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INDIRECT INVESTOR PROTECTION
THE INVESTMENT ECOSYSTEM AND ITS LEGAL UNDERPINNINGS

Holger Spamann”

This paper argues that the key mechanisms protecting portfolio investors in public
corporate securities are indirect. They do not rely on actions by the investors or by
any private actor charged with looking after investors’ interests. Rather, they are
provided by the ecosystem that investors (are legally forced to) inhabit, as a by-
product of the self-interested, mutually and legally constrained behavior of third
parties without a mandate to help the investors such as speculators, activists, and
plaintiff lawyers. This elucidates key rules, resolves the mandatory vs. enabling
tension in corporate/securities law, and exposes the current system’s fragile reli-
ance on trading.
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INTRODUCTION

Portfolio investment in public corporate securities is a miraculous affair. Tens of trillions of
dollars are entrusted to corporations and their managers by or on behalf of tens of millions of
ultimate beneficiaries.! The vast majority of these beneficiaries lack the time and expertise to value
and manage these investments; most do not even try. And yet, several decades later, they get their
money back with a sizeable return.? What mechanisms ensure that their money is not squandered
on bad investments or, once invested, lost to mismanagement or to transactions favoring savvier
players? The standard answer is what I call direct investor protection: information and governance
rights that investors scour and exercise themselves or through professional asset management—
e.g., a mutual or pension fund.® This paper’s answer is indirect investor protection: the ecosystem
around public corporate securities obviates the need for information or governance rights for the
vast majority of investors. A few others do the work—unintentionally or even unwittingly, con-
strained by rules and competition.

Section I reviews the standard answer and its well-known problems. The problems of direct
investor protection are obvious for retail investors but extend far beyond them. Even large inves-
tors that have the skills, means, and incentives to process the information and exercise their rights
often choose not to do so, for example pension funds in their passive portfolio or a hedge fund
temporarily “parking” some money in a diversified portfolio. Other large investors may lack the
skills. Retail investors clearly do. Retail investors cannot possibly digest the necessary information
themselves. Their fund managers might, but theory and empirics suggest they will be at most par-
tially effective. Passive (index) funds eschew selection of investments by definition and, compet-
ing on costs, have low incentives, if any, to exercise governance rights.* Actively managed retail
funds have better but, barred from charging performance fees, still weak incentives, and in any
event have historically been mostly inactive in governance and notoriously underperformed the
market, at least net of fees. To the extent direct mechanisms of investor protection do not do the
work, which do?

Section II presents the first half of this article’s descriptive claim, which is a conceptual gen-
eralization of known special cases. It argues that the central mechanisms of portfolio investor pro-
tection in public securities markets—beyond deterring theft, fraud, and fees—are indirect: they do
not rely on the investors themselves, or on their agents (such as their fund managers), or on any
other private party directly charged with looking after the investors’ interests. Rather, most inves-
tors’ main protections in public markets are provided as a byproduct of the (mostly) self-interested
but mutually and legally constrained behavior of (mostly) sophisticated third parties without a
mandate to help the investors, such as hedge funds and plaintiff lawyers. Consequently, little would

' As of year-end 2019, self-directed retirement accounts alone held USD 22 trillion. 2021 Investment Company
Fact Book, INV. CO. INST., 2021, at 176.

2 For example, between 1999 and 2018, private defined contribution pension plans with more than 100 partici-
pants generated a geometric mean annual return of 4.9%. U.S. DEP’T OF LABOR, PRIVATE PENSION PLAN BULLETIN
HISTORICAL TABLES AND GRAPHS 1975-2018, Table E20 (Jan. 2021) (perma.cc/9KRT-XV7T).

3 Infra 1.

4T use “index fund” in the colloquial sense of a fund that (1) tracks an external index (2) that is broadly diversified
and (3) that rarely adjusts its composition. Not all of the text’s arguments about “index funds” require all three ele-
ments, but the bulk of the "index fund" money is in funds satisfying all. The technical sense of the term may be broader
and include funds only satisfying (1), or perhaps not even that (if the “index” is bespoke to the fund). See generally
Adriana Z. Robertson, Passive in Name Only: Delegated Management and “Index” Investing, 36 YALE J. ON REG.
795 (2019).
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be lost if most investors and their asset managers picked their portfolios randomly and never ex-
ercised their control rights except for minimally informed voting by large investors and managers.
Similarly, large, sophisticated investors can safely “let their guard down” in public markets and
hold (part of) their money in a passive diversified portfolio. By contrast, such a hands-off approach
would be a recipe for disaster in the private securities markets, from which retail investors are
generally barred: there, unsophisticated or simply inattentive investors could lose their shirt by
buying overpriced or selling underpriced securities, or by failing to monitor their issuers.

Two main categories of indirect mechanisms protect in public markets. First, competition be-
tween speculators ensures that public market prices for stocks and other liquid securities are at
least roughly equal to their fundamental value, obviating the need for careful selection of assets—
including their governance—by investors and their agents. Second, once investors’ money is in-
vested in a portfolio company, diversion or mismanagement of this money by the portfolio com-
pany’s managers or controlling shareholders is policed by plaintiff lawyers, activists, and takeo-
vers.

