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[. INTRODUCTION

Shareholder activism has been the key to effecting important
corporate changes in recent years,’ and may even be described as a
rejuvenated exercise of ownership rights held by shareholders.” The
concept of ownership allows corporate governance to be defined partly
in terms of instituting accountability mechanisms to shareholders.”

# Lecturer, School of Law, King's College London, LLM (Cambridge) PhD
(Leicester). T am grateful to Dr. Will Shen, Latham Watkins LLP for his insights
on an earlier draft of this paper, and to Professors Christine Mallin and Rebecca
Parry for their comments on another draft. All errors are mine.

! For example, shareholder activists who opposed the re-election of Michael Eis-
ner as Disney’s Chairman in 2004 ultimately ousted him as Chief Executive a year
later as well. UK’s ITV also ousted Michael Green as Chairman in 2003. More
empirical evidence of shareholder activism will be discussed in Part 3.

2 The U.K. Government even considered shareholders as possibly owing a fiduci-
ary duty to engage in appropriate activism in their investee companies. See Dep'r
oF Work anD Pensions, ENCOURAGING SHAREHOLDER AcTivism (Consultation Pa-
per, 2002), available at hitp://www.dwp.gov.uk/consultations/consult/2002/
myners/shareact.pdf. This is due largely to the tendency of institutional share-
holders to be passive and insufficiently attentive to their investee companies’ in-
ternal governance. See Helen Short & Kevin Keasey, Institutional Shareholders
and Corporate Governance, in CORPORATE GOVERNANCE: RESPONSIBILITIES, RISKs,
AND REMUNERATION 61-92, (Kevin Keasey et al. eds., John Wiley & Sons 1997);
Rebecca Stratling, General Meetings: A Dispensable Tool for Corporate Governance
of Listed Companies?, 11 Corr. GOVERNANCE 74 (2003).

% No doubt this view of corporate governance is based on the importance of the
finance perspective, principally espoused as the agency problem, where owners are
regarded as bearing the residual risk of corporate failure and hence having the
best incentives to ensure accountability of management to them. Michael C. Jen-
sen & William Meckling, Theory of the Firm: Managerial Behavior, Agency Costs
and Ownership Structure, 3 J. Fin. Econ. 305 (1976). This theory is often seen as
being too narrow by stakeholder theorists, but Jensen and others have argued that
the ultimate accountability of the managers to owners entails managerial goals to
maximize the value of the corporation and that would also to a certain extent cre-
ate social welfare. See Michael C. Jensen, Value Maximization, Stakeholder The-
ory and the Corporate Objective Function, reprinted in CORPORATE GOVERNANCE AT
tHE Crossroaps (Donald H. Chew & Stuart Gillan eds., McGraw-Hill 2005);
Frank H. Easternrook aAND Danten R. Fiscuer, THE EconoMIc STRUCTURE OF
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The concept of ownership may also appear to legitimate more active
forms of engagement by shareholders in order to protect their residual
interests.* This article first presents a brief but critical examination of
the theoretical underpinnings of shareholder activism as an incident of
“ownership.” Part 3 then looks at the practice, trends and develop-
ments in shareholder activism in order to eritically examine how
shareholder activism may be accounted for and accommodated within
the theoretical framework of the company and the legal framework’s
providing for shareholder involvement. Part 4 then discusses the gov-
ernance role of shareholder activism and critically questions whether
shareholder activism actually plays such a role, and additionally, the
benefits and costs that arise from activism. The main thesis of this
article is that certain aspects of shareholder activism may not be well-
founded in theory and also gives rise to practical concerns. There is a
need to understand these implications in order to consider appropriate
steps forward in our perception of shareholder activism.

II. THE FABRICATION OF SHARE OWNERSHIP IN THE
UNITED KINGDOM

A. The Legal Nature of Share Qwnership

A classic starting point to describe the nature of share owner-
ship in a company is as follows:

A share is the interest of a shareholder in the company
measured by a sum of money, for the purpose of liability
in the first place, and of interest in the second, but also
consisting of a series of mutual covenants entered into by
all the shareholders inter se . . . .%

The above quotation does not actually describe the share as being an
ownership interest, but a more limited interest entailing certain rights
and liabilities. In fact, “of interest in the second” is vague, as no men-
tion 1s made of the nature of the interest, and where the interest spe-

Corrorare Law (Harvard University Press 1991). But see MARGARET Brair, Own-
ERSHIP AND CoNTrOL (Brookings Institution Press 1995) (arguing that stakehold-
ers such as employees are also residual risk bearers); JoHn PARKINSON,
CorroraTE PowEr AND ResponsiBiLiTy 262-71 (Oxford University Press 1994)
(supporting his prolific arguments in theory and ideology against adopting share-
holder primacy as the dominant model of corporate accountability).

1 See, e.g., Lucian A. Bebchuk, The Case for Increasing Shareholder Power, 118
Harv. L. Rev. 833 (2005); RonrerT A. G. Monks, Tne NEw GroBaL INVESTORS
(Capstone Publishing 2001) (positing the importance of investors as being crucial
to the sustainability of corporations and their practices).

5 Borland’s Trustee v. Steel Bros. & Co., [1901] 1 Ch. 279.
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cifically lies. Many commentators® agree that the ownership label
placed on shares is not quite accurate, as shares represent a bundle of
interests and liabilities” that differ somewhat from a conventional un-
derstanding of ownership.® Property theorists have often pointed out
that a key feature of an ownership interest is the ability to exclude
others from any use or enjoyment of the subject matter over which the
ownership right is exercised.” One of the key characteristics that flow
from the private exclusivity analysis is that property subject to an
ownership right is indefeasible.!® Shares, however, are not indefeasi-
ble, and the private “ownership” right to a share can be eclipsed by the
occurrence of squeeze-outs,'! either under the Companies Act'? or by
provisions in the company’s Articles of Association.!?

Further, it has been argued that it is perhaps inaccurate to de-
scribe proprietary rights over fungible items, such as shares as “own-
ership,” as no distinction can be made between fungible assets to
identify which asset is owned by a particular owner. When such assets
are transferred, it is more accurate to refer to such transactions as an
extinguishment of certain rights and liabilities held hitherto by a par-
ticular person, and the giving rise of a bundle of rights and liabilities
to another, rather than to refer to such transactions as “property
transfer.”'* A commentator has opined that proprietary rights (or

5 Jennifer Hill, Visions and Revisions of the Shareholder, 48 Am. J. Comp. L. 39
(2000); Helen Bird, A Critique of the Proprietary Nature of Share Rights in Austra-
lian Publicly Listed Corporations, 22 MeLs. U. L. Rev. 131 (1988); Sarah Worth-
ington, Shareholders: Property, Power and Entitlement, 22 Company L. 258, 307
(2001).

" Some of the notions will be teased out shortly.

8 See R.M. Goobe, CoMMERCIAL Law 31-35 (Penguin Books 2004) (defining own-
ership as an absolute interest in the residual rights in property, and such interest
is indefeasible),

¥ Henry E. Smith, Property and Property Rules, 79 N.Y.U. L. REv. 1719 (2004); O.
Lee Reed, What is “Property”, 41 Am. Bus. L.J 459 (2004). Both authors argue
that private exclusivity is the hallmark of a proprietary right, and not a positive
bundle of rights.

10 Bird, supra note 6. See, e.g., Kwei Tek Chao v. British Traders and Shippers,
Ltd., [1954] 2 Q.B. 459 (such indefeasibility may however be subject to certain
passing of property rules in sales of goods transactions or by governmental acqui-
sition and compensation legislation).

11 Referring to majority buy-outs of minority shares under certain circumstances.
12 See 2006, c. 46 § 979 (discussing squeeze-outs in a takeover situation).

13 Such Companies Act provisions in the company’s Articles of Incorporation, if
secured by amendment, may also be reviewed by the court, especially in Australia.
See, e.g., Gambotto & Anor v. WCP Ltd. & Anor, [1995] 182 C.L.R. 432 (Austl.)
(requiring majority shareholders to act in the best interest of their company).

4 James Steven Rogers, Negotiability, Property, and Identity, 12 Carnozo L. Rev.
471 (1990).
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rights in rem) are no different in substance from other personal rights,
such as contractual rights, as all rights in relation to things also define
parameters of rights and correlative duties, just like rights in relation
to persons. The distinction is henece not substantively meaningful.*®
Therefore, we are left with the perspective that share owner-
ship gives rise to a bundle of rights and liabilities, but such a bundle
sits between the realm of personal and proprietary rights. This is be-
cause a share can be regarded as a subject of proprietary transfer, al-
though it does not relate precisely to a share in corporate assets. It is
arguable that the fabrication of share ownership as a proprietary no-
tion has been important for the following reasons: (a) shares need to be
regarded as tradeable and negotiable assets; (b) private property no-
tions such as ownership rights attached to primary investments in
companies are important to the development of investment capitalism.
The growth of the modern corporation very much depended on
investment capitalism. In an earlier research paper, this author ar-
gued that business growth requires investment in the form of equity
and that there is a limit to the roles of debt and retained earnings as
sources of corporate finance.'® Equity investment is arguably only at-
tractive if investment securities are able to pass good title to the
holder, and are negotiable so that the holder can then freely transfer
such securities, and also trade them regularly if supported by liquid
stock markets.'” Hence, the aspect of a share as an investment asset
that could be held or transferred is fundamentally important to both
the issuing corporation and the shareholder. This is the external di-
mension of the share, or in other words, the proprietary nature of the
share as an asset recognized by the issuing corporation, and the mar-
ket including the holder, as well as the third parties who could acquire
such an asset. The proprietary notion attached to a share is funda-
mental in ensuring that the external dimension of the share entails no
doubt as to its asset quality. The maintenance of such asset quality is
arguably crucial to the development of an investment economy, as de-
fining investment instruments, such as shares, as proprietary assets
allows them to be fabricated in terms of economic resources that may
be allocated and protected from arbitrary expropriation.'® That is to
say that, “[Plrotecting private property rights [in share ownership] is

15 pPavlos Eleftheriadis, The Analysis of Property Rights, 16 OxrorD J. LEGAL
Stun. 31 (1996).

18 Hge-Yu Chiu, Can UK Small Businesses Obtain Growth Capital in the Public
Equity Markets? An Querview of the Shortcomings in the UK and European Securi-
ties Regulation and Considerations for Reform, 28 DeL. J. Core. L., 933 (2003).
7 Goopw, supra note 8, at 570.

