons 2011).
12
European Commission, Green Paper – The EU Corporate Governance Framework, COM(2011) 164, 11.
13
COM(2014) 213 final. This definition was, however, not part of the final directive adopted on 3 April
2017, but was also not replaced by a different definition of shareholder engagement. Consequently, on must
presume that the tenor of the definition still exists
14
These definitions show that good shareholders, according to the European Commission, are not necessarily
cooperating with other shareholders. This might be due to the fact that the Commission also recognises that
there are issues corcerning the definition of ‘acting in concert’ and the mandatory bid rule in the Takeover
Bids Directive, directive 2004/25/EC of the European Parliament and of the Council of 21 April 2014 on
takeover bids. See further Marina B. Madsen, Når samarbejde bliver dyrt: nye regler om “at handle i forståelse” og tilbudspligt, Nordisk Tidsskrift for Selskabsret 72 (2014) on ’acting in concert’ and active ownership.
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2.2 The Bad
Having provided the shareholder community with a ‘check list’ on ‘good’ ownership
behaviour, one could conveniently resort to conclude that shareholders refraining from
monitoring companies, engaging in dialogue and exercising the available shareholder
rights are ‘bad’ shareholders. However, these are not perceived as ‘bad’ per se. They
are passive, and this group of shareholders will be further addressed below in section
2.3.
With such frank remarks on the ‘right’ kind of ownership behaviour as witnessed in
recent years’ communications from the European Commission, it is only natural to assume that the Commission also has an opinion on a ‘wrong’ kind of ownership behaviour. A departure from the general principle of shareholder autonomy cannot be taken
lightly, and the European Commission has also been quite modest when expressing an
opinion of ‘undesired’ shareholder behaviour. Most information on ‘undesired’ shareholder behaviour should thus be deduced from the Commission’s communications.
Section 2 of the present article is for instance commenced with a few quotes highlighting the European Commission’s language usage in this respect indirectly blaming the
behaviour of ‘bad’ shareholders (amongst other factors) for the severity of the recent
financial crisis. In some cases, however, no subtlety is detected. More elaborately, the
behaviour that the European Commission deems bad for the European economy is, 15

15

Whether or not the following types of shareholder behaviour are detrimental from a legal and an economic
point of view is, among others, discussed in: Bernard Black & Reinier Kraakman, Delaware’s Takeover
Law: The Uncertain Search for Hidden Value 96 Northwestern University Law Review 532 (2002) arguing
that ultimately also short-term shareholders are interested in maximising the company’s long-term value;
and Roland Beck & Michael Fidora saying that soverign wealth funds ‘could exert a stabilising effect on
financial markets, in particular as SWFs are typically not leveraged. In addition, SWFs may contribute to a
more efficient sharing and diversification of risk at the global level.’ in The Impact of Sovereign Wealth
Funds on Global Financial Markets, Intereconomics 349, 358 (2008). This is opposed to a common accusation that national governments use SWFs as a vehicle for promoting strategic-political interests, cf. Daniele
Gallo, The Rise of Sovereign Wealth Funds (SWFs) and the Protection of Public Interest(s): The Need for a
Greater External and Internal Action of the European Union 27 European Business Law Review 459, 466
(2016) and Mette Neville, Shareholder Activism: The Suspicious Shareholder in Hanne S. Birkmose et al.
(eds), The European Financial Market in Transition, 229 (Alphen aan den Rijn, The Netherlands; Wolters
Kluwer 2012).
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for example; encouragement of excessive risk-taking 16 and too short investment horizons, 17 focus on short-term performance criteria 18 and speculative trading activities. 19
In particular the activities which fall under the notion of short-termism have been in
the centre of attention following the financial crisis. In 2013, the European Commission
published a green paper on long-term financing attempting to create solutions to Europe’s pressing challenge of putting ‘the EU back on the path of smart, sustainable and
inclusive growth …’ 20 Shifting focus from short-term gains to a long-term perspective
requires long-term capital, which, according to the European Commission embodies
certain key features: Long-term financing finances productive activities and is patient
and engaged (emphasis added). 21
Another behaviour deemed ‘bad’ for the European economy is ‘empty voting’ which
entails a decoupling of voting rights from economic ownership. 22 This can be done in
a number of ways, 23 but the ultimate result is that a shareholder becomes capable of
accumulating voting rights in excess of his or her share ownership. Consequently, it
becomes possible to manipulate the result of shareholder votes at general meetings to
create trading gains and also to vote against the economic interest of the investee company. Apart from issues relating to shareholders with a negative economic interest in

16

European Commission, Green Paper – The EU Corporate Governance Framework, COM(2011) 164
final, 10-11.
17
European Commission, Green Paper – Corporate Governance in Financial Institutions and Remuneration Policies, COM(2010) 284 final, 8.
18
European Commission, Green Paper – The EU Corporate Governance Framework, COM(2011) 164
final, 9.
19
European Commission, Green Paper – Long-Term Financing of the European Economy, COM(2013)
150 final, 11, 13 and 15.
20
European Commission, Green Paper – Long-Term Financing of the European Economy, COM(2013)
150 final, 2.
21
European Commission, Communication from the Commission to the European Parliament and the Council on Long-Term Financing of the European Economy, COM(2014) 168 final, 2. See also Dieter
Pesendorfer, Capital Markets Union and Ending Short-Termism: Lessons from the European Commission’s
Public Consultation 9 Law and Financial Markets Review 202, 204 (2015), who is sceptical towards the
initiatives of the European Union to promote long-termism. He does not believe that the overall approach is
radical enough.
22
The term ‘empty voting’ was first put forward by Henry T.C. Hu & Bernard Black, The New Vote Buying:
Empty Voting and Hidden Ownership 79 Southern California Law Review 811 (2006).
23
See Carl Clottens, Empty Voting: A European Perspective, 9 European Company and Financial Law Review 446, 447 et seq. (2012), Mette Neville, Shareholder Activism: The Dubious Shareholder Revisited in
Hanne S. Birkmose (ed.), Shareholder Duties, 182 (Alphen aan den Rijn, The Netherlands; Wolters Kluwer
2017) and ESMA, Feedback Statement: Call for Evidence on Empty Voting, ESMA/2012/415, 29 June 2012,
available at https://www.esma.europa.eu/sites/default/files/library/2015/11/2012-415.pdf (accessed 21 April
2017).
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companies, empty voting also causes transparency and corporate governance issues
negatively affecting the company and its shareholders. 24
The above-mentioned behaviour is not a pronounced trait with typical institutional
shareholders such as pension funds, insurance companies and credit institutions, 25 but
instead chiefly with hedge funds. However, institutional shareholders’ support of managers’ excessive risk-taking is one of the drivers behind the proposal to amend the
Shareholder Rights Directive, 26 thereby not exempting institutional shareholders from
exhibiting ‘bad’ ownership, which in some instances has also caused the introduction
of new hard law legislation, cf. section 4.2.2.
2.3 The Passive
The group of passive shareholders in European listed companies is a large fraction
comprising of both professional and retail shareholders. 27 Though some retail and nonprofessional shareholders belong to the group of passive shareholders, they are excluded from the present article, as the European Commission almost solely focusses on
institutional shareholders in its aspiration to increase shareholder engagement. Nevertheless, the mere group of institutional shareholders comprises an immense magnitude
in the market, and Fitch estimated that the holdings of institutional shareholders amount
to more than 100% of EU GDP. 28 Consequently, institutional shareholders’ choice to
engage in shareholder activism or to refrain from it can potentially have a great impact
on the European economy.
According to economic theory, already passive shareholders remain passive and refrain from exercising their shareholder rights because the costs associated with shareholder engagement outweigh the economic benefits of being active. This is due to the
fact that the economic benefits (i.e. the increase in company value in the form of higher
dividends and/or increased share price) are distributed between all shareholders on a
pro rata basis, and the passivity of these shareholders is, thus, the rational outcome of