Speculators, plaintiff lawyers, activist hedge funds, and buyers are not motivated by a concern
for the (other) investors. Nor are they legally mandated to have such a concern (with the partial
exception of plaintiff lawyers). But under the rules in place, they (mostly) cannot make money
without helping others. This is so in part because they constrain each other, i.¢., the protection they
provide is an emergent property of an interdependent ecosystem: plaintiff attorneys police collu-
sion between activists, buyers, and management; prices informed by speculators constrain activists
to value-enhancing interventions; buyers compete with each other for target firms; and speculators
constrain each other by competing to eliminate pricing inaccuracies.

Section III—the second half of the article’s descriptive claim—shows how this ecosystem is
underpinned by rules (understood broadly to include everything from federal legislation to corpo-
rate bylaws). Indirect investor protection requires rules and their enforcement just like direct in-
vestor protection would. The difference is which private actors fulfill which important roles, and
hence which rules are important. Indirect investor protection requires rules restricting its protago-
nists to gain if and only if (other) investors gain, and that steer unsophisticated investors into mar-
kets where the indirect mechanisms are active. This analysis unifies the evaluation of well-under-
stood issues such as attorney fee awards and 13D disclosures. It also elucidates otherwise puzzling
rules, such as those forcing open-end mutual funds to hold mostly liquid assets.

It follows naturally that some, but only some, investor-protecting rules need to be mandatory
(generally in the form of binding legislation®): those ensuring interest alignment of sophisticated
and unsophisticated investors. Section IV addresses this question, which has hitherto lacked a con-
vincing answer. In the standard, direct investor protection frame, mandatory corporate/securities
law, especially for corporate governance, is paradoxical: If investors can decide which businesses
to invest in, then those same investors should also be able to decide which governance terms to
invest in. Attempts to resolve this paradox within the direct investor protection frame by appeal to
externalities on other firms or to contracting failures have been unsuccessful. By contrast, the par-
adox dissolves in the indirect investor protection frame. Unsophisticated investors do not need to
understand the business of their portfolio companies because the smart money does the work for
them. However, unsophisticated investors cannot rely on the smart money’s scrutiny of the rules—
including the rules of the market—to the extent rules can be written precisely to allow the smart
money to abuse the dumb money. To the extent rules are priced, there is no problem. But the

3 Other sources of mandatory rules are possible. See infia note 137.
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pricing mechanism itself requires rules, which a regulator may have to set to prevent abuse. Unso-
phisticated investors and their funds should also be warned against—and perhaps barred from—
private markets, where indirect investor protection is mostly inoperative.

Section V exposes indirect investor protection’s fragile reliance on trading, which is threatened
by the rapid rise of passive investing. Speculators and activist hedge funds make money by buying
low and selling high. Those on the other side of the trade lose. Meanwhile, passive investors—
who do not trade—receive the benefits (unbiased informative prices, activist interventions) for
free. This should not be an equilibrium—who would accept losing money forever?—and the ex-
tremely rapid growth of index funds suggests that it isn’t. The more assets come to be held by
passive investors, however, the less trading there will be, and hence the less subsidies may be
provided to the governance and price discovery work of hedge funds and speculators. This may
require new solutions to compensate socially valuable activity.

kook sk

Inchoately, indirect investor protection is already part of corporate and securities law dis-
course.® Proponents of takeovers and hedge fund activism argue that they deter and correct bad
management and hence benefit all shareholders.” Courts award fees to plaintiff lawyers explicitly
for the shared benefit they create.® The market efficiency literature has long noted efficient market
prices’ investor-protective function’ and dependence on a relatively small number of profession-
ally informed speculators.'® Market prices’ usefulness for internal firm governance is widely ap-
preciated.!! Finally, there is widespread skepticism about direct investor protection, especially
about retail investors’ ability to protect themselves and about their fund managers’ incentives to

¢ Traces can be found even in ADOLF A. BERLE & GARDINER C. MEANS, THE MODERN CORPORATION & PRIVATE
PROPERTY (1932 [2017]), e.g., at 113-114 (“[whether] those in control of a modern corporation will also choose to
operate it in the interests of the owners ... will depend ... on the checks on the use of power which may be established
by political, economic, or social conditions.”) and at 170 (“For protection the stockholder ... must rely for the most
part, not on legal rights, but on economic significances,—on an accumulation of conditions which will make it desir-
able or advantageous, for the purposes of the administration of the corporation, to recognize a participation more or
less meeting [the shareholder’s] expectations”).

