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Power Structure of a Typical US Corporation

IN THEORY: Shareholders own the firm, so they are in charge.
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Figure 1. Power structure in theory




Power Structure of a Typical US Corporation

IN PRACTICE: CEO *“captures” the Board of Directors by controlling
nominations and becoming chairperson.
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Figure 2. Power structurein practice
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PROPOSAL: Shareholders choose a Corporate Monitoring Firm (CMF)
because it's easier than choosing directors. CMF nominates directors.

Shareholders

choosel
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Figure 3. Proposed power structure with monitoring firm
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1. Another limitation on monitoring by institutional investorsisthe risk of running afoul of insider trading laws
when they become more informed than the investing public; see Maug (1995).

2. When investors become more familiar with monitoring firms, their rankings may depend on the client firm’s
industry or other factors.

3. Like managers and directors, monitoring firms may perform better if their fees are linked to performance of their
client firms. Perhaps they too should be paid in stock, and required to hold it for several years so asto reap the
effects of their influence.

4. Some of these kinds of mismanagement can also be induced by paying executives with call options or option-like
contracts, such as paying more when the firm does well but without symmetrical pay cuts when the firm does poorly
—adescription that fits virtually all pay arrangements. This encourages the CEO not to worry enough about low-
probability disaster scenarios. Here too, better monitoring can mitigate such behavior.

5. Hiring aCMF will similarly lessen other variants of greenmail too, such as the payments extracted from Japanese
firms by soukaiya, the gangsters who threaten to embarrass management at annual shareholder meetings.

6. Their discussion of employee representation on boardsis limited to rank-and-file employees.

7. Creating monitoring intermediaries is such a fundamental change that it is hard to anticipate the possible
evolutionary conseguences. The distinctions between monitor and board, between board and CEO, and between
CEO and other top management, could shift or become blurred. Likewise the disctinction between monitor and
shareholders: the monitor could take on more functions of active shareholders, such as putting forward proposals at
the annual meeting.

8. The question of whether to pass voting rights through to individual investors can be raised for any institutional
investor. Once the public has learned about monitoring intermediary firms, mutual fund investors could be given the
option of specifying which monitoring firms they want their shares voted for. Market forces can determine this: if
investors want to have such avoice, mutual fundswill have an incentive to arrange it.
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