24

E.g. transparency concerns of the ‘true’ owner of the company’s shares and corporate governance concerns
of shareholders voting against the interest of the company to the detriment of the company and the other
shareholders, cf. ESMA, Feedback Statement: Call for Evidence on Empty Voting, 7 et seq.,
ESMA/2012/415, 29 June 2012, available at https://www.esma.europa.eu/sites/default/files/library/2015/11/2012-415.pdf (accessed 21 April 2017). Some respondents to the feedback statement, however, stated that they had not experienced any problem regarding empty voting.
25
Cf. Directive 2004/39/EC, MiFID, Annex II.
26
Preamble 2 of the new Shareholder Rights Directive.
27
Or private investors.
28
Cf. European Commission, Green Paper – Long-Term Financing of the European Economy, COM(2013)
150 final, 9, quoting data from Fitch, an international provider of (among other things) financial data.
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a simple economic analysis. Consequently, these shareholders are often called rationally passive or rationally reticent. 29 The question then arises – can we do something
about this group of passive shareholders?
3

The Institutional Shareholder – Too Much Simplification

The European Commission’s ambition is clear, and legislative initiatives have, indeed,
been put forward, 30 but tangible signs of their effect have failed to appear. Consequently, the European Commission’s approach of targeting the aggregate group of
shareholders as a whole serves to be discussed.
The group of institutional shareholders comprises a large magnitude in the market, and
their importance to the economy cannot be questioned. However, institutional shareholders are not a homogeneous group. It is hardly a misrepresentation to state this as a
fact, but nevertheless, the European has directed corporate governance initiatives at the
aggregate group of institutional investors. The claim of the present article is that a
continuation of the prevalent approach of treating all institutional shareholders alike
cannot be considered sufficient with respect to increasing a specific kind of shareholder
behaviour, the ‘right’ one.
Going into the ‘black box of institutional shareholders’, we witness a wide variety
of parameters on which these shareholders differ; they have different investment strategies and duration of investment horizon, degree of portfolio concentration, different
investment approaches and others. 31 These differences combined give rise to an assertion that institutional shareholders do not only hold differences visible from the outside,

29

See Ronald J. Gilson & Jeffrey. N. Gordon, The Agency Costs of Agency Capitalism: Activist Investors
and the Revaluation of Governance Rights 113 Columbia Law Review 863, 867 ( 2013), Robert A. G.
Monks & Nell Minow, Corporate Governance 114 (5th ed., West Sussex, England; John Wiley & Sons
2011), and Hanne S. Birkmose, You Can Lead a Horse to Water, but Can You Make it Drink? Institutional
Shareholders and Corporate Voting 20 European Business Law Review 717, 724 (2009), who apply the
terms ‘rationally passive’, ‘rationally ignorant’ and ‘rationally apathetic’ in case of shareholders who refrain
from utilizing their shareholder rights premised on economic decisions. See also Bernard S Black, Shareholder Passivity Reexamined 89 Michigan Law Review 520, 527 (1990), who employs the term ‘rational
apathy’.
30
In the 2012 Action Plan, the European Commission states that the initiatives set out in the plan are based
on three main lines of action: enhancing transparency, engaging shareholders and supporting companies’
growth and their competitiveness, cf. European Commission, Action Plan: European Company Law and
Corporate Governance – a Modern Legal Framework for more Engaged Shareholders and Sustainable
Companies, COM(2012) 740 final, 4-5. The presented initiatives are found in the annex.
31
See Marina B. Madsen, A New Approach to Shareholder Heterogeneity, in Hanne S. Birkmose (ed.),
Shareholder Duties, §5.03 (Alphen aan den Rijn, The Netherlands; Wolters Kluwer 2017), OECD, Corporate Governance and the Financial Crisis: Key Findings and Main Messages, 50 (2009) and Mette Neville,
Shareholder Activism: The Suspicious Shareholder in Hanne S. Birkmose et al. (eds), The European Financial Market in Transition, 217 (Alphen aan den Rijn, The Netherlands; Wolters Kluwer 2012).
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but that these difference are expressed in different investment behaviours. Consequently, it is argued that since the same investment behaviour cannot be expected from
all institutional shareholders, institutional shareholders cannot be treated alike, and the
prevalent approach is therefore not suitable to reach the ambition of more actively engaged shareholders.
Rather, it is suggested to divert attention away from the identity of the shareholder
and instead focus on the behaviour of the shareholder, shareholders’ investment modus. 32 An investment modus-based approach would allow for greater diversity within
the group of institutional shareholders as the investment modi are not mutually exclusive but instead each able to embrace more than one type of shareholder as based on
legal characteristics (for example private individual, pension fund, mother company
etc.).
The applied investment modi are: 1) investment in ownership, 2) investment through
asset managers, 3) investment according to an index, and 4) speculation. 33
Shareholders belonging to category 1, ‘Investment in ownership’, are the shareholders that the European Commission calls for in its communications. These shareholders
will see themselves as owners of the investee companies, not investors or bearers of
participating interest, and they interpret shareholder rights more as shareholder responsibilities. Shareholder engagement is, thus, an active choice. Ownership shareholders
will typically have a longer investment horizon and are also more likely to engage in
active ownership.
Shareholders, who fall under category 2, ‘Investment through asset managers’, are
special in the sense that an extra agency relationship exists in cases where shareholders
have outsourced their investment decision. This causes a further distance between the
beneficial owner and the actual exerciser of the shareholder rights. 34 As well as the
‘market indexed shareholder’, these shareholders may both engage in activism as well
as refrain from it.
Shareholders, who follow a market index, belong to category 3. These shareholders
are subject to a passive investment decision. They do not themselves deside on the
composition of their portfolio. This, however, does not automatically imply that they
are also passive shareholders. Shareholder engagement can also be a rationally sound
decision for these shareholders as engaging in a company’s corporate governance processes might have a positive effect on the value of the aggregated index. 35