7 See on takeovers Henry G. Manne, Mergers and the Market for Corporate Control, 73 J. POL. ECON. 110, 113
(1965) (adding: “Compared to this [takeover] mechanism, the efforts of the SEC and the courts to protect shareholders
through the development of a fiduciary duty concept and the shareholder's derivative suit seem small indeed.”); on
activism Marcel Kahan & Edward B. Rock, Hedge Funds in Corporate Governance and Corporate Control, 155 U.
PA. L. REV. 1021 (2007); Ronald J. Gilson & Jeffrey N. Gordon, The Agency Costs of Agency Capitalism: Activist
Investors and the Revaluation of Governance Rights, 113 COLUM. L. REV. 863, 896-902 (2013) (hereinafter “Costs™);
id., The Rise of Agency Capitalism and the Role of Shareholder Activists in Making It Work, 31 J. ApP. CORP. FIN. 8
(2019) (hereinafter “Rise”); see also Marcel Kahan & Edward B. Rock, Hedge Fund Activism in the Enforcement of
Bondholder Rights, 103 Nw. U. L. REV. 281 (2009) (focusing on hedge funds’ positive impact on bondholder, rather
than shareholder, rights).

8 Americas Mining Corp. v. Theriault, 51 A.3d 1213, 1252-62 (Del. 2012); Sugarland Indus., Inc. v. Thomas,
420 A.2d 142, 147-48 (Del. 1980).

® See, e.g., BURTON G. MALKIEL, A RANDOM WALK DOWN WALL STREET (1973); also see id., The Efficient
Market Hypothesis and Its Critics, 17 J. ECON. PERSPS. 59, 59 (2003) (hereinafter ECMH). Again, traces can be found
even in BERLE & MEANS, supra note 6, e.g., at 265 (“buy in the open market on the faith of the market appraisal”).

10 See, e.g., Ronald J. Gilson & Reinier H. Kraakman, The Mechanisms of Market Efficiency, 70 VA. L. REV. 549
(1984).

1 See, e.g., Jeffrey N. Gordon, The Rise of Independent Directors in the United States, 1950-2005: Of Share-
holder Value and Stock Market Prices, 59 STAN. L. REV. 1465 (2007), and the references on stock-based executive
compensation infra note 67
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do it for them.!?

However, the literature has not recognized the common theme, the interconnections, and the
implications for mandatory rules and for passive investment. If “the most powerful device for
protecting [investors is] liquid markets with professional investors setting the price,”! then the
questions are which rules, if any, are required to create such markets, and why any other mandatory
rules would be necessary; the literature has not satisfactorily answered either question.!* Passive
investment’s rapid growth has triggered a vigorous debate on whether index funds have too much
or too little (incentive to use) power—i.e., direct investor protection—but not its potential to un-
dermine indirect investor protection.!> Most policy debates and scholarship still assume that in-
vestors fend for their own rights. !¢ To the extent commentators differentiate investor types, many

12 See references in section 1.

13 FRANK H. EASTERBROOK & DANIEL R. FISCHEL, THE ECONOMIC STRUCTURE OF CORPORATE LAW 25 (1991);
¢f- id. 297-98 (concern for unsophisticated investors “disregards the role of markets in impounding information in
prices”); Roberta Romano, Empowering Investors: A Market Approach to Securities Regulation, 107 YALE L.J. 2359,
2378 (1998) (“Institutional investors’ pricing determinations better protect unsophisticated investors than any of the
SEC’s mandated disclosure requirements”).

14 See infra IV.A-1V.B.

15 See infra V. Concerns about excessive power have been raised by, e.g., Vanguard’s late founder John C. Bogle,
Bogle Sounds a Warning on Index Funds, WALL ST. J., Nov. 29, 2018, https://www.wsj.com/articles/bogle-sounds-a-
warning-on-index-funds-1543504551; John C. Coates, The Future of Corporate Governance Part I: The Problem of
Twelve, working paper (March 2019), https://ssrn.com/abstract id=3247337, at 10—11. Missing incentives to use the
power are identified by, e.g., Lucian A. Bebchuk, Alma Cohen & Scott Hirst, The Agency Problems of Institutional
Investors, 31 J. ECON. PERSPS. 89 (2017). The most active discussion has circled around the allegedly anticompetitive
effects of common ownership; for reviews, see Martin C. Schmalz, Common-Ownership Concentration and Corpo-
rate Conduct, 10 ANN. REV. FIN. ECON. 413 (2018); id., Recent Studies on Common Ownership, Firm Behavior, and
Market Outcomes, 66 ANTITRUST BULL. 12 (2021); Matthew Backus, Christopher Conlon & Michael Sinkinson, Em-
pirical Studies of the Effects of Common Ownership, manuscript (Feb. 12, 2022). To the extent indirect investor pro-
tection can continue to be provided by activist hedge funds and other non-diversified players, the competition concerns
would largely disappear.