5 Harold Demsetz, Toward A Theory of Property Rights Il: The Competition be-
tween Private and Collective Ownership, 31 J. LEcaL Stun. 653 (2002); Ronald
Coase, The Problem of Social Cost, 3 J.L. & Econ. 1 (1960).
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vital for preventing coercion, securing liberty and enhancing personal
welfare. More recently, a growing body of empirical work demon-
strates a strong positive association between the degree to which coun-
tries protect private property and economic development.”?

The legal protection of the share asset as private property 18
key to stimulating economic activity in relation to the investment mar-
ket, arguably towards maximum efficiency.*” In sum, the economic
development of investment capitalism requires the expansion of pri-
vate rights to stimulate market activity and such expansion includes
establishing property rights over a range of private assets including
investment assets.*!

On the other hand, the internal dimension of the share is not
completely or clearly defined. In other words, the share is clearly iden-
tified as an asset in its external proprietary terms and this is how it is
fabricated for the market. Buyers, sellers and issuers have no doubt
as to what is being traded, but what other enjoyment can be derived
from the share as an incident of property from the prospective of the
holder of the share? Does the holder of a share own any part of the
issuing corporation? This refers to the internal dimension of the share
and it is the internal dimension that the article focuses on to deter-
mine if and to what extent the enjoyment of ownership (other than in
transferability) in a share may form the basis to support many modern
forms of shareholder activism today. The external dimension of a
share, which is supported by proprietary notions of ownership in order
to facilitate the acceptance of a share as asset, and the free transfera-
bility of shares, should not arguably be borrowed to fabricate the para-
digm of the internal dimension of a share.

The bundle of rights in the internal dimension of a share may
still be argued to be “proprietary” in nature, as these rights allocate
control over certain corporate assets and corporate decisions to share-
holders.?? In Her Majesty’s Commissioners of Inland Revenue v. Laird
Group PLC, Lord Millett stated:

19 Ross Levine, Law, Endowments and Property Rights, 19 J. Econ. Perspe. 61
(2005).

20 See Randall Collins, Weber’s Last Theory of Capitalism, 45 AM. Soc. Rev. 9256
(1980) (explaining Weber’s exposition on how private property rights in general
are indispensable to the economic use of assets towards maximum efficiency).

21 g, mueL Bowres & HereerT Gintls, DEMocrAacY aND CAPITALISM: PROPERTY,
CoMMUNITY, AND THE CONTRADICTIONS 0F MoDERN SociaL THouGHT (Basic Books
1998); Wesley C. Mitchell, Commons on the Legal Foundations of Capitalism, 14
Am. Econ. Rev. 240 (1924).

22 Gyen-Olof Collin, Governance Strategy: A Property Right Approach Turning
Governance into Action, 11 J. ManacerialL Governance 215 (2007); Michael
Whincop & John A. Armour, The Proprietary Foundations of Corporate Law, 27
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It is customary to describe [a share] as “a bundle of
rights and liabilities,” and this is probably the nearest
that one can get to its character, provided that it is ap-
preciated that it is more than a bundle of contractual
rights. . . . These rights, however, are not purely personal
rights. They confer proprietary rights in the company
though not in its property.*®

In Henry Smith’s conceptualization of ownership property rights,?*
which is distinguished from what he terms as “governance rights,”
Smith describes governance rights as existing in the rules of liability
permitting defined actions and regarding certain other actions as
forms of encroachment. As rules of liability define each permitted ac-
tion vis a vis the property concerned, they are different from owner-
ship rights. Ownership rights are defined in the ability to exclude
others and there is, therefore, no need to define a bundle of rights,
such as governance rights over the property. In Smith’s conceptualiza-
tion, a bundle of rights representing certain extents of control would
merely be a form of governance and is not to be regarded as ownership.

Many would acknowledge that a stronger case may be made for
saying that proprietary rights in the firm actually lie with manage-
ment, as management has the power to make decisions regarding the
use and allocation of corporate assets—although subject also to
mandatory duties in law—and hence, although the legal fiction of the
corporation actually owns any asset, the proprietary rights over the
assets are more significantly exercised by management.”® The right of
the Board to manage is defined as “general authority” and a right to
exercise “all the powers of the company.”® This is consistent with
Smith’s conceptualization of ownership as having an unspecified bun-
dle of powers. It may be argued that the Board is but an agent of the
shareholders, as finance economists suggest. “Agency,” however, as
understood in finance economics is rather different from the under-
standing under the law. An agent in law derives the remit of powers
from the principal—and even in apparent authority, such authority is

Oxrorp J. LEGAaL Stup. 429 (2007); Curtis J. Milhaupt, Property Rights in Firms,
84 Va. L. Rev. 1145 (1998).

2% 12003] UKHL 54 at para 35.

% Henry E. Smith, Property and Property Rules, 79 N.Y.U. L. Rev. 1719 (2004),
Henry E. Smith, Exclusion and Governance: Two Strategies for Delineating Prop-
erty Rights, 31 J. LecaL Stup. 453 (2002).

25 Jorn McDerMoTT, CORPORATE SocIETY: CLASS, PROPERTY AND CONTEMPORARY
Carrrarism 80-91 (West View Press 1991).

26 Model Articles for Private Companies Limited by Shares, and Model Articles for
Public Companies, art. 2 (similar to the position to the predecessor to the Model
Articles, Art 70, Table A of the Companies Act 1985).
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derived from the principal’s representation®” to begin with. The pow-
ers of the Board and shareholders are however seen in a paradigm of
“division” of roles and the proper principal of the Board is the real en-
tity, the company. This may be explained by a series of cases testing
the nature of the directors’ employment contracts. Often the terms of
directors’ employment with the company are spelt out in the Articles of
the company. As the Articles are a contractual document representing
the relationship between members inter se,>® only members acting in
the capacity of members are able to enforce the Articles in court.?®
Terms benefitting or relating to directors are often not enforceable as
directors are regarded not to have a contract with members of the com-
pany as such.?” If the law upholds the agency model of corporate gov-
ernance and directors are treated as agents of shareholders, then
surely sharcholders can embody in a document that represents their
collective agreement, the terms of the agency. The law has recognized
directors’ employment contracts with the company, the real entity.
The provisions of the Articles dealing with directors may to some ex-
tent be implied into the employment contract,! but in the absence of
an independent employment contract with the company, directors are
unable to enforce employment terms in the Articles in vacuo. The “di-
vision of powers” paradigm is arguably the dominant legal paradigm
that defines the relationship between directors and shareholders and
the law does not seem to subscribe to a pure conception of “agency.”
This is affirmed in the key case of Breckland Group Holdings Ltd. v.
London & Suffolk Properties Ltd.,** where a majority shareholder’s
usurpation of the power to decide to institute proceedings against a
minority shareholder was set aside as the decision had to be taken by
the Board. Where the Board is to have general management author-
ity, English law has quite firmly held that shareholders do not have
the arbitrary power to intervene.

Why do many commentators and the judiciary accept that
shareholders’ powers have a “proprietary character?” This may be
partly attributed to the legal position that shareholders have a reserve
power? to direct management if shareholders procure a special resolu-
tion to do so. Hence, the enabling framework in company law may
allow shareholders to be more involved in management decisions and

?T Freeman and Lockyer v. Buckhurst Park Properties, [1964] 2 Q.B. 480.

8 Hickman v. Kent or Romney Marsh Sheepbreeders Ass'n, [1915] 1 Ch. 881.

2 Eley v. Positive Gov't Sec. Life Assurance Co., (1876) 1 Exch. Div. 88.

30 See Read v. Astoria Garage (Streatham) Ltd., [1952] Ch. 637; S. Foundries v.
Shirlaw, [1940] A.C. 743.

3L See Read v Astoria, Ch. 637.

2 11988] 4 BCC 542.

* Id. at art. 3 (codifying the position in Quin & Axtens v. Salmon, [1909] A.C.
442).
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having proprietary control over the company’s assets if the Articles so
provide or if the reserve power of shareholders is exercised. English
law has always accorded a special provision to the equity capital sup-
pliers of the firm. This may be due to the fact that companies evolved
out of partnership law and until 1855, members of a company did not
have limited liability.** Equity providers were not seen as a collective
mass of anonymous persons but often as participants in the company.

The recognition of the reserve power dates back to 1909 in the
seminal case of Quin & Axtens v. Salmon.™ In that case, a company
with two directors was obligated to comply with an Article providing
that all decisions with respect to acquiring or letting of property, re-
quired the consent of both directors. One director dissented and the
other procured a general meeting where the resolution of securing a
lease was passed by simple majority. The court held that only if the
resolution was passed by a special majority would the resolution be
binding on the company. Hence, the case set the rule for reserving
residual management to the general meeting only if the general meet-
ing exercised such power with a three-fourths majority. This position
has now been adopted in the Model Articles under the Companies Act,
which form the default constitution for companies. The U.K. legal re-
gime has provided for a generous regime of governance for sharehold-
ers through the reserve power, which is not available in the United
States. The “reversion” of power may be regarded as an acceptance of
some proprietary notions of the concept of share ownership. It could
also be argued that the “reversion” is based on a “division of powers”
paradigm as shareholder power is only summoned if the Board is dead-
locked or unable to act.*® Today, it is arguable that the regime of the
reserve power may be supported by reference to the development of
the “residual claimant” theory in institutional economnics.

Mandatory law also confers on shareholders certain specific
governance rights to which we shall turn shortly and these arguably
reinforce the perception that sharcholders are “residual owners.”
There are, however, other aspects of the legal regime that do not un-

34 Ross Grantham, The Doctrinal Basis of the Rights of Company Shareholders, 57
CameriDcE L.J. 554 (1998).

35 Quin & Axtens v. Salmon, [1909] A.C. 442.

3 See, e.g., Re Opera Photographic, [1989] 5 BCC 601; Union Music Ltd. v. Wat-
con Arias Ltd. V. Blacknight Ltd., [2004] BCC 37. These cases concerned whether
a shareholder could ask the court to order the convention of a general meeting in
order to resolve any deadlock in management, but the court has used such power
carefully so that reversion is granted only when it is necessary for the general
meeting to make a management decision that otherwise would not be made. The
court has refrained from aiding the calling of general meeting with an often
amended quorum if doing so will override minority and class rights that were
sought to be protected. See Ross v, Telford, [1997] BCC 945.
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equivocally support shareholder primacy. The article now turns to ex-
amine the contesting aspects of the legal regime in framing
shareholders’ governance and rights in a company.

