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In this deepest recession in 75 years, the airways and print media are rife with expert opinion about “how we got here.”  A key point is being missed.

Instead, there are accusations of capitalism run amok; there are spirited defenses of capitalism; there are opinions that Washington pressures brought on this malaise; and there are voices arguing that only Washington (more rigorous regulation) will prevent future calamities.  We hear that new levels of greed and perverse compensation incentives drove us to this abyss.  And there are those arguing that there is no more greed today than ever and that any recovery will depend on free-market innovation and entrepreneurism.  There’s some truth in each position.

What is surprising is that no-one is discussing the systemic change at the heart of today’s corporate behavior, namely the changed voice of the shareholders.

Twenty years ago, more than half (54%) of the publicly held stock of the top 1000 U.S. corporations was in the hands of individuals.  So less than half was in the hands of institutional investors—pension funds and mutual funds primarily.  But every year since, the proportion of stock held by institutions has increased.  By 2007, it had grown to an astounding 76.4% of all shares outstanding.  

According to the Conference Board, total institutional investor assets rose from $2.7 trillion in l980 to $27.1 trillion in 2006.   For many of the largest U.S. corporations, as few as ten institutions control between 25% and 50% of all the stock outstanding.

So what do sophisticated institutional fund managers want on behalf of their investors?  Increasing fund values.  Fund values increase when the prices of stocks increase.  Hence, the obsession with short-term, quarterly results, the pressure to “leverage balance sheets” (i.e. maximize debt), and the desire to have every company “for sale” at all times because of the stock price premiums associated with mergers and acquisitions.

Institutional investors actively discourage staggered boards or poison pills--once thought to protect shareholders against unwanted takeovers.  But because every firm must now be for sale, institutions almost unanimously vote against these take-over defenses. 


Knowledgeable institutional investors, controlling large blocks of stock, command the attention of CEOs.  Institutions encourage debt over equity because debt is more tax-efficient.  (Our federal tax code promotes debt because the price of debt, namely interest, is tax deductible.  But the price of equity, namely dividends, is taxed twice--once to the company and again to the shareholder.)   

So, the pressure from the owners over the past decade to “increase shareholder value” has created an obsessive short-term, risk-taking focus.  We’ve all witnessed the immediate impact of quarterly results on stock values.  The short term pressures have shrunk average CEO tenure by half over the past decade, increasing the risk associated with the position and putting upward pressure on executive compensation.

Everyone, including corporate executives, responds to how they are measured and rewarded by their superiors.  In the case of senior management, the “superiors” who set expectations are the institutional shareholders.  Given that the concentration of stock ownership within institutions will continue, what can be done to ameliorate short-termism?  Very simply, modify the tax code.


If the federal tax code encouraged dividends, dividends would be paid.  The “Bush Tax Cut” which reduced dividend taxation to the 15% capital gains rate will expire in 2010.  Consequently, an estimated 80% of corporations have refused to entertain new dividend policies that would soon become tax inefficient again.

 
But if that tax provision were made permanent, encouraging the payment of dividends, there would be multiple economic benefits.  Since dividends derive from strong balance sheets not from individual quarterly results, companies could focus more on creating long-term stability and growth through capital investment and R & D.   The longer-term focus would increase our global competitiveness, would have a dampening effect on executive compensation, and would make jobs more secure.

The dividend stream would anchor stock prices to a concrete value and would moderate stock price volatility—volatility magnified when share values have no anchor.  That moderation in stock price volatility would benefit the two-thirds of U.S. households whose savings are entrusted to institutional investors.   It would not be a sop to the “top 1%”, it would benefit the “bottom 99%”--those most victimized by share price volatility.

Sophisticated institutional shareholders would then focus more on the strength of balance sheets (i.e. the health of the company) over quarterly profit and loss.  That longer-term focus would change corporate behavior and enormously benefit the fundamental health of the U.S. economy.