16 For example, the official position of the SEC is focused on direct investor protection and does not differentiate
by investor type (but see infra note 34 for hints at the SEC’s unofficial position). See, e.g., https://web.ar-
chive.org/web/20200719235748/https://www.sec.gov/Article/whatwedo.html, as of July 19, 2020 (perma.cc/S7CC-
8732) (disclosure “provides a common pool of knowledge for all investors to use to judge for themselves whether to
buy, sell, or hold a particular security” (emphasis added)). In this vein, the SEC’s page for retail investors provides
advice on how to research an investment and how to vote. See https://www.investor.gov/research-before-you-in-
vest/research/researching-investments  (perma.cc/W7R2-YAUJ);  https://www.investor.gov/sharcholder-voting
(perma.cc/LHM2-95YC) (both last visited June 13, 2021). In the literature, the best recent reviews of corporate and
securities law and corporate governance are organized around direct investor protection and provide at most a nod in
the direction of indirect investor protection. Cf. REINIER KRAAKMAN, JOHN ARMOUR, PAUL DAVIES, LUCA ENRIQUES,
HENRY HANSMANN, GERARD HERTIG, KLAUS HOPT, HIDEKI KANDA, MARIANA PARGENDLER, WOLF-GEORG RINGE
& EDWARD ROCK, THE ANATOMY OF CORPORATE LAW: A COMPARATIVE AND FUNCTIONAL APPROACH (3" ed. 2017)
(e.g., chapter 9—explaining mandatory disclosure under the securities laws—recognizes that “more informative prices
mean that potential buyers and sellers have less to fear that, by trading, they will lose money to counterparties who
know more about the issuer’s prospects than is already reflected in the market price” and even that “[t]herefore, par-
ticipation in securities markets will be broader,” but it seems to value the latter only for its “positive effect on market
liquidity” and does not explain the need for a mandatory rule); Robert Bartlett & Eric Talley, Law and Corporate
Governance, in 1 HANDBOOK OF THE ECONOMICS OF CORPORATE GOVERNANCE ch. 4 (2017) (mentioning takeovers
in sec. 5.4, activists in sec. 5.7 and 6.2, plaintiff attorneys in sec. 2.5 apparently only to explain why derivative actions
are controversial, and market efficiency nowhere); John Armour, Shareholder Rights, 36 OXFORD REV. ECON. POL’Y
314 (2020) (mentioning “entrepreneurial plaintiff attorneys” at 327, takeovers at 330, and executive pay at 331, but
none of the other mechanisms discussed in this paper).
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vilify the protagonists of indirect investor protection.!” There have been only partial attempts to
replace rational expectations equilibria with an interaction of rational and irrational agents or an
ecosystem view in discussions of corporate/securities law and investor protection. '®

skkok

Five clarifications.

First, “investor protection” is understood capaciously in this article: anything that is necessary
to generate high returns on large amounts of investment by many investors. This comprises virtu-
ally all traditional concerns of corporate and securities law, including agency cost. It encompasses
not only the concern that investors get market rates of return, but also that these market rates are
high (which requires, inter alia, a large supply of investable assets). Market rates are a market
outcome that transcends interactions between individual firms and investors.'® Nevertheless, indi-
rect investor protection leveraged across countless individual market interactions increases market
rates, in particular by improving project selection and reducing agency costs, as occasionally re-
marked in the text or footnotes.

Second, I leave aside three other grave dangers to investors: theft and embezzlement (espe-
cially at financial intermediaries), fees (for trading, advise, or asset management), and excessive

17 See, e.g., Martin Lipton, Takeover Bids in the Target’s Boardroom, 35 BUS. LAW. 101, 104 (1979) (“It would
not be unfair to pose the policy issue [of takeovers] as: Whether the long-term interests of the nation's corporate
system and economy should be jeopardized in order to benefit speculators interested not in the vitality and continued
existence of the business enterprise in which they have bought shares, but only in a quick profit on the sale of those
shares?” (emphasis in original)); Study on Directors’ Duties and Sustainable Corporate Governance: Final Report
prepared by EY for the European Commission (July 2020), available at https://op.europa.eu/en/publication-detail/-
/publication/e47928a2-d20b-11ea-adf7-01aa75ed71al/language-en?mc_cid=664fe83cf0&mc eid=657d91711d
(perma.cc/S69B-3GD4), at 28 (“activist investors ... place[] intense pressure on corporate boards to prioritise ... short-
term financial performance ... at the expense of better employee compensation and stronger investments that are
important for long-term productivity”).