B. Governance and Control Rights: The Legal Principles
1. Nature of the Right To Vote

The key governance right derived from share ownership is the
right to vote. Shareholders are entitled to vote on their shares as an
incident of property,” and so the legal framework recognizes voting as
the main control mechanism for sharcholders to participate in the gov-
ernance of a corporation. A vote allows an expression of preference
between given options, but the nature of the vote is such that only the
collective aggregation of votes into a majority matters for the out-
come.®® Hence, the allocation of an individual right to vote does not
per se entail the exercise of strong powers, such as those inherent in
the exclusionary nature of ownership rights.

However, the right to vote may translate into stronger forms of
control and exercise of ownership rights under certain situations. This
seems to be the case in companies with a concentrated large blockhold-
ing where shareholders are in the position to vote themselves or
trusted persons onto the Board, and the right to vote becomes a strong
control right that can ultimately take decisions directly affecting cor-
porate assets and the existence of the corporation itself. Commenta-
tors have observed how concentrated large blockholding, particularly
by families, affects the management expertise and decisions of the
company,®® as well as the use, acquisition, or disposal of corporate as-
sets.?® This is also the case where the right to vote may be weighted,
and the extent of control that such a right entails becomes sufficiently

3 N. Counties v. Jackson & Steeple, [1974] 1 W.L.R. 1133; North-West Transp.
Co. Ltd. v. Beatty, [1887] 12 App. Cas. 589.

3B Goe KENNETH J. ARrRow, SociaL CHoIcE AND InpiviDuar VaLues (2d ed. 1970)
(arguing that the social choice aggregated from the voting decisions need not pro-
vide the most optimal outcome for all participants).

3 Gee Sven-Olof Collin, Governance Strategy: A Property Right Approach Turning
Governance into Action, 11 J. MANAGERIAL GOVERNANCE 215 (2007); Rovr H. CARL-
ssoN, OwNERSHTP AND VALUE CrEaTiON (2001) (describing how Swedish owners
who are also in management bring various forms of input and motivational impe-
tus to the corporation).

9 David L. Kang & Aage B. Sorensen, Qwnership, Organization and Firm Per-
formance, 25 Ann. Rev. Soc. 121 (1999); R. Gilson, Controlling Shareholders and
Corporate Governance (ECGI Working Paper 49/2005), available at http://papers.
ssrn.com/sol3/papers.cfm?abstract_id=784744 (reporting of tunnelling and extrac-
tion of corporate value for private interest are also rife); M. Ararat, B. SeEner & E.
TasocLU, INTERNATIONAL CorPORATE GOVERNANCE: A CASE StupY APPROACH 269,
283 (C. Mallin ed., 2006).
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significant.*! Further, the majority vote at a general meeting may in-
dicate the general meeting’s advice to management, and where the
majority vote is a super-majority, the special resolution could direct
management to be bound to take certain courses of action,® which is
earlier described as the shareholders’ reserve power. Where the right
to vote is concentrated, sufficiently collective, or sufficiently weighted,
it can be used to further the exercise of exclusionary rights over corpo-
rate assets and decisions, and hence, the ownership of shares could
practically translate into ownership rights over the firm itself.

The mandatory framework in company law has arguably
played a stronger role in reinforcing the ownership notion underlying
shareholdership. This is because the mandatory framework in com-
pany law has co-opted shareholders into a governing role vis a vis
management, especially in situations of conflicts of interest. Such a
co-option seems to be based on the perspective that sees shareholders
as the ultimate residual claimants of a company, and hence residual
OWners.

The mandatory framework in company law reserves certain de-
cisions to shareholder meetings, or prohibits certain executive deci-
sions to be made unless shareholders approve. Provisions dealing with
the appointment and removal of directors are examples of the for-
mer.** Such powers may translate into the direct or indirect exercise
of ownership rights in the firm, as may often be the case in concen-
trated blockheld companies. Further, directors, or their connected per-
sons, are not allowed to enter into substantial property transactions
with the company,** or to benefit from a company loan or quasi-loan*?
or other credit transaction,*® without the approval of shareholders by
an ordinary resolution. These provisions co-opt sharcholders into
monitoring the prospects of self-dealing by management, and in turn
translate into a form of proprietary control for shareholders.
Mandatory law has also provided for shareholders to have the right of
ratification or otherwise of breaches, negligence, or omissions commit-

41 Bushell v. Faith, [1970] A.C. 1099. Also the weighted voting structures fre-
quently used in family-founded firms even where the founding family sharehold-
ers are no longer in the majority. See J. AGNBLAD, E. BERGLOF, P. HocrerDT & H.
SvANCAR, OWNERSHIP AND CONTROL TN SWEDEN: STRONG OwWNERS, WEAK MINORI-
T1ES AND Soctan ControL, Tite CoNTROL oF CorroraTE Eurore 250, 255 (Barca &
Becht eds., 2002).

12 Quin & Axtens v. Salmon, [1909] A.C. 44 (now codified in Art. 3, Model
Articles).

¥ Companies Act, 2006, c. 45, §§ 160, 168-69, 188 (with respect to long-service
contracts exceeding two years with the company).

4 Id. at §§ 190-196.

4B Id. at §§ 197-200, 213-14.

% Id. at §§ 201-14.
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ted by directors.?” The right of shareholder ratification seems particu-
larly based on the perspective of shareholders as residual risk bearers
and hence the appropriate assessors of whether or not to accept irregu-
larities committed by management and how such irregularities may
affect their investment.

2. Are Shareholders Residual Claimants or Qwners?

The residual claimant theory was developed from an economic
theory about the organization of a firm. Coase’s famous theorem*® ar-
gued that firms were organized in order to internalize certain contrac-
tual arrangements on a revolving basis, such arrangements would
otherwise have to be sourced on the market. Williamson took Coase’s
theorem one step further by showing how internalization minimized
opportunity costs (or transaction costs) that took place with repeated
on-market arrangements and hence the organization of a firm was
based on efficiency of economic arrangements minimizing transaction
costs that would otherwise have been incurred on the market.??

The internalization, however, of a firm as a nexus of contracts
would feature some long term open-ended contracts, as specific rights
are unlikely to be completely spelt out in an ongoing relationship
where myriad possibilities exist, such as a shareholder’s investment in
a company or long-term employees with firm specific expertise.*® Such
open-ended contracts would result in renewed negotiations and ar-
rangements over time, and hence it is argued that “[the] Board of di-
rectors thus arises endogenously, as a means by which to safeguard
the investments of those who face a diffuse but significant risk of ex-
propriation because the assets in question are numerous and ill-de-
fined and cannot be protected in a well-focused, transaction-specific
way.””" Who are these residual risk bearers whose investments are
long term and ill-defined? Alchian and Demsetz argue that internal-
ization of a nexus of contracts within a firm must be subject to a cen-
tralized contractual agent, that organizes the input into the team
production process of the firm.*? Such a centralized contractual agent
must then have the incentives to monitor the rest of the team in over-
seeing their inputs. In order for the monitor to be incentivized to mon-
itor, he or she could be designated a residual owner of the net earnings

*7 Foss v. Harbottle, (1843) 2 Hare 461 (codified with modification in § 239 of the
Companies Act 2006).

8 Ronald H. Coase, The Nature of the Firm, 4 Economica 386 (1937).

¥ Orver E. WinLiamson, THE Economic INsTITUTIONS OF CAPITALISM 15 (1985).
%0 Id. at 306.

SL

" Armen A. Alchian & Harold Demsetz, Production, Information Costs and Eco-
nomic Organisation, 62 Am. Econ. Rev. 777 (1972).
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of the firm so that he or she would not be incentivized to shirk the
monitoring responsibility. By this argument, it is not yet necessary to
designate the shareholder as the residual owner, and constituents who
fall within this category arguably include management itself, share-
holders, long term creditors and employees.

Another group of economists, however, took the contractual re-
lationships in constituting the firm to another level, the level of prop-
erty rights. Grossman and Hart argued that in order for the
contractual relationships in the firm to be sustained, contractual rela-
tionships must spell out either specific rights or residual rights.?®
Where specific rights cannot be spelt out and the rights are long-term,
unspecific and residual, the holder of residual rights in effect holds
proprietary rights over the net assets of firm, as such proprietary
rights are the platform upon which the residual rights are based.
Hart?* argues that as the organization of the firm is centered around
the use of the firm’s non-human assets, the residual rights should then
be structured as residual ownership rights over those assets.” In eco-
nomic theory, little distinction is made between capital providers and
managers of the firm, and the usual assumption is the fusion of the
two. However, where there is separation of ownership from control,
who then is the residual claimant in the firm?

The “finance perspective” of the firm, introduced by Jensen and
Meckling, is crucial to our recognition of shareholders as the residual
claimants in the firm with property rights. The “finance” perspective
placed emphasis on the role of the capital providers to the firm (such
as shareholders and creditors). Jensen and Meckling worked on a

% Sanford J. Grossman & Oliver D. Hart, The Costs and Benefits of Qwnership: A
Theory of Vertical and Lateral Integration, 94 J. PoL. Econ. 691 (1986).

% QOliver D. Hart, An Economist’s Perspective on the Theory of the Firm, 89
Corum. L. REv. 1757 (1989).