32

See more elaborately Marina B. Madsen, A New Approach to Shareholder Heterogeneity in Hanne S.
Birkmose (ed.), Shareholder Duties, §5.04 (Alphen aan den Rijn, The Netherlands; Wolters Kluwer 2017).
33
For a further description of the different modi, see Marina B. Madsen, A New Approach to Shareholder
Heterogeneity, in Hanne S. Birkmose (ed.), Shareholder Duties, 98 et seq. (Alphen aan den Rijn, The Netherlands; Wolters Kluwer 2017).
34
The distance between the investor and the investee company will, however, depend on the specific asset
management contract.
35
The Danish Committee on Corporate Governance has stated that a passive/index-based investment does
not automatically exempt the institutional shareholders from engaging in active ownership, cf. Committee
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Lastly, shareholders who base their investment decision on minor fluctuations or
price differences in markets can be denoted as ‘speculating’ shareholders and will, thus,
belong to investment modus no. 4, ‘Speculation’. 36 Speculation can manifest itself in
two forms; either shareholders can have a positive economic interest in the investee
company, or it can be negatively correlated with that of the company. Speculating
shareholders often have short-term investment horizons and are not likely to engage in
active ownership. 37
These four investment modi generate a more diversified shareholder concept, which
leaves room for more nuanced discussions of corporate governance, as shareholder
identity is not decisive to the amount of shareholder engagement by the particular
shareholder contrary to the shareholder’s investment modus.
In the following sections, the investment modus concept will form a stepping stone
for the succeeding discussion of how to promote the ‘right’ kind of ownership amongst
‘the good, the bad and the passive’, and just below, the individual modi will be linked
to the Commission’s three-stage shareholder taxonomy.
3.1 Shareholder Investment Modus – A Behavioural Focus
The four investment modi presented above can be displayed on a shareholder engagement scale ranging from the active shareholder to the left embodied by the ‘Investment
in ownership’ shareholder to the speculating shareholder, who is not very likely to engage in the kind of behaviour that the European Comission calls for in its communications. Between these two opposites the remaining two investment modi can be placed
in the passive category. However, shareholders belonging to the two investment modi
may not necessarily refrain from shareholder engagement. As specified in the section
above, these shareholders may fall into both the active and the passive category, but
due to the fact that institutional shareholders by the European Commission in many
cases are accused of being too passive, this category is the most accurate.

on Corporate Governance, Stewardship Code, 3 (November 2016), available at https://corporategovernance.dk/stewardship-code (accessed 21 April 2017).
36
Patrick Bolton & Frédéric Samama also note that speculating shareholders may generally try to anticipate
and profit from changes in market sentiment, or investors’ collective psychology, cf. Patrick Bolton & Frédéric Samama, Loyalty Shares: Rewarding Long-Term Investors 25 Journal of Applied Corporate Finance 86
(2013).
37
This particular kind of behaviour is also seen among hedge funds, but they are not ordinarily defined as
‘institutional’.
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Gaining insights into how institutional shareholders with particular investment modi
could be expected to behave in relation to shareholder engagement, result in a better
understanding of the effects of prevalent corporate governance regulation. Furthermore, this knowledge provides legislators with a better foundation for drafting new
pieces of legislation with attainable goals within the corporate governance framework.
The subsequent section is therefore based on the legislative remedies already available
to the European Commission to foster a promotion of the ‘right’ kind of ownership.
4

Legal Strategies to Promote the ‘Right’ Kind of Ownership

Generally, discussions on regulatory intervention and legal strategies within corporate
governance are concerned with protecting principals from agents’ opportunistic behaviour and thus aligning the interests of agents with those of principals. A different situation occurs when the goal is to promote the ‘right’ kind of ownership. In this situation,
legislative initiatives will have an objective of altering the behaviour of principals, not
agents. 38 Therefore, it must be examined how legislation could help prepare the way
for a shareholder behaviour similar to the one outlined by the European Commission
as the ‘right’ kind of ownership, cf. section 2.
The remainder of the present section is structured as follows. First, section 4.1 will
review existing and new approaches in soft law, and is followed by an examination of
the various ways in which hard law could be applied in the present pursuit for an increased degree of shareholder engagement. Lastly, section 4.3 will investigate whether
alternative approaches exist that could be applicable for the European Commission
apart from the traditional means of soft and/or hard law.

38

Reiner Kraakman et al. identify three kinds of agency relationships; 1) between the company’s owners
and management, 2) between majority and minority shareholders and 3) between the company itself and the
parties the firm contracts with, e.g. creditors, employees and customers, cf. Reiner Kraakman et al., The
Anatomy of Corporate Law, 36 (2nd ed., Oxford; Oxford University Press 2009). Shareholders could, thus,
also be considered as agents, but for the sake of simplicity, shareholders are considered as principals in the
present article.
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4.1 Soft Law
Undoubtedly, the preferred legislative method of the European Commission in relation
to corporate governance is soft law. The nature of soft law implies that shareholders
are not obliged to comply with the content of the specific piece of soft law legislation.
Soft law in the form of recommendations or corporate governance codes aim to to ‘persuade’ the target to comply with the specific content and adhere to a best practice.
Inherent to soft law is that there – as a starting point – are no enforcement mechanisms
or sanctions 39 linked to this regulatory approach as opposed to hard law. In soft law’s
purest form, it is highly unlikely that soft law as a legal strategy will be able to impact
the ‘bad’ shareholders, as they do not display a behaviour consistent with soft law’s
ability to cause behavioural changes. The speculating shareholders, who are perceived
as ‘bad’, have made a deliberate investment choice to solely focus on economic outcome.
It can, however, be argued that when soft law legislation applies the principle of
comply or explain, the principle in itself will constitute an enforcement mechanism as
companies and shareholders covered by this principle are forced to disclose a deviation
from the behaviour presented in the specific piece of soft law and why this course of
action has been applied. Where companies are mandated to dislose why they have chosen not to comply with a specific code, the disclosure is directed at a market with participants capable of disciplining the company. The same does not hold for corporate
governance codes directed at shareholders, 40 where no apparent market for such information exists. Yet, many institutional shareholders are characterised by having beneficial owners interested in the actions of the particular shareholder. Institutional shareholders’ beneficial owners could, thus, be regarded as collectively constituting a market
in a position to call for action. 41 Iris H.-Y. Chiu argues that stewardship codes hold an
ideological challenge in institutional shareholders’ beneficial owners being too diverse
(as the institutional shareholders themselves 42) and too dispersed to hold the shareholders accountable, 43 which regretfully only troubles an efficient application of soft law.

39

See for instance the enforcement mechanisms presented by Reiner Kraakman et al., The Anatomy of Corporate Law, 45 et seq. (2nd ed., Oxford; Oxford University Press 2009).
40
The British Stewardship Code is an example of a corporate governance code directed at shareholders,
which aims to enhance the quality of engagement between institutional shareholders and companies.
41
See also s. 4.3.2. regarding beneficial owners as a bottom-up driver for behavioural change of the institutional shareholders.
42
Cf. Marina B. Madsen, A New Approach to Shareholder Heterogeneity in Hanne S. Birkmose (ed.), Shareholder Duties, §5.03 (Alphen aan den Rijn, The Netherlands; Wolters Kluwer 2017).
43
Iris H.-Y. Chiu, Stewardship as a Force for Governance: Critically Assessing the Apirations and Weaknesses of the UK Stewardship Code 9 European Company Law 5, 10 (2012). Furthermore, she argues that
the British Stewardship Code does not clearly articulate to whom the institutions are accountable, and Roman
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Still, it cannot be refused that the comply or explain approach in soft law can have an
effect on the behaviour of the ‘bad’ shareholders who are then ‘forced’ to display their
‘bad’ behaviour and investment strategy to both their beneficial owners and the general
public. There is a strong probability that those shareholders that differ mostly from the
European Commission’s perception of ‘good owners’ are not susceptible to a behavioural mechanism such as soft law. However, because companies do perceive soft law
as regulation 44 and because the requirements to companies’ explanations have risen, 45
it cannot be rejected that some ‘bad’ shareholders perceive soft law in the same manner
and consequently will response to the ‘explain’ obligation with an alteration in their
behaviour. This could for instance be imagined if the institutional shareholder choses
not to disclose an engagement policy, not to disclose a statement of votes cast or not to
communicate directely with the management of the investee company, even though a
code had stated this as best practice. 46
Otherwise, the natural recipients to behavioural alteration through soft law would be
the ‘good’ and the passive shareholders. In relation to the ‘good’ shareholders, it could
be questioned if further initiatives grounded in soft law would not just foster more engagement from the already active shareholders. 47 On the other hand, those who are
truly significant and also of a sizable economic weight – and importance – are the passive institutional shareholders comprising the investment modi, ‘Investment through
asset managers’ and ‘Investment through a market index’ as their behaviour may be of