18 The only formal equilibrium model combining rational and irrational agents that I am aware of in the area of
corporate and securities law and investor protection writ large is Ryan Bubb & Patrick L. Warren, An Equilibrium
Theory of Retirement Plan Design, 12 AM. ECON. J.: ECON. POL’Y 22 (2020). The most systematic ecological accounts
of corporate and securities law and governance are those examining the co-evolution of corporations and their envi-
ronment. See Mark J. Roe, Chaos and Evolution in Law and Economics, 109 HARV. L. REV. 641, 644-646, 653-658
(1996); Lucian Arye Bebchuk & Mark J. Roe, 4 Theory of Path Dependence in Corporate Ownership and Govern-
ance, 52 STAN. L. REV. 127 (1999); Gilson & Gordon, Costs, supra note 7, 869-874; Dorothy S. Lund & Elizabeth
Pollman, The Corporate Governance Machine, 121 COLUM. L. REV. 2563 (2021). The literature has paid most atten-
tion to the special case of the interaction of activist hedge funds and other institutional investors. See references supra
note 7 and Jill Fisch, Assaf Hamdani & Steven Davidoff Solomon, The New Titans of Wall Street: A Theoretical
Framework for Passive Investors, 168 U. PA. L. REV. 17, 50 (2019); Marcel Kahan & Edward B. Rock, Index Funds
and Corporate Governance: Let Shareholders be Shareholders 100 B.U. L. REV. 1771, 1776-77 (2020). On bank-
ruptcy, see Jared A. Ellias, The Law and Economics of Investing in Bankruptcy in the United States, Report prepared
for the 2019 annual meeting of the Netherlands Association for Comparative and International Insolvency Law,
https://ssrn.com/abstract id=3578170 (analyzing the “American bankruptcy ecosystem[, which] is best understood as
a complex system inhabited by bankruptcy judges, law firms, investment bankers and specialized investors.”). In
general finance, see J. Doyne Farmer, Market Force, Ecology, and Evolution, 11 IND’L & CORP. CHANGE 895 (2002);
Maarten P. Scholl, Anisoara Calinescu & J. Doyne Farmer, How Market Ecology Explains Market Malfunction,
118(26) PROC. NAT’L ACAD. SCI €2015574118 (2021); ANDREW W. LO, ADAPTIVE MARKETS: FINANCIAL EVOLU-
TION AT THE SPEED OF THOUGHT (2017).

1% Though indirect investor protection is largely limited to public markets, rates will be roughly equal in private
and public markets because many investors, particularly institutional investors, straddle both markets and can reallo-
cate capital if returns are unequal.
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risk (especially failure to diversify).?’ Direct investor protection has an important role in curbing
them, particularly through criminal law enforcement (assisted by gatekeepers, particularly audi-
tors), custody rules, fee regulations, and nudging towards diversified low-cost investments.?! The
present article covers what goes beyond: ensuring that the money is not only not stolen but invested
well and not diverted slowly and (de facto) legally into others’ pockets through executive com-
pensation or other hard-to-catch means.?

Third, most mechanisms of indirect investor protection described in section II are only availa-
ble for securities that are widely and openly traded (i.e., in public firms).?* Normatively, this is the
reason to restrict retail investors to such securities (III.C and IV.B). Private companies may con-
tractually offer equal treatment rights. These echo indirect investor protection in as much as they
allow investors to protect themselves not through their own time and expertise but by mimicking
others who would rather not provide this protection and are not paid explicit compensation for it.
Such rights include tag-along rights (the right to sell to an outsider on the same terms) and preemp-
tive rights (the right to acquire new shares on the same terms).* However, private investments
lack at least the crucial protections of competitive prices unless ways can be found to ensure that
retail investors always invest on the same terms as sophisticated investors (cf. II.A and IV.B).

Fourth, indirect investor protection is not limited to investment in the (public) U.S. equity mar-
ket, which I focus on for its importance, for emphasis, and for ease of exposition. In debt markets,
distressed debt trading and funds arguably fulfill very similar functions to long/short equity and
activist hedge funds in equity markets.?> (Outside of distress, debt requires no or less indirect in-
vestor protection because it is less information sensitive and less governance intensive than equity,
reducing both the opportunity and the need for smart money intervention.?®) Abroad, most large

20 These three dangers are especially salient in investment advice and management, whereas the indirect investor
protection mechanisms discussed in this paper concern the governance of portfolio companies and the trading of their
securities. Nevertheless, the prevention of theft and embezzlement is also a precondition for functioning corporate
governance. See, e.g., Bernard Black, Reinier Kraakman, & Anna Tarassova, Russian Privatization and Corporate
Governance: What Went Wrong?, 52 STAN. L. REV. 1731 (2000); Bernard S. Black, The Legal and Institutional Pre-
conditions for Strong Securities Markets, 48 UCLA L. REV. 781, 811 (2001).

2l See generally Howell E. Jackson, To What Extent Should Individual Investors Rely on the Mechanisms of
Market Efficiency: A Preliminary Investigation of Dispersion in Investor Returns, 28 J. CORP. L. 671 (2003).

22 The oxymoron “de facto legal” makes the point that at a high level of abstraction, there is no difference between
theft and embezzlement on the one side and “diversion through hard-to-catch means” or even mismanagement on the
other side. There may or may not be a difference in intent. Theft and embezzlement in a technical legal sense are or
ought to be differentiated by the unambiguity of their elements (e.g., absence of required approvals; intentional mis-
representation) because this allows the use of drastic criminal punishment without great concern for type I errors (i.e.,
false convictions; it also facilitates enforcement by relatively unspecialized public prosecutors). The threat of drastic
punishments is necessary to remove insiders’ temptation simply to take the money and run; finer distinctions between
legitimate and illegitimate business transactions can then be handled by subtler mechanisms. Cf. Holger Spamann,
Monetary Liability for Breach of the Duty of Care?, 8 J. LEG. ANALYSIS 337 (2016) (describing the trade-offs involved
in threatening sanctions and the comparative advantages of different mechanisms).

23 This will usually, but it need not, coincide with registered securities listed on a registered exchange (cf. infra
1II.A, III.C, and IV.B).