% Id. But see Charles F. Sabel & Jane E. Prokop, Stabilization through Reorgani-
zation, in CorPorRATE GoveErNANCE IN CEnTrRAL Burore anp Russia 151 (R.
Frydman et al. eds., 1996) (arguing that new cconomics nced not be built upon
capitalistic notions of residual ownership of corporate assets and decisions made
by the pricing mechanism of the free market, thus revealing that Hart’s view may
be outdated). This is because production is getting harder and more product runs
are short, making work organization less based on product-specific property but on
more flexible forms of property that can be used for all sorts of production. This
means that suppliers, firms and customers should combine with each other at dif-
ferent points to produce a collaborative network that may always be changing. In
this context, to make residual owners who also have diversified portfolios as eco-
nomic owners and deciders of firm decisions may not he optimal. Alternative forms
of defining ownership of residual assets that are decoupled from control 1s neces-
sary, and that will allow more collaborative frameworks to arise so that govern-
ance may be provided by different actors who have different incentives to drive
production as may be necessary.
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model of separation of capital provision from managerig] cont.lful,l gnd
opined that the capital providers would be interested in maximizing
the cash flow rights and residual vglue _of the fﬁil:m whllfz managers
may be interested in maximizing their private utility and J(;rb satisfac-
tion. The relationship between owners, managers, and creditors would
hence manifest in agency costs.?® The structure of the firm would then
depend on the monitoring and bonding activities undertaken by credi-
tors and shareholders to reduce management expropriation of private
penefit in their position of control.”” They also opined that although
capital will always be a mixture of debt and equity, debt produces
enormous agency costs for creditors and costs for both the manager
and the firm itself in being constrained by various covenants. Hence,
debt is not a preferred source of finance. From a finance perspective,
the separation of ownership from control creates conflicts of objectives
between shareholders and management, and management may direct
the firm into transactions that need not necessarily maximize the net
cash flow for shareholders. This represents agency costs for share-
holders, and hence they bear the residual risk of the value outcome of
the firm.?® The finance perspective is arguably responsible for identi-
fying the shareholder as the residual claimant/owner developed in or-
ganizational economic theory. Agency costs are therefore seen as the
dominant factor affecting the risk borne by shareholders, but is a nec-
essary evil, as Fama and Jensen argue that from an organizational
perspective, the separation of professional managers from diverse
shareholders is still most likely to be efficient, and managers may be
controlled by internal monitoring and ratification, and external forces
such as the market for corporate control and monitoring from the stock
market that is pricing the stocks.®

The development of shareholder primacy is founded both on
the perspectives of shareholders as “principals” controlling agents, and
as residual claimants/owners in the firm. These perspectives firmly
entrench shareholders in a position where it is accepted that share-
holders would naturally bargain for maximization of cash flow rights
and hence firm value, and that would be what managers as agents are

56

But see A.A., Berle, Corporate Powers as Powers in Trust, 44 Harv. L. REv. 1049,
:_049 (1931) (describing directors as trustees of power in managing the corpora-
t}OD). Subsequent finance literature has brought the negative self-dealing incen-
5;"98 of the “trustees” to the forefront.

See gerlerally Michael C. Jensen & William H. Meckling, Theory of the Firm:
(18;1;'5’9”0[ Behavior, Agency Costs and Ownership Structure, 3 J. Fix. Ecox. 305

)i
58
9 Eugene F. Fama & Michael C. Jensen, Separation of Ownership and Control,
6 J.L. & Econ. 301, 302 (1983).

59
See generally id.
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hired for.®® These theoretical perspectives lend support to the
fabrication of “ownership” of the firm by shareholders. It is even argy-
able that legal developments manifested in the United Kingdom Com.
panies Act of 1985 on sharcholder controls on director expropriation
(which, as discussed earlier, are imposed under mandatory law), are
derived from this perspective of shareholders as “owners.”! The legal
framework, however, on the whole is arguably ambivalent in recogniz.
ing shareholders as the only residual owners, as will be discusseq
below.

The finance perspective, supporting shareholders as residua]
owners and shareholder primacy, has been criticized by a number of
leading proponents. Margaret Blair has criticized the shareholdep
primacy model as based on an erroneous assumption that only share.
holders are residual risk bearers.®® Blair argues that employees are
also a class of residual risk bearers as they acquire firm specific exper-
tise and the longer they work for the firm, the less likely they will be
able to move freely to another job.®® Long service employees hence
make a firm-specific investment and are residual risk bearers of a
firm’s insolvency.®* Blair, together with Lynn Stout, developed a di-
rector primacy theory arguing that directors must maintain their pri- |
mary roles in managing the different inputs into a firm, including
those of shareholders, employees, and creditors, and allowing share-
holder primacy to dictate the ohjectives of the firm, or the actions
shareholders can take in monitoring and controlling, is misplaced.®® |

80 See generally Frank H. Easrererook & DanieL R. Fiscrgr, Tar EcoNomic
Structure oF Corrorate Law (Harvard Univ, Press) (1991).

81 The Companies Act 1948 contains significantly fewer and less detailed provi-
sions controlling director expropriation than later Companies Acts. The provisions
controlling directors’ transactions with the company were first introduced in P::u-'t
IV of the Companies Act 1980, thereafter consolidated as Part X of the Companies
Act 1985, and now retained in the 2006 Act. The 1980 Act’s provisions may be
attributable to the explosion of awareness of the agency problem developed in fi-
nance literature in the 1970s and 80s.

52 Marcarer M. Brair, OwnersHir aND ControL 22345 (Brookings Inst. Press
1995).

%3 See id. at 230-31, 238-39.

64 See id. at 238-39.

% See Margaret M. Blair & Lynn A. Stout, A Team Production Theory of C"r‘?o-
rate Law, 85 Va. L. Rev, 247 (19993, Margaret M. Blair & Lynn A. Stout, SpEﬂg;
Investment: Explaining Anomalies in Corporate Law, 31 J. Corp. L. 719 .(202' <
accord Armen A. Alchian & Susan Woodward, The Firm Is Dead; Long Live =™
Firm, 26 J. Econ. LrreratrUre 65 (1988) (reviewing OLiver E. WiLLIAMSON, of
Economic Instrrurions or Caprravisy (1985)) (viewing labor as another form
capital and hence refusing to accord primacy only to cash capital suppliers); L P
A. Stout, The Mythical Benefits of Shareholder Control, 93 Va. L. REv. 789 (200 ’
Sarah Worthington, Shares and Shareholders: Property, Power and Entitlemen®
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Blair’s director primacy theory augments Dodd’s early model th{it
managers are trustees for the corporation as an entity in itself.?® This
school of thought endorsing director primacy is arguably in line with
the Model Articles and Breckland Holdings, and is wary of sharehold-
ers taking advantage of their positions in interfering with manage-
ment to satisfy their private interests which may not have anything to
do with maximizing cash flow rights for all.®”

Economists Alchian and Woodward also argue that the view
treating shareholders as residual claimants over non-specific firm
value and hence superior to the other constituents in the firm is erro-
neous. They argue that managers invest firm-specific input not only
in terms of expertise, but frequently in terms of investment of capital
in the firm itself too, and similarly for employees of the firm. That is
why many professional firms are labor-owned and not capital-owned,
as the input by labor is regarded as specific and non-time limited to
the firm, and there is no reason why labor should not be responsible
for administering the proprietary decisions over the firm and sharing
in the residual claims.%®

In their words:

First, the leader of a team (management) is the member
with the comparative advantage in deciding what the
team and its members should do, and this manager need
not be an owner or even part-owner in the firm; second,
ownership of the team is the residual claimancy on the
most team-specific resources, which may be labor or capi-

22 Company Law. 258, 307 (2001) (rejecting “ownership” fabrication of
shareholdership, and arguing that there is no entitlement on the part of share-
holders to require firms to be run for their primary interests).

% E. Merrick Dodd, Jr., For Whom Are Corporate Managers Trustees?, 45 Harv. L.
REv. 1145, 1160 (1932).

57 See generally Martin Lipton & Paul K. Rowe, The Inconvenient Truth about
Corporate Governance: Some Thoughts on Vice-Chancellor Strine’s Essa, 33 J.
Corp. L. 63 (2007) (voicing similar concerns); Jeffrey N. Gordon, Shareholder Initi-
ative and Delegation: A Social Choice and Game Theoretic Approach to Corporate
Law, 60 U. Civ. L. Rev. 347 (1991); Lynn A. Stout, Shareholders Unplugged, LE-
GAL AFFAIRS, Mar.-Apr. 2006, at 21, available at http:/fwww.legalaffairs.org/issues/
March~April-2006/argument,Stout_marapr()G.msp; Theodore N. Mirvis, Paul K.
Rowe, & William Savitt, Bebchuk’s “Case for Increasing Shareholder Power™ An
Opposition Harvard Discussion Paper No. 586 (2007), available at http://ssrn.com/
abstract=990057 (responding to Lucian Bebchuk, The Case for Increasing Share-
holder Power, 118 Harv. L. REv. 833 (2005)); Stephen M. Bainbridge, Director Pri-
macy and Shareholder Disempowerment, 119 Harv. L. Rev. 1735 (2006); Iman
Anabtawi, Some Skepticism about Increasing Shareholder Power, 53 UCLA L.
Rev. 561 (2006).

% Alchian & Woodward, supra note 65.
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tal. To start an analysis of firms by assuming the pres-
ence of “capital” or that capital hires labor is to beg the
question of the basis for the existence of a firm.*?

Further, modern perspectives of the firm see the firm as not an organi-
zation around assets that are used towards a production of the same
outputs, but as networks of resources that can be combined, collapsed,
and re-combined to produce a variety of outputs for the competitive
markets, Such a view allows a network of interacting and flexible re-
lationships in an organization less based on pools of stable property,
hence even diminishing the stature of the “residual claimant,” as re-
source providers can move freely and flexibly with less committal to
particular economic arrangements in order to meet changing produc-
tion objectives.™

Another school of thought disagreeing with shareholder pri-
macy approaches from the social welfare stance. Parkinson argues
that the emphasis on wealth maximization may be misplaced when
looked at in the context of social or moral welfare.”’ In considering
these other priorities, he advocates a model that includes other stake-
holders such as employees in management, based on arguments that
employees need to have a right to democratic self-government in an
organization, and such rights should not be sidelined by conventional
efficiency and “capital as property” perspectives.” This school of
thought is echoed in many other “stakeholder” theories”® that reject
the fundamental analysis of shareholder primacy from the finance
perspective.

Modern developments may also undermine the finance per-
spective. The finance perspective is based on recognizing that share-
holders bear the greatest amount of residual risk in the firm due to
agency costs. The assumption made by all institutional economists is
that the residual claimant is subject to a long term, undefined, and
open-ended risk of expropriation of the firm’s assets, as if the risk

® 7d. 5t 72.

" Charles F. Sabel & Jane E. Prokop, Stabilisation through Reorganisation, in
CorrorATE GOVERNANCE IN CENTRAL EUrOPE AND Russia 151 (R. Frydman et al.
eds., 1996).