Tomasic doubts that a UK-style approach with further emphasis on companies’ stakeholders is the way forward, cf. Roman Tomasic, Corporate Governance Reforms in the EU 8 European Company Law 142, 143
(2011).
44
Cf. Karsten Engsig Sørensen, Disclosure in EU Corporate Governance – A Remedy in Need of Adjustment? 10 European Business Organization Law Review 255, 269 (2009) discussing the great de facto impact
of corporate governance codes.
45
The amended Shareholder Rights Directive for instance applies the wording ‘disclose a clear and reasoned
explanation’, Art. 3g(1).
46
In November 2016, the Danish Committee on Corporate Governance published a set of recommendations
on active ownership directed at Danish institutional shareholders and asset managers. This is the first example of a Danish variant of a stewardship code. The above actions are examples of recommendations from
that code. See Committee on Corporate Governance, Stewardship Code (November 2016), available at
https://corporategovernance.dk/stewardship-code (accessed 21 April 2017).
47
Eighteen months after the introduction of the UK Corporate Governance and Stewardship Codes, the
British Financial Reporting Council stated that the majority of companies have noted relatively little change
in approach to engagement or in the identity of those who are normally involved, and that the NAPF’s engagement survey issued in December 2011 found that sixty-three per cent of the respondents already made
reference to the Stewardship Code, cf. FRC, Developments in Corporate Governance 2011, 23-24 (December 2011), available at https://www.frc.org.uk/Our-Work/Publications/Corporate-Governance/Developments-in-Corporate-Governance-2011-The-impa.pdf (accessed 21 April 2017). Prior to these conclusions,
Brian R. Cheffins also envisaged that the Stewardship Code would not be likely ‘to foster substantially
greater shareholder involvement in UK corporate governance.’ (emphasis added), cf. Brian R. Cheffins, The
Stewardship Code’s Achilles’ Heel 73 The Modern Law Review 1004 (2010).
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both an active and a passive character. Current attempts from the European Commission to move passive shareholders in a more active direction have primarily been based
on soft law initiatives. Since convincing examples of corporate governance codes’ (and
the comply or explain principle’s) effect on passive shareholders have failed to appear
(besides the much debated ‘tick the box’ exercise 48), it is debatable if reasons to persistently depend on this do exist. From the perspective of regulatory intervention and
legal strategies, the passive shareholders are the most complex group of shareholders
and the most challenging to impact as their behaviour is not easily predicted. Considering the past actions of the European Commission in the area of corporate governance
regulation, it does not seem likely that the Commission will commence a corporate
governance regime of mandatory provisions, but perhaps the time is ripe for stricter
means?
4.2 Hard Law
Soft law holds a great number of advantages with respect to the regulatory requirements
legislators face when operating in a field as corporate governance with such rapid development. Soft law’s shortcomings appear in its inability to mandate specific kinds of
behaviour. Though hard law faces a number of difficulties in the European regulatory
process – the Takeover Bids Directive is a vivid example of this – mandatory provisions
in hard law are an effective tool to ensure that corporate constituencies act in a specific
manner.
Although soft law dominates hard law in the area of corporate governance regulation, hard law has, indeed, been applied to both facilitate shareholder engagement (section 4.2.1), curb unwanted behaviour (section 4.2.2) and as a tool to reallocate corporate
power within the group of shareholders (section 4.2.3).
4.2.1 Changing the cost of engagement: facilitating the ‘right’ kind of ownership
The European Commission has been reluctant to impose mandatory provisions on companies and shareholders in the area of corporate governance and shareholder engagement. The recent amendment of the Shareholder Rights Directive could, however, be
considered a sign of regulatory change towards an increased use of hard law even

48

European Commission, Commission Recommendation of 9 April 2014 on the quality of corporate governance reporting (‘comply or explain’), Recommendation 2014/208/EU, at 2, Caspar Rose, Firm Performance and Comply or Explain Disclosure in Corporate Governance 34 European Management Journal 202
(2016), Karsten Engsig Sørensen, Disclosure in EU Corporate Governance – A Remedy in Need of Adjustment? 10 European Business Organization Law Review 255, 269 (2009), and Andrew Keay, Comply or
Explain in Corporate Governance Codes: in Need of Greater Regulatory Oversight? 34 Legal Studies 279
(2014).
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though the institutional shareholders 49 still have the option to state why they have not
developed an engagement policy or chosen not to disclose it. 50
As briefly stated in section 4.1 above, perhaps the time is ripe for stricter means to
promote shareholder engagement. 51 However, applying hard law regulation to reach
the stated goal is not solely concerned with turning passive and ‘bad’ shareholders into
‘good’ shareholders. Hard law could also be used to facilitate shareholder engagement
through a reduction of the cost of engagement 52 and as a way of enticing ‘good’ shareholders into remaining active using various engagement promoting measures.
Theories of corporate governance are, to a wide extent, concerned with both pecuniary and non-pecuniary costs. Agency costs play a prominent role in agency theory,
and the cost of engagement is decisive to decisions to engage in shareholder activism
or to refrain from it. This entails that shareholder behaviour could potentially be
amended through changes in the cost frame associated with share ownership. If the
costs associated with engaging in shareholder activism are lowered, the point where
the economic outcome of activism exceeds the costs incurred will be reached sooner,
making active ownership a rationally sound decision. The Commission also acknowledges that shareholders might be dissuaded by the costs associated with engaging in
shareholder activism, 53 and with the purpose of lowering these costs, a number of legislative initiatives have already been adopted at EU level through the 2007 Shareholder
Rights Directive. These measures include, inter alia, easier access to vote by proxy, 54
electronic general meetings, 55 and specific rules regarding information to shareholders