24 Merely having the right to participate in a transaction is not enough. To mimic, the unsophisticated and/or
uninformed party also needs to know if the insiders are participating. See Jesse Fried & Holger Spamann, Cheap-Stock
Tunneling Around Preemptive Rights, 137 J. FIN. ECON. 353 (2020); Mira Ganor, The Case for Non-Binary, Contin-
gent, Shareholder Action, 23 U. PA. J. Bus. L. 390 (2021). Similarly, equal rights on one dimension—e.g., the cash
sale price in tag-along right—are not enough if the insider can also get benefits on another dimension—e.g., a generous
executive compensation package.

25 See generally Ellias, supra note 18.

26 See Bengt Holmstrom, Understanding the role of debt in the financial system 9-12 (BIS Working Paper No.
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foreign markets feature all the mechanisms of indirect investor protection I discuss here, with the
exception of plaintiff attorneys discussed below.?” (The smaller ones may not, but that may be a
reason why they are small, and they arguably do not perform the same function of matching firms’
capital needs to large-scale retirement saving.) The actors described in this paper are exemplars of
types of actors, the concrete instantiation of which may change over time.

Nevertheless, and finally, I do not claim that investment could not possibly be supported by
alternative mechanisms. U.S. retail funds’ passivity (infra 1.C) is partly due to regulatory re-
strictions.?® The U.S. capital market’s traditional rival, the U.K., may have figured out a way to
coax its retail asset managers into intelligently exercising their greater ex ante control of related
party transactions to obviate the need for ex post control by plaintiff lawyers.?’ Perhaps the U.S.’s
new rival, China, has discovered the secret to successful government guidance of investment.°
What I do claim is that the U.S. capital market as it exists—by far the world’s largest, comprising
39% of the world’s market capitalization®'—does rely on the mechanisms I discuss, and that if
other countries do not, they either need substitute mechanisms or should be expected to have
smaller markets.

479, Jan. 22, 2015), https://ssrn.com/abstract id=2552018.

27 On hedge fund activism outside the U.S., see, e.g., Marco Becht, Julian Franks, Jeremy Grant & Hannes F.
Wagner, Returns to Hedge Fund Activism: An International Study, 30 REV. FIN. STUD. 2933, 2339, 2941 (2017);
Lazard, 2020 Review of Shareholder Activism, https://www.lazard.com/media/451536/lazards-2020-review-of-
shareholder-activism-vf.pdf (perma.cc/4ADBV-7L5L); Jochen Hartmann, Matthias Pelster & Sonke Sievers, Share-
holder Activism Around the Globe: Hedge Funds vs. Other Professional Investors, working paper (March 2021),
https://ssrn.com/abstract id=3800001 (descriptive statistics in Table I, Panel I).

28 See Mark J. Roe, Political Elements in the Creation of the Mutual Fund Industry, 139 U. PA. L. REV. 1469
(1991) (arguing that the restrictions were adopted intentionally to limit funds’ influence); MARK J. ROE, STRONG
MANAGERS, WEAK OWNERS 102-123 (1994) (same); Bernard S. Black, Agents Watching Agents: The Promise of
Institutional Investor Voice, 39 UCLA L. REV. 811, 813-814 (1992).

2 Cf. John Armour, Bernard Black, Brian Cheffins & Richard Nolan, Private Enforcement of Corporate Law: An
Empirical Comparison of the United Kingdom and the United States, 6 J. EMP. LEG. STUD. 687 (2009) (describing the
U.K.’s very low levels of corporate litigation, particularly representative litigation in the style of a class action, and
the reasons therefore); LOUISE GULLIFER & JENNIFER PAYNE, CORPORATE FINANCE LAW: PRINCIPLES AND APPLICA-
TIONS 536-7 (3" ed. 2020) (same); Paul L. Davies, Related Party Transactions: UK Model, in THE LAW AND FINANCE
OF RELATED PARTY TRANSACTIONS 361 (Luca Enriques & Tobias Troger eds. 2019) (describing approval require-
ments for related party transactions in the U.K.). The U.K. also has lower levels of shareholder activism but may
compensate for this with greater ease of takeovers, i.e., with another mechanism of indirect investor protection. Cf.
John Armour & David A. Skeel, Who Writes the Rules for Hostile Takeovers, and Why?—The Peculiar Divergence
of U.S. and UK. Takeover Regulation, 95 GEO. L.J. 1727, 1733-39 (2007) (describing the greater ease and higher
incidence of hostile takeovers in the U.K.). By contrast, Australia has developed substantial representative litigation
supported by third-party litigation funding, alongside an active public enforcement agency. See Olivia Dixon & Jen-
nifer G. Hill, Australia: The Protection of Investors and the Compensation for Their Losses, in GLOBAL SECURITIES
LITIGATION AND ENFORCEMENT 1063 (Pierre-Henri Conac & Martin Gelter eds. 2019).