" See J.E. ParkinsoN, CORPORATE POWER AND Rrsponsieirry (Oxford Univ.
Press 1993),

™ See id.

™ See generally Shann Turnbull, Stakeholder Governance: A Cybernetic and Prop-
erty Rights Analysis, 5 ScnoLarLy Res. & Treory Pavers 11 (1997); Tony lke
Nwanji & Kerry Howell, The Stakeholder Theory in the Modern Global Business
Enuvironment, 1 InT'L J. ArpLIED INsTITUTIONAL GOVERNANCE (2008), available at
http://www.managementjournals.com/journals/ig/article148 htm; Cynthia A. Wil-
liams, Corporate Social Responsibility in an Era of Economic Globalization, 35
U.C. Davis L. Rev. 705 (2002).
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borne residual claimant is wholly defined by his relationship to the
firm. If shareholders’ risks are gradually being mitigated or dissipated
by other means outside of the firm’s boundaries, then they may be less
affected by agency costs within the firm, and according them primacy
for being the most vulnerable residual risk bearers may then become
misplaced. For example, many modern shareholders of firms are insti-
tutions such as pension funds, mutual funds, and hedge funds. These
funds, being professionally managed, are diversified, or are able to
hedge their investments in order to mitigate risk. Next, some share-
holders are able to enter into arrangements where they do not have to
bear the risk of cash flow rights but only holding on to voting rights.
In situations where the cash flow rights have been decoupled from vot-
ing rights, can we really say that the holder of the voting rights bear a
residual risk in the changing values of the firm?”* Partnoy and Martin
discuss how the decoupling of rights in shares affects the propensity to
vote, and the perversity of allowing certain technical “holders” of
shares to vote who may have economie interests adverse to the firm.7
Further, it is documented that many joint venture shareholders have
complex arrangements where cash flow rights, voting rights, liquida-
tion rights, and Board representation rights may all be separated, and
hence, it may be too simplistic to hold on to a perception of the
“residual owner” as a residual risk bearer in the firm.”®

Further, it is arguable that the co-option of shareholders to ex-
ercise strong governance rights over potentially conflicting transac-
tions involving directors need not be based on shareholders’
proprietary claim to the company or a fabrication of “ownership” in the
company. Regulatory theory argues that the complexities of modern
regulation often make it difficult for regulators to have comprehensive
oversight or control, or to design comprehensive incentives to direct or
facilitate the working of the market in a particular way.”” Regulators
therefore co-opt other actors in the market as these have their own

™ See generally Henry T.C. Hu & Bernard Black, The New Vote Buying: Empty
Voting and Hidden (Morphable) Ownership, 719 S. CaL. L. Rev. 811 (2006); Henry
T.C. Hu & Bernard Black, Equity and Debt Decoupling and Empty Voting 11: Im-
portance and £xtensions, 156 U. Pa. L. Rev. 625 (2008).

" Shaun P. Martin & Frank Partnoy, Encumbered Shares, Legal Stud. Res. Paper
Series No. 05-23, at 14-19 (2004), available at http://ssrn.com/abstract=621323.
" Hirokazu Takizowa, New Institutional Arrangements for Product Innovation in
Silicon Valley, in OWNERSHIP AND GOVERNANCE OF ENTERPRISES: RECENT INNOVA-
Tive DEvELoPMENTS 69 (Palgrave MacMillan 2003).

" Julia Black, Enrolling Actors in Regulatory Systems: Examples from UK Finan-
cial Services Regulation (London School of Economics Public Law Working Paper
Group, Paper No. 63, 2003); Julia Black, Decentring Regulation (London School of
FEconomics Current Legal Problems Working Paper Group, Paper No. 103, 2001);
Colin Scott, Analysing Regulatory Space: Fragmented Resources And Institutional
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resources and leverage upon the natural incentives of these actors to
perform certain roles that would achieve a regulatory effect. Hence,
the role that mandatory law has given to shareholders may be read no
more than in that light, and it may arguably not represent the law’s
endorsement of a fabrication of “ownership.”

Turning to the legal framework in the United Kingdom, it is
arguable that the law is ambivalent about shareholder primacy. Al-
though shareholders have “reserve powers” that can intervene specifi-
cally in a management decision, and can contract for powers of control
in a company other than in accordance with the Model Articles, there
are aspects in company law that do not accord shareholders with pri-
macy. Worthington has argued that whether we view the company as
a “nexus of contracts” or as a “real entity,” the legal framework does
not support any assertion that shareholders are entitled to have direc-
tors run the company for the purposes of shareholder wealth max-
imization. The “nexus” perspective allows companies to be seen as a
web of interactions among constituents, but the theory itself does not
give primacy to shareholders. It is only if we accept the finance econo-
mists’ attribution of importance to the residual risk bearer (at least in
terms of financial capital) that a primary position can be accorded to
shareholders. The law recognizes that shareholders risk their capital
in the company for the long term without easy prospects of withdraw-
ing the capital.™ Shareholders, on the other hand, are ameliorated by
the rule on limited liability, and the prospect that their shares can
ordinarily (subject to contractual restrictions in the Articles) be sold in
a liquid market or otherwise. Looking at rules on transaction avoid-
ance,”® directors’ duty to creditors during the twilight of a company®°
and provisions protecting creditors at a voluntary liquidation,®* com-
pany law clearly allows others’ concerns to be given priority over
shareholders under certain circumstances. The mandate to consider a
wide range of stakeholders’ interests in the discharge of directors’ du-
ties® and the need for shareholders to consider stakeholders’ interests
in pursuing a derivative action®® are examples of when sharcholder
primacy does not rule. Further, the legal framework is also heavily
based on the “real entity” theory as the company’s interest is regarded

Design (London School of Economic Public Law Working Paper Group, Paper No.
32, 2001).

8 prevor v. Whitworth, (1887) 12 App. Cas. 409 (demonstrating modern day fimi-
tations in the rules on maintenance of capital).

7 Insolvency Act, 1986, c. 45, §§ 238, 239, 245.

80 The Liguidator of West Mercia Safetyware Ltd v. Dodd, [1988[ 4 B.C.C. 30.
8L See, e.g., Insolvency Act, 1986, c. 46, §§ 84, 89,

8 Companies Act, 2006, ¢. 45, § 172.

%1 Companies Act, 2006, c. 45, § 263(2) and (3).
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as distinguishable from sharcholders’ interests and directors’ duties
are defined as duties to the company.?*

Case law has repeatedly affirmed that a shareholder’s nominee
director an the Board should serve the company’s interests first and
foremost, and it would be a breach of duty if such director did not con-
sider the company’s interests as such, only considered the appointing
shareholder’s interests.®® Even where shareholders engage in the ac-
tivity of voting to amend the Articles, the “real entity” theory is argua-
bly at work as the vote must be exercised bona fides for the benefit of
the company as a whole.?® Finally, the case of Short v. Treasury Com-
missioners, it is stated that “shareholders are not, in the eye of the
law, part owners of the undertaking "7 Shareholders do not have a
proprietary stake in the assets of the company, the “real entity,”as was
affirmed in the much more recent case of Her Majesty’s Commissioners
of Inland Revenue v Laird Group PLC.%®

The legal framework in the United Kingdom has the following
features:

(a) Unless otherwise modified, the enabling legal framework

provides for director primacy;

(b) Shareholders have a reserve power to direct management
in a specific resolution passed by special majority, but not a
general power of interference;

(¢) Shareholders are empowered under general mandatory law
to have exclusive governance over varigus areas such as ap-
pointment and removal of directors, approval of certain
transactions and in general ratification;

(d) But directors are allowed to consider other constituents’ in-
terests and above all, the interests of the “real entity,” the
company, above shareholders;

(e} The law regards the value of the company as separate and
distinct from shareholders’ share values in aggregate,

¥ Companies Act, 2006, c. 45, § 170(1).

¥ Seottish Coop. Wholesale Soc’y Ltd. v. Meyer, [1959] A.C. 324; Kuwait Asia
Bank E.C. v. Nat'l. Mut, Life, [1990] 1 A.C. 187.

86 Allen v. Gold Reefs of West Africa, Ltd., [1900] 1 Ch. 656. This position has been
somewhat changed by the interpretation given in the later case of Greenhalgh v.
Ardene Cinemas 14d., [1951] Ch. 286, where the benefit for the company as a
whole is to be determined by the “reasonable corporator”. This arguably links
shareholders’ interest to be the same as what benefits the company, and such a
presupposition may be questioned. However, the “reasonable corporator” is itself'a
fiction and hence it could be argued that there is no difference between the two
expositlong.

87 Short v, Treasury Comm’rs, [1948] 1 K.B. 116.

4 [2003] UKHL 54.
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hence affirming the “real entity” as separate from
sharcholders.
The above analyses show that the fabrication of shareholders as “own-
ers” has come largely from a finance perspective whose dominance
may not be completely warranted. The law acknowledges the special
nature of sharcholders’ bundle of interests, and the reserve power goes
fairly close to a fabrication of ownership. Sharcholders are also en-
dowed with a general power of ratification in such a way that share-
holders are treated as the only residual claimant or owner of the firm
that can decide whether to forgive or enforce against irregularities
committed against the firm—for example, that other constituents do
not have a say in this. It is also to be noted that shareholders’ power of
ratification is subject to their freedom to vote,* and the Allen v. Gold
Reefs limitation arguably does not apply.?® On one hand, the enabling
framework of company law can allow shareholders to contract for sub-
stantial control over corporate decisions and assets, making their
power more “proprietary” in nature. However, on the other hand, this
is rarely the approach taken in public and listed companies that up-
hold the division of powers in the default Model Articles. Many provi-
sions in mandatory law reinforce the conception of the shareholder as
residual owner and not just as a participant in certain aspects of gov-
ernance. However, the other aspects of mandatory company law do
not quite support that fabrication unequivocally. Mandatory law co-
opting shareholders into a specific form of governance over directors
may be explained as regulatory techniques in the public interest in-
stead necessarily of an endorsement of the fabrication of ownership.
Against this backdrop, this article examines the practice of
shareholder activism in the name of “ownership.” Notably, share-
holder activism is generally carried out by minority shareholders—
many in widely heid public and listed firms. Where there is a domi-
nant or majority owner and there is fusion with management, proprie-
tary control over the firm may take place without the need for
activism.”! This article does not address the many unique arrange-
ments that may be made in the context of private companies, but in-
stead focuses on public and widely held companies as activism cceurs
under circumstances where the shareholders do not have better con-
trol rights than the conventional governance rights found in the Model
Articles.