49

And asset managers.
Art. 3g(1) of the new directive.
51
See Iris H-Y Chiu & Dionysia Katelouzou, From Shareholder Stewardship to Shareholder Duties: Is the
Time Ripe? in Hanne S. Birkmose (ed.), Shareholder Duties, 133 (Alphen aan den Rijn, The Netherlands;
Wolters Kluwer 2017), who argue that the proposal to amend the Shareholder Rights Directive could be seen
as a sign of a hardening of stewardship/engagement duties at a pan-European level, and they ‘believe that
mandating public disclosure is a likely trajectory of corporate governance regulation in the future aiming at
transparency and openness in the investment chain.’ It is, furthermore, their view ‘that any harmonisation of
prescriptions for institutional shareholder conduct should be better carried out under the premises of securities or financial regulation …’.
52
See Hanne S. Birkmose, European Challenges for Institutional Investor Engagement - Is Mandatory Disclosure the Way Forward 11 European Company and Financial Law Review 214, 233 et seq. (2014).
53
The European Commission also acknowledges that shareholders might be dissuaded by the costs associated with engaging in shareholder activism, cf. European Commission, Green Paper - Corporate Governance in Financial Institutions and Remuneration Policies, COM(2010) 284 final, 8. In this green paper, the
European Commission speaks of the costs incurred by institutional shareholder when engaging in activism.
‘Costs of engagement’ is, however, universal to all shareholders, but hedge funds might not feel restrained
by these costs, as shareholder engagement typically is an active strategy of theirs not dependent on the costs
associated herewith.
54
Shareholder Rights Directive, Art. 10.
55
Shareholder Rights Directive, Art. 8. According to s. 77 of the Danish Companies Act, the central management body may decide that, in addition to the right to attend the general meeting physically, shareholders
50
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prior to the general meeting. 56 The European Commission does not control the ‘inhouse’ costs that institutional shareholders incur when engaging in shareholder activism. Consequently, the effects on shareholder engagement that a further focus on shareholders’ cost frame could result in only seem minor. 57
4.2.2 Curbing the ‘wrong’ kind of ownership through hard law
If attempts to facilitate shareholder engagement and through that promote the ‘right’
kind of ownership prove to be unsuccessful, a different approach would be to restrain
the ‘wrong’ kind of ownership and thus limit the behaviour deemed harmful to the
European ambition of a well-functioning and effective capital market. The possibilities
available to restrain the ‘wrong’ kind of ownership are, however, limited. Restrictions
on shareholders’ freedom to exercise their shareholder rights – or refrain to do so –
should be treated with caution, even though the European Commission has, indeed,
stated which types of behaviour that are not deemed beneficial to the European economy, cf. section 2.2. Nevertheless, legislators do have measures at hand, and some have
already been put into action, for instance regarding short-selling.
The European Commissions has voiced its opinion on the use of short-selling and
other speculative trading activities, 58 and short-selling was in fact banned in several
countries, including the EU and its Member States, during and after the financial crisis
due to the potential harm it could cause on the economy. 59 For instance, the American
SEC stated that the ban was imposed to restore market equilibrium and would not have
been necessary in a well-functioning market. 60 Denmark also introduced a ban on shortselling, whose legal authority was found in Section 39b of the Securities Trading Act
etc. 61 This ban was, however, abrogated with the enactment of the European Regulation
may be allowed to attend the general meeting electronically and there vote electronically, without being
physically present. The general meeting may also resolve to hold the general meeting without any physical
attendance, i.e. completely electronic. It is important to note here that the competence to hold the general
meeting without any physical presence lies with the shareholders, not management. This right is also facilitated in the Shareholder Rights Directive, Art. 8. See also s. 4.3.1 on alternative approaches to promote the
‘right’ kind of ownership, e.g. through electronic general meetings.
56
The Shareholder Rights Directive, Art. 5.
57
Hanne S. Birkmose, The Transformation of Passive Institutional Shareholders into Active Owners in
Hanne S. Birkmose et al. (eds), The European Financial Market in Transition, 124 (Alphen aan den Rijn,
The Netherlands; Wolters Kluwer 2012).
58
See in particular European Commission, Green Paper – Long-Term Financing of the European Economy,
COM(2013) 150 final, at 11, 13 and 15.
59
On the potential effects of short-selling, see Blanaid Clarke, Where Was the ‘Market for Corporate Control’ When We Needed It? in William Sun, Corporate Governance and the Global Financial Crisis, 78 et
seq. (New York; Cambridge University Press 2011).
60
Cf. press release 2008-211, SEC Halts Short Selling of Financial Stocks to Protect Investors and Markets.
61
Consolidating Act no. 855 of 17 August 2012. The ban on short-selling was enacted through statutory
order no. 1004 of 10 October 2008.
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on short-selling and certain aspects of Credit Default Swaps, 62 which purposes to ensure ‘the proper functioning of the internal market for financial services, and ensuring
a high level of consumer and investor protection.’ 63
Though the possibilities to directly prohibit shareholders’ unwanted behaviour are
limited, hard law can also function as a means to circumscribe shareholders’ latitude to
exercise behaviour deemed unwanted by the European Commission. The European
rules on transparency64 are a substantial part of the framework that sheds light on the
identity of the shareholder 65 and also indirectly hinders ‘bad’ shareholder behaviour
through an obstruction of ‘bad’ shareholders’ ability to ‘hide’ their unwanted actions
in the investee companies. An indirect behavioural control of ‘bad’ shareholders
through hard law measures is for instance found in the amended Transparency Directive, 66 which obliges national Member States to sanction violations of certain infringements of the duty to notify major shareholdings with a suspension of the shareholder’s voting rights. 67 As a result of the newly implemented rules, 68 shareholders
who fail to comply with the directives’ rules on shareholder identification within the
required time limit risk being deprived their voting rights and thus their ability to potentially engage in behaviour considered harmful by the European Commission.
Another mechanism to indirectly curb unwanted behaviour is through a shortening
of record dates. ‘Record date capture’ is a well-known variant of empty voting. Record
day capture entails that someone, typically a hedge fund or similar, borrows shares
from an existing shareholder from the company in question. The borrower then registers as a shareholder and then returns the shares to the original shareholder after the
record date whereby the borrower becomes capable of attending and voting at the general meeting without any economic bonds to the company. 69 A shortening of the time

62

Regulation No 236/2012 of the European Parliament and of the Council of 14 March 2012 on short selling
and certain aspects of credit default swaps. The Short Selling Regulation was evaluated in COM(2013) 885
final, and currently, a new evaluation of the appropriateness and impact of the SSR is pending, cf.
COM(2013) 885 final, 8. On the European common regulatory framework for short selling, see Panagiotis
K. Staikouras, The EU Short Selling Regulation Revisited: New Evidence, Different Perspective? 26 European Business Law Review 531 (2015).
63
European Commission, Report from the Commission to the European Parliament and the Council on the
evaluation of the Regulation (EU) No 236/2012 on short selling and certain aspects of credit default swaps,
COM(2013) 885 final, 6.
64
However, not limited to the Transparency Directive.
65
European Commission, Green Paper – The EU Corporate Governance Framework, COM(2011) 164, 15.
66
Directive 2013/50/EU of the European Parliament and of the Council of 22 October 2013 amending Directive 2004/109/EC and others.
67
Art. 28b(2).
68
The amendments were to be implemented in national legislation by 26 November 2015.
69
This manoeuvre and other variants of record date capture are more elaborately explained in Henry T.C.
Hu & Bernard Black, The New Vote Buying: Empty Voting and Hidden Ownership 79 Southern California
Law Review 811, 832 et seq. (2006).
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between the record date and the time of the general meeting would therefore limit investors’ and shareholders’ opportunity to engage in empty voting and consequently
also the likelihood that investors with a negative economic interest in the companies
become capable of affecting the result of the votes.
Common to these means to curb the ‘wrong’ kind of ownership is that they are not
concerned with the persona of the shareholder but instead the shareholder’s harmful
behaviour and the resulting consequences. These actions could therefore be construed
as an indicator that the European Commission is already applying a modus diversification of shareholders, though probably not intentionally.
4.2.3 Hard law as a tool to reward the ‘good’ shareholders
The primary focus of current legislative initiatives has been on engagement and loyalty enhancing measures to promote the ‘right’ kind of ownership. Many debates on
the ‘right’ kind of ownership have focused on the concept of ‘loyalty’ thereby presupposing that shareholders who have remained with the company for more than a specific
amount of time are loyal and hence ‘good’ shareholders. 70 However, loyalty does not
automatically imply that shareholders are also demonstrating a behaviour consistent
with the one called for by the European Commission. A loyal shareholder is – in the
actual meaning of the word – nothing more than a buy-and-hold shareholder. 71 Nevertheless, loyalty and long-termism are on the Commission’s agenda, and in some instances, it appears as if the concepts (and the intentions behind) are used interchangeably, and the related means have both objectives in mind. For instance, in its proposal
to a new Shareholder Rights Directive, the Committee on Legal Affairs appears to focus more on the duration of shareholders’ holding period than their engagement in the
investee companies, but still accentuate that ‘[g]reater involvement of shareholders in
companies’ corporate governance is one of the levers that can help improve the financial and non-financial performance of those companies.’ 72 Though not including the
term ‘loyalty’, a similar situation is present in the European Commission’s original
70