30 Cf. Tamar Groswald Ozery, The Politicization of Corporate Governance: A Viable Alternative?, AM. J. COMP.
L. (forthcoming 2022) (describing the success of China’s politicized corporate governance system over the last four
decades and discussing whether it might be a viable model for the long term). Also see Dan W. Puchniak & Lan Luh
Luh, Independent Directors in Singapore: Puzzling Compliance Requiring Explanation, 65 AM. J. COMP. L. 265
(2017) (describing Singapore’s divergent yet very successful approach but acknowledging the unique geographical
and political conditions of the small city state). In the 1980s, a voluminous literature analyzed the reasons why the
Japanese keiretsu system was superior to the U.S. system — until it was not.

31 See Capital Markets Fact Book 2020, SIFMA, at 7.
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1. THE IMPLAUSIBILITY OF DIRECT INVESTOR PROTECTION

A. Investors Generally

In the standard account, investor protection is direct: investors have information and govern-
ance rights that they or their asset managers use to pick portfolios and to protect their investment.>?
As an empirical matter, this account is at least incomplete. Even large investors such as pension
funds often keep some or all of their money in passive portfolios that eschew portfolio selection
and, arguably, meaningful exercise of their governance rights.>* To the extent they do so, these
large investors choose to be protected indirectly rather than protect themselves directly. For retail
investors, it is not even a choice—direct protection is simply not a realistic alternative for them,
not even with the help of fund managers. This section focuses on retail because detailed infor-
mation about large investors’ portfolio allocation and operation is hard to come by and because
retail’s predicament means that direct investor protection could not possibly suffice, with im-
portant implications for the discussion of mandatory rules in section IV. Nevertheless, indirect
investor protection benefits all investors—at least as an option (that is frequently exercised).

The inadequacy of direct protection for retail investors has long been recognized.** By them-
selves, retail investors cannot possibly digest the streams of relevant information, and they mostly
do not exercise their governance rights (B).* Investment advisers—particularly fund managers—
might help, but empirics and theory suggest that they are at best a partial solution (C). Readers
familiar with these arguments may wish to skip ahead to the original sections I1-V.

B. Individual Investors

The vast majority of retail investors lack the financial expertise to value a security or to vote
sensibly (e.g., on a merger or an executive pay package).>® But even a financial expert could not

32 See references supra note 16.

33 Infra note 178 and accompanying text.

34 See BERLE & MEANS, supra note 6; William O. Douglas & George E. Bates, The Federal Securities Act of
1933,43 YALEL.J. 171, 172 (1933); William O. Douglas, Protecting the Investor, 23 (n.s.) YALE REV. 522, 523-524
(1934) (Douglas joined the SEC shortly after publication of this article and was SEC Chairman from 1937 to 1939
before becoming Associate Justice of the U.S. Supreme Court); SEC. & EXCH. COMM’N, DISCLOSURES TO INVESTORS
— A REAPPRAISAL OF FEDERAL ADMINISTRATIVE POLICIES UNDER THE ’33 AND ‘34 ACTS 51-52 (Mar. 27, 1969),
http://www.sechistorical.org/museum/galleries/tbi/gogo_d.php (“The Wheat Report”); Homer Kripke, The Myth of
the Informed Layman, 28 BUS. LAW. 631, 632 (1973); Gilson & Kraakman, supra note 10, at 641; Zohar Goshen &
Gideon Parchomovsky, The Essential Role of Securities Regulation, 55 DUKE L.J. 711, 713 (2006). For a review of
the SEC’s position through history, see Kenneth B. Firtel, Plain English: A Reappraisal of the Intended Audience of
Disclosure Under the Securities Act of 1933, 72 S. CAL. L. REV. 851 (1999).

35 1 am putting aside the question whether the ultimate individual investors might be better placed to make the
value judgments involved in environmental and social questions that increasingly occupy corporate governance de-
bates (and that are the closest parallel to choices voters make in political elections). Cf. Oliver Hart & Luigi Zingales,
Companies Should Maximize Shareholder Welfare Not Market Value, 2 J. L. FIN. & ACCTG. 247, 248 (2017) (con-
trasting shareholder value—a narrow focus on shareholders’ financial wellbeing—with shareholder welfare—which
also takes into account shareholders’ non-financial values—and arguing that corporations should maximize the latter);
Scott Hirst, Social Responsibility Resolutions, 43 J. CORP. L. 217 (2018) (“institutional investors ... often do not follow
the interests or the preferences of their own investors. ... If such distortion is considered to be a problem, it could be
addressed by institutions changing their voting policies”); Roberto Tallarita, Stockholder Politics, 73 HASTINGS L.J.
(forthcoming 2022) (documenting the use of public-interest shareholder proposals by—mostly—a small number of
specialized players and the resulting interaction with companies and shareholders).

36 A few may do fine, cf. Joshua D. Coval, David Hirshleifer & Tyler Shumway, Can Individual Investors Beat
the Market?, 11 REV. ASSET PRICING STUDIES 552 (2021) (top decile retail traders persistently outperform the market).