) N. Counties Sec. Ltd. v. Jackson &. Steeple Ltd., [1974] 1 W.L.R. 1133.

%0 Allen, 1 Ch. at 656.

! Majority—or even just large shareholders with a significant block, for example,
25%—can make a direct impact on key issues such as R&D policy, executive com-
pensation and dividends. See Henrik Crongvist and Rudiger Fahlenbach, Large
Sharcholders and Corporate Policies (2008), available at http://www.ssrn.com/ab-
stract=891188.
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3. Sthareholder Activism

In Dalia Tsuk Mitchell’s insightful article,?® U.S. shareholders
are conceptualized as “investors” whose primary right is to sell as they
choose, rather than as participants in the internal reform of compa-
nies. This conceptualization is supported by the U.S. law’s emphasis
on securities market regulation and transparency, which underlies the
political antagonism against concentrated power, favoring dispersal of
corporate ownership amongst a mass of investors.”® Although the
same political culture is absent in the United Kingdom, the United
Kingdom and the United States converged in the ownership structure
of firms since pension funds and institutional investors—such as mu-
tual funds and insurance companies—own the majority of publicly
traded equity.”? In the United Kingdom, empirical evidence indicates
that institutional investors behave first and foremost as “investors”
with respect to their shareholdership.?® Thus, this pre-occupation in-
fluences their engagement with their investee companies.

Alternative funds such as hedge funds and some sovereign
wealth funds are starting to acquire more significant stakes in Anglo-
American jurisdictions companies. Hedge funds especially engage in
activism to influence various corporate governance and management
decisions in a company. Although there is no deliberate ideological
movement towards dispersal of shareholding, the evolution of invest-
ment capitalism and pension saving in the United Kingdom has led to
a similar shareholding structure in the most significant public
companies.

Shareholder activism may be defined along a spectrum of ac-
tions—from gaining corporate control (corporate raiding in 80s
America) to instituting shareholder litigation to other forms of influ-
ence changing corporate directions without changing the stake of con-
trol (such as accessing the proxy system, making proposals and

 Dalia Tsuk Mitchell, Shareholders as Proxies: The Contours of Shareholder De-
meoeracy, 65 Wasn. & Ler L. Rev. 1503 (2006).

% Mark Roe, Strong Managers, Weak Owners (NJ: Princeton University Press
1996).

# Henry Hansmann & Reiner Kraakman, The End of History for Corporate Law,
89 Gro. L. J. 439, 468 (2001).

% Kathleen Rehbein, Sandra Waddock & Samuel B, Graves, Understanding
Shareholder Activism: Which Corporations are Targeted?, 43 Bus. & Soc'y 239
(2004); John Hendry, Paul Sanderson, Richard Barker & John Roberts, Responsi-
ble Ownership, Shareholder Value and New Shareholder Activism, (ESRC Centre
for Business Research, Working Paper No. 297, 2004); Andrew Jackson, Towards
A Mutual Understanding of Objectives? Attitudes of Institutional Tnvestors and
Listed Companies to Corporate Governance Reforms 9(3) Corp, GOVERNANCE 196
(2001).
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initiating dialogue, or relationship investing).®® The current, rising
form of shareholder activism is that which systematically influences
corporate direction and decisions with a minority stake without resort-
ing to the legal framework supporting shareholder litigation. This
form of activism was led in the United States in the mid 1980s by pub-
lic pension funds, such as CALPers, and influenced other private in-
vestment funds, such as LENS and the U.K. Hermes funds.®”
Relationship investing of contemporary shareholder activism
can be undertaken through a range of actions. Shareholders could
make proposals to be voted on at general meetings. In the United
States, Rule 14a-8 of the Securities Exchange Act 1983 allows a holder
of $2000 in market value or 1% in equity to submit a single proposal to
be voted on the general meeting.®® In the United Kingdom, a member
in a public company can ask for circulation of a proposal if he holds at
least b% of the company’s equity or the proposal is supported by at
least 100 members each having an equity value of not less than
£100.°° Further, members’ proposals for resolutions must be received
by the company at least six weeks'?® before the general meeting, but
as companies are entitled to give a minimum of twenty-one days’ no-
tice®! for the general meeting (or twenty-eight days if the removal of a
director is proposed’??), members may be unable to send proposals to a
company in time-—including for the removal of directors. This may,
however, be made up for by the power of members to call an extraordi-
nary general meeting. Hence, members are not limited by the direc-
tors’ power to call a general meeting. The law also allows voting to be
carried out by appointed proxies.'”® Empirical evidence shows that
members’ proposals for resolutions in the United States are increas-
ingly successful as they attract fellow shareholders’ support and al-
though not binding in nature, could practically change the direction
that the company was originally taking.'** The proposal process is

9 Que Stuart L. Gillan & Laura T. Starks, A Survey of Shareholder Activism: Mo-
tivation and Empirical Evidence (1998), availoble at httpfpapers.ssri.com/seld/
papers.cfm?abstract id=663523&rec=1&sreabs=796227,

9 Id.. See Sanford M. Jacoby, Convergence by Design: The Case of CalPERS in
Japan (2008), available at http#ssrn.com/abstract=920883 (explaining how
CALPers influenced other funds).

% 17 C.F.R. § 240.14a-8 (2008).

9 Companies Act, 2006, ch. 46 § 238,

100 Id.

101 Companies Act, 2008, ch. 46 § 307(2)a).

192 Companies Act, 2006, ch. 46 §168, 312

193 Companies Act, 2006 ch. 46 §324.

104 Randall Thomas & James F. Cotter, Shareholder Proposals in the New Millen-
niwm: Shareholder Support, Board Response, and Market Reaction (2007}, ovaila-
ble at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=868652; Stuart L. Gillan
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also helped by rules allowing for solicitation of proxies.'® However,
the proxy process may sometimes be fraught with difficulties in terms
of communication, coordination and cost.'°® That said, the threat of
putting up a proposal for a resolution may itself be an influence for
management to be reckoned with, whether or not the proposal is in
fact put through and the proxy solicitation efforts are undertaken'®”
Other indirect forms of activism that leverage on the power to vote are
in the form of “just vote no” to appointments and re-elections of direc-
tors, as a form of protest in order for management to register other
specific shareholder demands.’® Empirical evidence shows that such
campaigns are being noticed by management and could lead to a
change in corporate policy and even CEO turnover.*®”

However, the proposal and solicitation process are less likely to
be relied on in the United Kingdom as means of activism, and private

& Laura T. Sparks, The Evolution of Shareholder Activism in the US (2007), avail-
able at http:/ssrn.com/abstract=959670; Cindy R. Alexander, Mark A. Chen,
Duane J. Seppi, & Chester S. Spatt, The Role of Advisory Services in Proxy Voting
(Jan. 2008) (unpublished manuscript, on file with University of Maryland); Ernst
G. Maug & Kristian Rydqvist, Do Shareholders Vote Strategically? (ECGI, Finance
Working Paper No. 31/2003, 2006).

195 See 17 C.F.R. § 240.14a-1 (2008).

106 ghareholders may be passive due to the collective action free rider problem, or
their behavior may largely depend on private motivations and whether they face
conflicts of interest managing the funds of their investee companies. See Bernard
S. Black, Shareholder Passivity Re-examined, 89 Micu. L. Rev 520 (1990); Gerald
F. Davis & E. Han Kim, Would Mutual Funds Bite the Hand that Feeds Them?
Business Ties and Proxy Voting (2005), available at http://papers.ssrn.com/sol3/
papers.cfm?abstract_id=667625; Pengfei Ye, On Investors’ Ownership and Voting
Decisions: Evidence from Mutual Funds (2008), available at http://papers.ssrn.
com/sol3/papers.cfm?abstract_id=1100362; Rasha Ashraf & Narayanan
Jayaraman, Deferminants and Consequences of Proxy Voting by Mutual Funds on
Shareholder Proposals, available at http://ssrn.com/abstract=962126. Sharehold-
ers may also face communication costs problems. See Jeffrey N. Gordon, Proxy
Contests in an Era of Increasing Shareholder Power: Forget Issuer Proxy Access
and Focus on E-Proxy (ECGI, Working Paper No. 92/2008, 2008), Jennifer E.
Bethel & Stuart L. Gillan, Corporate Voting and the Proxy Process: Managerial
Control Versus Shareholder Ouversight (2005), available at http://papers.ssrn.com/
sol3/papers.cfm?abstract_1d=236099 (describing how shareholders can be subject
to distortions and manipulations introduced by management).

W7 N. K. Chidambaran & Tracie Woidtke, The Role of Negotiations in Corporate
Governance: Evidence From Withdrawn Shareholder-Initiated Proposals (1999),
available at http://papers.ssrn.com/sol3/papers.cim?abstract id=209808.

108 14

109 Diane Del Guercio, Laura Seery & Tracy Woidtke, Do Boards Pay Attention
when Institutional Investor Activists Just Vote NO? (2008), available at http:/ssrn.
com/abstract=575242.
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forms of engagement are regarded as more effective.!'® Shareholder
activism carried out by a minority shareholder in the United Kingdom
is most likely in the form of private dialogues and negotiations.'"
Empirical research from a number of jurisdictions, including the
United States, has generally opined that such engagement success-
fully leads to changes implemented by the Board.''?

III. TWO PARADIGMS OF SHAREHOLDER ACTIVISM
A. Open-ended Contracting

Early shareholder activism—such as that undertaken by
CALPers in the United States in the 1980s and onwards, or other pub-
lic pension funds such as TIAA-CREF, and the U.K. Hermes—targeted
underperforming companies. These campaigns are phrased in terms
of “unlocking shareholder value,” where shareholders are perceived to
have been short-changed on what could be the potential price growth
for their shares. These campaigns surrounded issues such as making
executive compensation linked to performance,''® removal of anti-
takeover defenses,''* changing Board composition to include indepen-
dent directors, and other stakeholder concerns such as employment
and environmental issues,''” all seen as measures that could be linked
to improvement in share values.