The word ‘loyalty’ has been given renewed attention in recent years, and it is discussed whether or not
shareholders have a duty of loyalty towards the company and fellow shareholders. See the early contribution
from Albert O Hirschman, Exit, Voice, and Loyalty (Cambridge, Massachusetts; Harvard University Press
1970), but also Bart Bootsma, An Eclectic Approach to Loyalty-Promoting Instruments in Corporate Law:
Revisiting Hirschman’s Model of Exit, Voice, and Loyalty 6 Erasmus Law Review 111 (2013) and regarding
a potential duty of loyalty, among others Hanne S. Birkmose, Shareholders’ Duties in European Company
Law 13 European Company Law 5 (2016) and Matthijs de Jongh, Shareholders’ Duties to the Company and
Fellow Shareholders 9 European Company Law 185 (2012).
71
Brian L. Connelly et al., Ownership as a Form of Corporate Governance 47 Journal of Management
Studies 1561, 1572-1573 (2010).
72
Committee on Legal Affairs, Report on the proposal for a directive of the European Parliament and of
the Council amending Directive 2007/36/EC as regards the encouragement of long-term shareholder engagement and Directive 2013/34/EU as regards certain elements of the corporate governance statement, at
33 and 8 respectively, A8-0158/2015.
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proposal, where engagement by the long-term-oriented shareholders is addressed
throughout.
Examples of measures to promote engagement by the long-term shareholder are:
loyalty votes, loyalty dividends and loyalty shares. 73 These are all measures tied to a
fixed ownership period, which at the ‘maturity date’ prompts additional voting rights,
dividends or shares. The EU has, however, been reticent about introducing specific
provisions such as the above-mentioned provisions in hard law legislation purposing to
prolong shareholders’ investment horizons and encourage further shareholder engagement. However, in May 2015, the Committee on Legal Affairs (with Sergio Gaetano
Cofferati as rapporteur) proposed that the amended Shareholder Rights Directive
should also include an Article 3ea mandating national member states to put in place a
mechanism in order to promote shareholding on a long-term basis and foster long-term
shareholders. 74 The mechanism referred to included additional voting rights, tax incentives, loyalty dividends, and loyalty shares. The proposal for an Article 3ea was, however, voted down in the Parliament and COM(2014) 213 was referred back to the committee responsible for reconsideration, 75 where the proposal remained until December
2016 where it was discussed within the Council.
Deviating from the traditional loyalty promoting instruments suggested by the Committee on Legal Affairs and applied in national member states such as France 76 and the
Netherlands, 77 Patrick Bolton and Frédéric Samama suggest a different road. Namely
the approval of a loyalty warrant to be rewarded buy-and-hold shareholders with a predetermined ownership period exceeding for instance three years. 78 After the specified
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Regading loyalty shares in a Danish (and Nordic) context, see Dorthe Kristensen Balshøj, Anvendelsen af
Loyalitetsaktier i Danmark, Nordisk Tidsskrift for Selskabsret 73 (2012), who, however, does not distinguish
between loyalty shares and loyalty votes.
74
Committee on Legal Affairs, Report on the proposal for a directive of the European Parliament and of
the Council amending Directive 2007/36/EC as regards the encouragement of long-term shareholder engagement and Directive 2013/34/EU as regards certain elements of the corporate governance statement,
33, A8-0158/2015.
75
Minutes of the sitting of 8 July 2015, 2016/C 377/03, item 4.6.
76
The French law enabling loyal shareholders to vote with double voting rights, loi Florange (Loi n° 2014384 du 29 mars 2014 visant à reconquérir l'économie réelle), has not received much attention in the academic
environment as loi Florange also introduced provisions with effects on labour law and takeover law. Hence,
the significance of this particular part of the act with respect to increasing loyalty among shareholders is only
minor.
77
In 2007, the company Royal DSM proposed an amendment of its articles of association granting loyal
shareholders a loyalty dividend. However, this proposal resulted in a legal case, which Royal DSM withdrew
from in order not to risk a year-long conflict with its shareholders. Nevertheless, the Supreme Court of the
Netherlands ruled that it was ‘in the interest of the law’ thereby accepting loyalty dividends in Dutch law.
For further on the Dutch case, see ML Lennarts & MS Koppert-van Beek, Loyalty Dividend and the EC
Principle of Equal Treatment of Shareholders 5 European Company Law 173 (2008).
78
Patrick Bolton & Frédéric Samama, Loyalty-Shares: Rewarding Long-Term Investors 25 Journal of Applied Corporate Finance 86 (2013).
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loyalty period, loyal shareholders will be granted the right to buy additional shares at a
fixed price. Using loyalty warrants, the authors argue that the companies will ‘attract a
more long-term investor base and repel day-traders, momentum investors, and other
short-term speculators’. 79 Furthermore, they argue that this approach could also encourage investors to allocate more resources to understanding the company’s long-term
prospects. Their arguments seem reasonable, and loyalty warrants also hold the advantage that the companies can design the warrant terms to suit the needs of the company also allowing for adjustments of the strike price. 80 In addition, the ‘loyalty reward’
requires action from the part of the shareholder in addition to the fact that the shareholder also has to allocate funds to buy the shares from the company. These features
may prevent the passive, but loyal, shareholder from wishing to receive his or her loyalty reward.
The loyalty warrant would be promoted to all shareholders of a company and, thus,
to all investment modi, but only the shareholders interested in it would cash in on the
warrant at the end of the set ownership period. Consequently, it is unlikely that the
‘bad’ shareholders will keep the shares in their portfolios for the required amount of
time. Neither would the passive shareholders, whose behaviour is not effortlessly
pulled in an active direction, exercise the right that the loyalty warrant gives them.
Exclusively the shareholders who wish to promote shareholder engagement and longer
investment horizons would benefit from the loyalty warrant, and legislators are saved
the trouble of addressing the investment modi individually.
No loyalty promoting instrument can guarantee an increased degree of shareholder
activism. 81 Still, in all cases of engagement and loyalty promoting instruments, the individual shareholders are in a position where their own active ownership can further
increase the outcomes of their loyalty, either resulting in increased voting rights and
consequently more control, higher dividends or additional shares or a direct economic
gain due to price differences between the warrants’ exercise price and the shares’ market value. However, using a promotion of shareholders’ investment horizons as a lever
to increase shareholder engagement also comes with some reservations. As stated
above, a loyal shareholder is in fact nothing more than a buy-and-hold-shareholder.
Loyalty and engagement promoting mechanisms that employ voting rights and additional shares as a ‘reward’ bear the consequence that the power balance of the investee
company is tipped towards the loyal shareholders. An allocation of corporate power
from the uninterested and passive shareholders to the engaged and active shareholders