2022-04-19] INDIRECT INVESTOR PROTECTION 11

possibly select and monitor a sensible portfolio in their spare time without the aid of the indirect
mechanisms described in section II, particularly without a market price. Not surprisingly, most
retail investor shares are not even voted.>’

Any sensible portfolio is diversified, i.e., it contains dozens, perhaps hundreds or thousands of
securities. To assess any one of these securities independently (i.e., unaided by market prices)
would require sifting through, first, dozens or hundreds of pages of dense legalese (corporate char-
ter, bond indenture) and, second, large amounts of company-specific business information. SEC-
mandated disclosures alone count in the hundreds of pages at initial issuance and again at periodic
intervals. It is unrealistic to think that retail investors read these documents.

It would not be enough to read once. The information needs updating at every new investment
(e.g., the monthly 401k contribution) and at every vote (e.g., at least annually for shares). To make
things worse, issuers and other sellers of investments have incentives to design securities, financial
products, and decisions specifically to exploit individuals’ weaknesses.*

This does not mean that unsophisticated investors are completely naive and can be exploited
indefinitely. Even unsophisticated investors will eventually “learn” to avoid particular types of
investments if enough of them get burned long enough, frequently enough, badly enough, or visi-
bly enough. But this naive learning is notoriously imprecise and ultimately self-defeating, as in-
vestors shun entire markets in reaction to past returns rather than select investments within the
market based on expected future returns.>® For example, retail investors may crowd into bank de-
posits and savings accounts for fear of being burned in the stock market, adversely affecting risk
sharing and, ultimately, returns.*’

C. Individual Investors’ Fund Managers

To overcome these problems, the standard advice and expectation is that retail investors hire a

Perhaps these few actually read and understand prospectuses etc., or perhaps even they would do poorly if indirect
investor protection were stripped away. In any event, the point in the main text is about the vast majority of retail
investors.

37 See Alon Brav, Matthew D. Cain & Jonathon Zytnick, Retail Shareholder Participation in the Proxy Process:
Monitoring, Engagement, and Voting, J. FIN. ECON. (forthcoming) (only 32% of shares held by retail shareholders are
voted).

38 Cf, e.g., Claire Célérier & Boris Vallée, Catering to Investors Through Security Design: Headline Rate and
Complexity, 132 Q. J. ECON. 1469 (2017) (banks design complex retail products that have high advertised “headline”
rates but lower risk-adjusted expected rates of return); Petra Vokata, Engineering Lemons, 142 J. FIN. ECON. 737
(2021) (so-called yield enhancement products have negative returns net of embedded fees and are “often statewise
dominated by simple combinations of listed options”).

3 Cf,, e.g., Shlomo Benartzi & Richard Thaler, Heuristics and Biases in Retirement Savings Behavior, 21 J. ECON.
PERSPS. 81, 92-94 (2007) (documenting return-chasing behaviors); James J. Choi, David Laibson & Brigitte C.
Madrian, Why Does the Law of One Price Fail? An Experiment in Mutual Funds, 23 REV. FIN. STUD. 1406 (2010)
(experimental subjects tend to choose from identical index funds those with higher annualized returns since incep-
tion—which is an irrelevant, random outcome determined purely by time since inception—rather than those with the
lowest cost (the only return-relevant criterion)); Ulrike Malmendier & Stefan Nagel, Depression Babies: Do Macro-
economic Experiences Affect Risk-Taking?, 126 Q. J. ECON. 373 (2011) (investors who lived through periods of low
stock market returns invest less in the stock market); Brad M. Barber & Terrence Odean, The Behavior of Individual
Investors, in 2B HANDBOOK OF THE ECONOMICS OF FINANCE 1533, 1559 (George M. Constantinides, Milton Harris &
René M. Stulz eds. 2013) (investors avoid investments that lost them money). Also cf. Brav, Cain & Zytnick, previous
note (showing that retail investor votes are highly sensitive to recent poor performance). Individual investors may
have information about firms as consumers, etc., but this information is not sufficient to select and monitor firms
effectively.

4 Cf, e.g., Malmendier & Nagel, previous note.
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money manager.*! For the vast majority of investors, this simply means investing in an ETF or
mutual fund (collectively, retail fund), and today most would suggest an index fund. Retail funds
undoubtedly facilitate portfolio administration. But empirics and theory suggest that they are at
best a partial solution for asset selection and monitoring.

Start with the empirics. Retail funds are no help with asset selection. Index funds’ stated pur-
pose is not to search for good assets or favorable prices: they mechanically buy any security in the
index at whatever price. Actively managed funds do search, but not well enough (on average) to
do any better for their investors: actively managed funds have been underperforming index funds
net of fees for decades.*? (This is less damning for active funds than it first appears, see infra IL.A
and V.A, but that is because of the forces of indirect investor protection emphasized in this article.)

Retail funds are also tame monitors. Retail funds do not conduct proxy contests, and virtually
never submit shareholder proposals or sue (especially not the larger funds).* This leaves behind-
the-scenes engagement and (reactive) voting. However, engagement is rare, especially by index

41 See, e.g., Douglas & Bates and Douglas, both supra note 34.

42 See Malkiel, ECMH,