The “unlocking of shareholder value” movement is arguably
shareholder-centric, as its label itself suggests, and emphasizes the

U9 Marco Becht et al., Returns to Shareholder Activism: Evidence from a Clinical
Study of the Hermes UK Focus Fund, 10 Rev. or Fin. StTun. 1093 (2008).

111 Id

12 Roberta Romano, Less is More: Making Shareholder Activism a Valued Mecha-
nism in Corporate Governance (2000), http:/papers.ssrn.com/sol3/papers.cfm?ab-
stract_id=218650; Jonathan M. Karpoff, Abstract, The Impact of Sharcholder
Activism in Target Companies: A Survey of Empirical Findings (Sep. 2001), http://
papers.ssrn.cony/sol3/papers.cfm?abstract_id=885365 (surveying of a range of
other studies showing that private negotiations are more effective in inducing
change than shareholder proposals); William T. Carleton, The Influence of Institu-
tions on Corporate Governance through Private Negotiations: Evidence from TIAA-
CREF, 53 J. Fin. 1335; Becht et al., supra note 110.

1% Kenneth J. Martin & Randall 8. Thomas, The Effect of Shareholder Proposals
on Executive Compensation, 67 U. Cin. L. Rev. 1021, 1021 (1999) (discussing
shareholder activism against excessive remuneration for CEOs of underperform-
ing companies).

11 Particularly in the United States, as the United Kingdom has always had a
friendly regime supporting takeovers and discourages the use of anti-takeover de-
fenses such as the poison pill.

115 Kathleen Rehbein, Sandra Waddock & Samuel B. Graves, Understanding
Sharcholder Activism: Which Corporations are Targeted? 43 Bus. & Soc. 239
(2004).
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share price value of the shareholder’s investment, not the operating
performance of the companies or its long-term profitability and sur-
vival.'1® However, calls for reforming excessive executive compensa-
tion may entail a social benefit in lessening the gap between top
managers and employees, and not concentrating corporate gains at the
top. But unlocking shareholder value is chiefly concerned about dis-
tributing the gains from management to shareholders, and the social
benefit if any, is incidental.''” Calls for changing Board composition,
arguably, also have a social benefit dimension in that independent di-
rectors may be able to check abuses and excesses on the Board. This
may increase the firm’s risk management against management

16 This is also consistent with empirical findings on the financial impact of share-
holder activism. Most literature argue that the financial impact on share prices
may be mildly significant in the short run, but long term impact on operating per-
formance is almost non-existent. See Michael P, Smith, Shareholder Activism by
Institutional Investors: Evidence from CalPERS, (1996), http:/www.pensionsat
work.ca/english/pdfs/scholarly works/sw_edition3/Smith.pdf; Karpoff, supra note
112; Sunil Wahal, Pension Fund Activism and Firm Performance, 31 J. FIn. &
QuanTiTaTIVE ANALYSIs 1 (1996); Becht et al., supra note 110 (discussing returns
to shareholders in the form of increased share prices after activism). Where hedge
funds are concerned, similar findings of short term share price abnormal returns
are recorded after activism, see Nicole M. Boyson & Robert M. Mooradian, Ab-
stract, Hedge Funds as Shareholder Activists from 1994-2005, (2007), http//pa-
pers.ssrn.com/sol3/papers.cfm?abstract_id=992739; Chris Clifford, Abstract, Value
Creation or Destruction? Hedge Funds as Shareholder Activists (2007), http://ssrn.
com/abstract=971018; Alon Brav, Abstract, Hedge Fund Activism, Corporate Gov-
ernance and Firm Performance (2007), http://ssro.com/abstract=948907. But see
Yvan Allaire, Abstract, Hedge Funds as “Activist Shareholders™ Passing Phenome-
non or Grave-Diggers of Public Corporations? (2007), http:/ssrn.com/abstract=
961828.

U7 Although some commentators insist that shareholder value maximization will
also result in the maximization of utility of stakcholders, see generally Milton
Friedman, The Social Responsibility of Business Is to Increase [Its Profits, N.Y.
Tmves, Sept. 13, 1970, available at http:/fwww.colorado.edu/studentgroups/liber-
tariansfissues/friedman-soc-resp-business.html; Michael C. Jensen, Value Max-
imization, Stakeholder Theory, and the Corporate Objective Function, 12 Bus.
Etaics Q. 235 (2002); HENkRY G. Manng & HeENrY C. WaLLicH, Tue Mopern Cor-
PORATION AND SociaLl ResponsisiLiTy (1972); Bernard S. Black & Reinier Kraak-
man, A Self-Enforcing Model of Corporate Law, 109 Harv. L. Rev. 1911 (1996);
Henry Hansmann & Reinier Kraakman, The End of History for Corporate Law, 89
Geo. L.J. 439 (2001); Philip Goldenberg, Shareholders v. Stakeholders: The Bogus
Argument, 19(2) Comrany Law. 34 (1998).
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fraud,''® and mitigate the possibility of severe consequences such as
insolvency that would affect a range of constituents.*®

Shareholder activism is a self-help measure that shareholders
undertake in order to protect their investment. This may be theoreti-
cally framed as part of the open-ended contracting process among the
nexus of contracts, of which sharcholders are a part. As such, share-
holder campaigns in terms of anti-takeover defenses in the United
States or against excessive executive remuneration in the United
Kingdom are exampies of contractual responses from shareholders in
navigating the balance of interests in the nexus. This type of activism
contracts for terms that are hitherto unregulated, hence falling within
the enabling framework of company law. Shareholders are giving in-
put, via the contractual process, on issues that have been left open,
such as what executive remuneration should be related to or how it
should be computed, the composition of the Board and whether a par-
ticular Chief Executive should continue to hold office. Such self-help
measures may be accommodated within the understanding of the firm
in institutional economics and within the enabling framework in com-
pany law. Perceived as such, shareholder activism may be regarded as
part of the natural contractual outworking of the nexus of contracts,
and this type of shareholder activism is termed as “open-ended con-
tracting” in this article. It is suggested that shareholder activism of
the “open-ended contracting” type is a natural manifestation of the
bargaining process in the nexus, and can be theoretically supported.
However, it must be questioned whether such activism is form of im-
proper pressure in contracting, and whether such activism is unfair to
other constituents in the nexus of contracts within the firm.

It may be argued that activism is not an improper form of pres-
sure because shareholders as “residual owners” have the right® to
bargain over an open-ended range of matters. But this argument de-
pends on acceptance of the finance perspective of shareholder primacy,
to which the legal framework does not completely subscribe.

In the enabling framework of company law, it may be possible
that an activist is pushing for an agenda that may not be accepted by
other shareholders. If the Board succumbs to that pressure, without

Y% Richard €. Nolan, The Legal Control of Directors’ Conflicts of Interest in the
UK- Non-executive Directors following the Higgs Report, 6 THEORETICATL INQUIRIES
L. 413 (2005).

19 See Tris H-Y Chiu, The Role of Securities Disclosure Regulation in Investor Pro-
tection Relating to Corporate lnsolvency? Some Observations of the US, EU and
UK Regulatory Frameworks, 29(2) Company Law. 35 (2008).

120 What one has a right to carry out may not be regarded as a form of improper
pressure or coercion upon another, see Tony Honore, A Theory of Coercion, 10(1)
Oxrorp J, Lecar, Syup. 94 (1990) (commenting on ALan WERTHEIMER, COERCION
(1987)).
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the matter going to a vote, the activist would arguably have excluded
other shareholders from the bargaining process in the nexus of con-
tracts. The law has attempted to strike a balance between allowing an
individual shareholder to pursue his grievances,'®! and not allowing
certain individual grievances to undermine the collective resolution of
the interests of all shareholders in a company.'®*® Hence, it is impera-
tive that shareholder activism in the extra-legal realm be examined
carefully to discern to what extent the legal framework that protects
other shareholders’ interests is undermined. If we accept an “owner-
ship” and proprietary fabrication of shareholders’ rights in a company,
the danger, when combined with shareholder activism, is that proprie-
tary notions often give rise to and justify self-interested behavior to
the exclusion of others (the essence of property rights).’® This may
form the foundation for justifying activists’ extraction of private bene-
fits through activism, leading to abnormal returns on share price at
the announcement and at the end of the activism campaign. One has
to recall that proprietary notions underlie the phenomenon of allowing
concentrated shareholders of a company, who are also in management,
to expropriate private benefits through their position in the company,
often at the expense of minority shareholders.'?* Since there is broad
consensus that majority extraction of private benefit needs to be con-
trolled and regulated,'®® would there not be a case for examining the
extent of private benefit extraction by minority activists which did not
go to a vote?

If activists could influence direct implementation of changes
they propose without going to a vote, and extract private benefit for
themselves in the process, then the minority sharcholding of an ac-
tivist shareholder is disproportionate to its power. The exercise of
such power, in the extraction of private benefit must be considered
carefully to ascertain if legal controls are necessary.'?® Even if it could

21 Companies Act, 2006, 8994, available at http://www.opsi.gov.uk/acts/acts2006/
ukpga 20060046 _en 1.

22 For example, enforcement of personal rights in the Articles may be trumped by
collective ratification, see MacDougall v. Gardiner, [1875] 1 Ch. D. 13, or that a
sharcholder’s campaign to amend the company’s constitution has to be subject to
the collective benefit of the company, see Allen v. Gold Reefs of West Africa, Ltd.,
[1900] 1 Ch. 656.

2% Reed, supra note 9.

21 Ronald J. Gilsson, Abstract, Controlling Shareholders and Corporate Govern-
ance: Complicating the Comparative Taxonomy (2005), hitp:/papers.ssrn.com/sol3/
papers.cfm?abstract_id=784744,

125 See generally World Bank, Minority Shareholders (Aug 2003), http:/rru.world
bank.org/PapersLinks/Open.aspx?id=2397.

26 Ronald J. Gilsson & Jeffrey N. Gordon, Controlling Controlling Shareholders,
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=417181; Iman Anabtawi &
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be argued that a Board bowing to an activist may be in breach of direc-
tors’ duty by failing to take the course of action that best benefits the
real entity, the company itself,'*7 such a course of action does not ad-
dress the real concern. Penalizing the Board for taking on board cer-
tain activists’ demands may affect the value of the company for the
other shareholders, after the activists have already extracted their pri-
vate benefits. The activist could also be regarded as a shadow director
under U.K. law if the Board is accustomed to listening to and acting on
his wishes.'2® However, such a threshold is difficult to mount if an
activist merely engages in an intensive short term campaign and the
pattern of Board obeisance over the long term, as required under the
law, cannot be established. Hence, even if an activist is acting consis-
tent with the concept that s/he is influencing the open-ended contrac-
tual process within the nexus of contracts, the appropriation of private
power through activism and its impact on shareholders must be con-
sidered carefully as to its desirability. The legal framework at present
does not address this issue, since minority sharcholder remedies in the
United Kingdom'?” may not be applicable against a minority activist
shareholder, and legal controls over directors’ duties or shadow direc-
tors may not sufficiently address the concern.