79

Patrick Bolton & Frédéric Samama, Loyalty-Shares: Rewarding Long-Term Investors 25 Journal of Applied Corporate Finance 86, 88 (2013).
80
Patrick Bolton & Frédéric Samama, Loyalty-Shares: Rewarding Long-Term Investors 25 Journal of Applied Corporate Finance 86, 89 (2013). The authors, however, note that loyalty warrants should not deter
potential takeovers, see 96.
81
See Hanne S. Birkmose, You Can Lead a Horse to Water, but Can You Make it Drink? Institutional
Investors and Corporate Voting 20 European Business Organization Law Review 717 (2009).
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is truly in line with the Commission’s perception of ‘[e]ffective and sustainable shareholder engagement … [as] one of the cornerstones of listed companies’ corporate governance model …’ 82 But a loyal shareholder’s additional voting rights or shares (which
in most cases also result in more voting rights) are only beneficial to the company if
the shareholder in question also has an intention of using them with a positive economic
interest in mind. 83 The voting rights per se are not worth much to the shareholder, but
they may have an economic value to the passive shareholder if they are lent to a hedge
fund or another party interested in the voting rights but not the economic risk associated
with shareholding. 84 This manoeuvre might then provide the company with a borrower
with a negative economic interest in the company even though the intention was to
reward the loyal shareholder. Furthermore, granting shareholders double voting rights
may be qualified as an anti-takeover mechanism as the shifting of the company’s balance of power towards the loyal shareholders may cause an entrenchment of control.
The French loi Florange granting loyal shareholders the right to double voting rights
is also categorised and treated as an anti-takeover mechanism. 85 Should the French
right to double voting rights be treated as an instrument to prolong shareholders’ investment horizons, a shareholder engagement promoting instrument or a mean to curb
the market for corporate control? This issue also has to be considered regarding European initiatives whether they are characterised as loyalty or engagement promoting.
Notwithstanding, double voting rights have as a de facto consequence that the power
balance of the company is shifted towards the long-term shareholders.
Mechanisms that provide the shareholder with an economic advantage, for example
loyalty dividends or a tax discount, as suggested by the Committee on Legal Affairs,
will not tip the company’s power balance. With such measures , the legislator may
ensure that the shareholders deemed ‘bad’ according to the Commission’s standard do
not utilise their loyalty benefits in a manner that the Commission does not approve and
which tips the power balance. Due to this, engagement and loyalty promoting instruments which include economic benefits rather than an entrenchment of control are preferred.
4.3 Alternative Approaches
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COM(2014) 213 final, 12.
Cf. s. 2.2.
84
See further Henry T.C. Hu & Bernard Black, The New Vote Buying: Empty Voting and Hidden (Morphable) Ownership 79 Southern California Law Review 811 (2006) on decoupling of voting rights from
economic ownership.
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The traditional legal instruments, soft law and hard law, that are found in the legislative
tool box have not yet proved to be truly efficient in pursuing the European Commissions’s ambition of a higher degree of shareholder engagement by in particular the institutional shareholders. Apart from very glaring instances, cf. section 4.2.2, the European Commission has been reluctant to regulate shareholder behaviour through
measures found in hard law. If the time is not ripe for stricter means, and the Commission does not wish to copy the threats of the British government in the late 1990s regarding institutional shareholders’ lack of engagement, 86 instead it ought to be considered if the Commission may find use for alternative approaches in the pursuit of active
shareholders to supplement the application of both hard and soft law. Such initiatives
would primarily be directed towards the passive shareholders with the investment modi
‘Investment through asset managers’ and ‘Investment according to a market index’, as
the previous sections have demonstrated that the ‘good’ shareholders are already active
and that the ‘bad’ shareholders do not possess characteristics making them probable
objects to behavioural change prompted by initiatives found elsewhere than in hard
law.
The subsequent two sections will discuss a potential application of the concept of
‘nudging’ and furthermore the applied discourse in corporate governance legislation
and communications.
4.3.1 Do shareholders just need a little nudge?
An alternative strategy, which the European Commission could consider pursuing, is
to study and evaluate the current corporate governance framework from the perpective
of nudging. The concept of nudging was introduced by Richard H. Thaler and Cass R.
Sunstein in their 2008 book, Nudge: Improving Decisions About Health, Wealth, and
Happiness. 87 A ‘nudge’ is a measure taken to alter peoples’ behaviour. Edward Cartwright defines nudging as a way of manipulating individual incentives. 88 Nudges are
often applied in conjunction with the design of supermarkets and cafeterias with the
purpose of ‘nudging’ customers into choosing (or avoiding) specific products. 89 One
could also imagine a form of ‘regulatory nudging’, where shareholders are nudged into
a specific behaviour, for example engaging in shareholder activism. However, to count
as a mere nudge, Thaler and Sunstein state that nudges are not mandates. Avoiding the
behaviour, the nudge seeks to promote, must be easy and cheap to avoid. Otherwise, it
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(5 March 1998).
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is not a nudge. 90 This entails that should shareholders be nudged into engaging in the
corporate governance processes of the investee companies, shareholder activism should
not be made mandatory, and choosing not to engage in activism should not impose
great burdens or costs on the shareholders.
In their book, Thaler and Sunstein also present the concept of ‘libertarian paternalism’, which may seem contradictory but is in fact very suitable with regard to legislative nudging. ‘Paternalism’ implies that it is legitimate for choice architechs 91 to try to
alter peoples’ behaviour into a specific direction (for instance choosing fruit over chocolate or engaging in shareholder activism). Legislators know best, so to speak. The
libertarian aspect of the concept lies in the claim that people should be free to do as
they choose. These two things combined entail that libertarian paternalists, in the words
of Thaler and Sunstein, ‘want to make it easy for people to go their own way; they do
not want to burden those who want to exercise their freedom.’ 92 And Edward Cartwright continiues in a similar manner: ‘Nudging should not involve a sacrifice of liberty.’ and ‘A nudge should not impact on personal liberty.’ 93
In the case of nudging shareholders into engagement, the choice architect is personified by the European Commission desiring increased shareholder activism and longer
investment horizons by, in particular, institutional shareholders and their asset managers. It could, however, be questioned if the European Commission really adopts the
libertarian aspect of libertarian paternalism, as the Commission has voiced strong opinions on how shareholders ought to behave. However, since shareholder activism is
(still) not made mandatory but adopted on a comply or explain principle, even in the
new Shareholder Rights Directive, it must be presumed that the European Commission
as a starting point fulfils the requirements of libertarian paternalism. 94
Applying nudging to corporate governance and active ownership entails that the current corporate governance framework should be evaluated with the notion of making
shareholder engagement the ‘default behaviour’. At first sight, the comply or explain
principle, with which most national corporate governance codes are enforced, is a clear
example of how opting out is relatively straightforward. However, it could be argued
that corporate governance codes directed at shareholders, for example the UK Stewardship Code, fall outside the scope of regulatory nudging as the ‘explain’ component
of the comply or explain principle imposes (pecuniary and/or non pecuniary) costs on
the shareholders if they do not comply with all elements of the code. Furthermore, non-
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compliance in nudging theory does not induce sanctions, which is opposite to the comply or explain principle, where it is assumed (at least in theory 95) that the market will
punish non-compliance and explanations of non-compliance that are not sufficiently
elaborate.
Should nudging be applied to the Commission’s ambition of increasing shareholder
engagement, the resulting initiatives should therefore be characterised by costless noncompliance and no sanctions. A clear-cut option would be to introduce an obligation
on the companies to ease shareholders’ opportunity to engage, for example in the form
of automatic distribution of proxies to shareholders so they would not have to request
them themselves or always making AGM attendance by electronic means available to
all shareholders. A way of nudging shareholders would also be to oblige companies to
invite all institutional shareholders to investor meetings or a personal meeting with the
board of directors and/or the daily management. These suggestions do have the downside that they impose costs on the investee companies, but should these encounters with
the institutional shareholders result in an increased engagement, the potential upside
would be unlimited.
4.3.2 Can the way we talk about shareholders make them change their behaviour?
A different approach which could be brought into play in the recent discussions on
means to alter the behaviour of passive shareholders is the prevalent discourse characterising both communications and pieces of soft law from national and supranational
legislative authorities as well as discussions among academics and practitioners. ‘[D]iscourse and ideology go hand in hand …’ 96 and consequently how shareholders and
their behaviour is referred to is a reflection of the general perception of shareholders.
The strong rhetoric in the 2010 Green Paper on corporate governance in financial institutions 97 could be read as evidence of a feeling of feebleness in preventing the widespread consequences of the financial crisis. The applied rhetoric represents a significant
top-down approach, which both communicates the failed expectations towards the institutional shareholders and their responsibility to actively engage in the investee companies and which tells the decline narrative 98 of shareholder behaviour and misbehaviour prior to and during the recent financial crisis.
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It is interesting if a change in discourse could also change the behaviour of shareholders. An example of a change in discourse leading to a change in behaviour is found
in the Danish health system, where the prevalent discourse now is that the individual is
responsible for her/his own well-being. This changed rhetoric from the safety net of the
national health care system to (joint) responsibility of one’s own health has given rise
to an increased focus on exercise as a preventive mean to, for example, diabetes and
cardiovascular diseases, 99 which again has prompted a nationwide increased interest in
exercising, healthy dieting, etc. 100 Consequently, it is worth considering, if this tendency could be transferred to the field of corporate governance and shareholder engagement. This could either be in the form of a top-down approach where national and
supranational authorities deliberately change the discourse as well as a bottom-up
driven approach initiated by institutional shareholders’ beneficial owners requiring that
the shareholders they have entrusted their funds commence an active strategy of shareholder engagement.
Despite the outspoken language usage in the 2010 Green Paper, 101 already by then
signs of a change in discourse were noticeable. Prior to the Shareholder Rights Directive from 2007, discussions on corporate goverance and shareholder behaviour focused on a general strengthening of shareholder empowerment 102 and broadly formulated pressure on institutional shareholders. 103 Now, the prevalent discourse is characterised by very specific expectations towards institutional shareholders (and their asset
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managers), which are, for instance, manifested through the new Shareholder Rights
Directive and the MiFID Directive, which both contain rather specific provisions on
the behaviour of institutional shareholders. 104 Furthermore, the application of the aforementioned keywords 105 used in connection with the European Commissions characterisation of the ‘right’ kind of ownership focus on how institutional shareholders’ engagement in the investee companies can benefit society as a whole rather than which
negative consequences a lack of shareholder engagement might induce.
5

Conclusion

The present article represents a contribution to an important and ongoing debate on
shareholder engagement in European listed companies. During and after the recent financial crisis, the European Commission voiced quite candid opinions on institutional
shareholders’ (lack of) engagement, and amongst other factors indirectly blamed them
for the severity of the financial crisis. The Commission’s blunt rhetoric on the ‘right’
kind of shareholder behaviour has fostered a discussion of a potential existence of a
‘wrong’ kind of ownership. The article has analysed the applied rhetoric in the Commission’s recent communications and outlined the nature and behaviour of ‘the good,
the bad and the passive’ according to the European Commission.
Though general acknowledgement exists that institutional shareholders comprise a
heterogeneous group with different investment objectives and strategies etc., in its ambition to promote the ‘right’ kind of ownership, the European Commission still addresses the aggregate group of institutional shareholders. It is the claim of the present
article that the prevalent approach does not correspond to the stated ambition. It is argued that focus should be diverted from the identity of the shareholders and instead
diverted to the behaviour of the shareholders, shareholders’ investment modus. Applying a shareholder concept based on investment modus allows for more nuanced discussions on shareholder behaviour and provides legislators with further insight into what
kind of behaviour can be expected from the various types of shareholders. Consequently, shareholders belonging to different investment modi will respond differently
to various legislative initiatives.
Soft law has been the preferred tool in corporate governance regulation at both national and supranational level, but suffers from the disadvantage that it does not necessarily change the behaviour of those targeted. Though the comply or explain principle
may, indeed, be considered an enforcement mechanism, it is debatable if soft law is
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capable of altering the behaviour of the ‘bad’ and the passive shareholders. Conversely,
hard law guarantees the specific behaviour mandated, but due to the principle of shareholder autonomy, the European Commission has been reluctant to introduce hard law
provisions in corporate governance regulation apart from various specific instances,
where bans were imposed on specific kinds of behaviour, which only supports the advanced investment modus approach. However, hard law regulation is not exclusively
applicable in mandating or banning specific behaviours. It could also be applied as a
means to facilitate shareholder engagement through a reduction of the cost of engagement and as a tool to entice the ‘good’ shareholders into remaining active through various loyalty and engagement promoting measures. In this respect, it is important to bear
in mind that even though loyalty and engagement promoting measures purpose to reward the loyal shareholders for their activism, the consequence is that such measures
tip the company’s balance of power towards the long-term shareholders. If these shareholders value this loyalty reward, the measure will benefit the company. In case of the
opposite, the loyal – but passive – shareholder may choose to lend the votes to a hedge
fund or another party with a negative interest in the company. Therefore, mechanisms
that grant the shareholder an economic advantage, such as loyalty dividends or tax discounts, and that do not change the company’s power balance are preferred.
Neither soft nor hard law has proven truly effective in promoting the ‘right’ kind of
ownership. If the time is not ripe for stricter means, it ought to be considered if the
Commission may find use for alternative approaches in the pursuit of active shareholders to supplement the application of both hard and soft law. First, the prevalent corporate governance framework could be examined from the perspective of the nudging
theory with the objective of making shareholder engagement the ‘default behaviour’.
Second, a change of the discourse dominating corporate governance debates ought to
be considered a potential way of fostering more actively engaged shareholders. This
could either be a change driven from both a top-down perspective initiated by the Commission and other legislative authorities or from a bottom-up perspective promoted by
the beneficial owners of the passive institutional shareholders.
Being set on the conception that the ‘right’ kind of ownership and shareholder democracy should be promoted, the European Commission faces an immense challenge,
as shareholders due to their different investment modi respond differently to various
legislative strategies. The present article suggests possible answers to the Commissions’ ambition of a ‘shareholder-owner who contributes to the company’s long-term
viability’, 106 but further research into the ‘black box of institutional shareholders’ is
required.
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