The abovementioned issue is likely to remain a moot point as
the present climate is not antagonistic to minority shareholder activ-
ists. If activism achieves abnormal returns in share price that can be
enjoyed by all shareholders in the market, then other shareholders are
unlikely to complain or be antagonistic towards that activism although
the collective interests of shareholders may not be the same.’®° Fur-
ther, other shareholders are generally supportive of activism, as ac-
tivist shareholders help in overcoming the free-riding problem faced in
the collective action dilemma amongst shareholders,'®! and there is no
reported evidence of counter-activism or anti-activism. The issue of
improper influence exercised by activists is unlikely to be mounted by
other shareholders for now.

In the United States, as there is no regime of “reserve power”
for a special majority of shareholders, it is arguable whether share-

Lynn Stout, Fiduciary Duties for Activist Shareholders, 60 Sran. L. Rev. 1255,
1256 (2008).

127 Companies Act, 2006, S172, available at http://www.opsi.gov.uk/acts/acts2006/
ukpga 20060046_en_1; In Re Smith v. Fawcett Ltd., [1942] A.C. 304. (appeal
taken from Ch.).

128 Secretary of State v. Deverell [2001] ch. 340.

129 Companies Act 2008, c.46, § 994.

130 Tan B. Lee, Corporate Law, Profit-Maximisation and the Responsible Share-
holder, 10 Stan. J.L. Bus. & Fmv. 31, 37 (2005).

31 Michael Smith, Shareholder Activism By Institutional Investors: Evidence
From CalPERS, 51 J. Fin. 227, 229 (1996).
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holder activists should be regarded less unfavorably in tilting the bal-
ance of power which has overly favored directors. As argued,
shareholder activism pursuant to “open-ended contracting” is theoreti-
cally supportable subject to the concern raised above on whether an
activist’s action results in any externalities to other constituents in the

nexus.

B. Property Rights Activism

When a shareholder activist is acting on his own, outside of the
mandatory framework for shareholder governance, and where the re-
serve power of the general meeting is not summoned, the legal frame-
work allows management to ignore such a shareholder unless his
personal right under the Articles has been undermined,*? or a case of
unfair prejudice can be sustained.’ Such a shareholder is not acting
within the empowerment of mandatory law and is also not entitled to
call upon the reserve power of shareholders under the enabling frame-
work of company law. Increasingly, management frequently listens to
and gives in to certain aggressive shareholder’s demands. This ex-
plains how, for example, Nelson Peltz could influence Cadbury
Schweppes in selling off its non-core beverage business with only a 3%
minority stake in the company. Many issues campaigned in contempo-
rary shareholder activism relate to how a company’s property may be
used or allocated. For example, shareholders have campaigned for div-
idends,' share buybacks where they believe that companies were
“sitting on a cash pile,”"*® for companies to sell off non-core businesses
or assets'®® or to expand into certain areas believed to generate more
shareholder value.’” These directly relate to the areas that manage-
ment has control over—the corporate property and corporate
decisions.

'3 Pender v. Lushington (1877) 6 Ch. D. 70, 81.

133 O'Neill v. Phillips [1999] 1 WLR 1092, 1098 (interpreting § 994 of Companies
Act 2006).

% E.g., TCI Embarks on Proxy Fight to Change J-Power, Nikke1 WEEKLY, May
26, 2008 (discussing the Children’s Investment Fund’s campaign against J-Power
in June 2007).

%5 For example, CALPers’ campaigns against their Japanese investee companies
in the 1980s. See Jacoby, supra note 97.

1% Jane Wardell, Associated Press, Cadbury Spins Off Beverage Partner:
Schwepp Jettisoned Investor Pressure Eased, J. GazerTe, March 16, 2007, at 3E
(discussing Nelson Peltz’s campaign against Cadbury Schweppes to separate its
drinks and candy businesses, 2007).

%7 E.g., David Litterick, Cadbury Activist Pursues Kraft, Dan.y TELEGRAPH, June
22, 2007, at 4 (describing Peltz’s campaign for Kraft to expand into frozen foods
and pizzas).
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The type of activism mentioned above, if successful and caus-
ing management to take the action recommended by the activists,
would have had a direct effect upon the allocation of corporate prop-
erty and resources. Although the chain of causation that leads up to
final management decision may be indirect and tortuous to deter-
mine,’® the influence of such aggressive shareholder activism would
arguably be tantamount to an appropriation of a share of management
powers over corporate property by the activist shareholders. This form
of activism is tantamount to form of co-governance with management
and seems to be founded upon a fabrication of shareholdership as own-
ership. This shareholdership as ownership, as argued earlier, is some-
what flawed, as it fails to take into account the complete picture of
both institutional theory and company law, The article terms this type
of sharcholder activism “property rights activism,” as co-governance
may apparently be justified on ownership claims. This article is con-
cerned that shareholder activism in issues such as campaigns in rela-
tion to pressuring companies ta sell off non-core assets, making certain
investment decisions such as R&D, carrying out share buybacks or
handing out dividends, relate to an interference with the managerial
discretion traditionally upheld in the separation of ownership from
control model affirmed in the Model Articles.

Activists are not exercising the managerial power, but are only
making demands to management to exercise their powers in a certain
way. Hence there is no subversion of the principles upheld in Breck-
land Holdings. However, if activist shareholders could get a company
to realiocate its corporate assets after a series of campaigns, then such
activists would have been able to surpass the limitations of their non-
majority stake, to circumvent the need to summon the reserve power
of the general meeting, the limitations of the mere majority advisory
vote in the general meeting, the perhaps opposing views of other
shareholders, and the legal framework that takes into account the col-
lectivity of the general meeting!®? in any enforcement of shareholder
rights. Such forms of activism that directly affect how the legal frame-
work has allocated control and governance rights over a company’s
property may undermine the values supported by the legal framework
itself. Where the Model Articles and Brecklaond Holdings regarding
division of powers in a company apply, the nexus has made a funda-
mental bargain that vests management powers in directors with re-
serve power to the general meeting in special majority. Although the
division of powers is not immutable, the issue bheing situated in the
enabling framework of company law, changes to the division would

8 Anabtawi & Stout, supra nate 126, at 1297.
%9 MacDougall v. Gardiner (1875) L.R. 20 Eq. at 396; Allen v. Gold Reefs of West
Afriea, Ltd, {1800) 1 Ch. at 667,



2008] SHARE OWNERSHIP AND THE GOVERNANCE ROLE 147

possibly have to be negotiated through the nexus and not imposed ar-
bitrarily by any one constituent within the nexus.

Shareholder activists who are in a position to push through
their agendas would effectively be co-governors with management
without having the legal safeguards of director liability imposed on
them. Shareholder activism is arguably an investment strategy car-
ried out by investors, a move away from more market-based strategies
such as buy-and-hold, or hedging using derivatives such as options,
warrants or swaps, or short-selling. Where shareholders combine
their own investment objectives with co-governance, there is a conflict
of interest that may not be addressed by established regimes of direc-
tor liability unless the activist may be regarded as a shadow director,
which is rare because the threshold for establishing shadow director-
ship is rather high. Sharcholder activists and management that en-
gage in co-governance have arguably bypassed the other constituents
of the nexus, in rewriting the fundamental governance arrangement in
the division of power. This is a breach of the understanding among the
nexus and should not be regarded as legitimate unless the nexus has
consented to such co-governance. Under current law, if shareholder
activism in the property rights type can be argued to be a contractual
breach, then the law only extends recognition to the contractual rela-
tionship between members under section 33 of the Companies Act, and
not broadly to the wider nexus that theoretical frameworks accept. Ju-
risprudence on section 33 has dealt with specific breaches of Arti-
cles,’” and it remains questionable as to whether shareholders can
sue an activist minority for breach of an Article relating to the division
of power that confers management powers upon the Board.

From a theoretical point of view, this article argues that share-
holder activism amounting to co-governance is incompatible with the
nexus, unless the nexus is co-opted into information and dialogue on
the change in the foundational understanding on division of powers
and accommodates such co-governance. If one argues from the prop-
erty thesis that “property rights activists” are entitled to exercise
“ownership” rights in activism as an incident of property, then we are
allowing the property thesis to undermine the nexus, when such prop-
erty thesis has never been unequivocally accepted in the scholarship of
institutional economics or the legal framework.'*! Although institu-
tional economists such as Alchian and Demsetz!'*? opined that the
“residual claimants” in the nexus would be of greater importance in
the nexus, residual claimants were defined according to the nature of

%0 E.g. Pender v. Lushington (1877) L.R. 6 Ch.D. at 75-76; Hickman v. Kent or
Romney Marsh Sheepbreeders Association [1915] 1 Ch. 881, 888.

ML See supra Part 2.

142 Alchian & Demsetz, supra note 52.
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their contractual rights and not according to the kind of input they
supplied to the firm. Capital providers did not necessarily have
supremacy in the nexus in institutional economics. Further, the con-
stituents in the nexus all arguably have some “proprietary” power'*?
that allows them to participate in certain aspects of governance or allo-
cation decisions in the firm, because they are part of a team supplying
input into a company,'** and provisions in mandatory law, as dis-
cussed earlier, may protect their interests. Hence it is not correct to
view the shareholders as being the only “owners” of certain superior
property rights. The property rights thesis is simplistic and does not
represent the theoretical or legal position of sharcholders in the nexus
of contracts constituting the company. “Property rights activism” pur-
sued in the name of ownership should arguably be viewed with skepti-
cism in the light of actually weak theoretical support. This form of
shareholder activism also has the tendency to mislead the wider com-
munity into supporting the flawed property rights thesis upon which it
is based, and a resort to property justifications often leads to a justi-
fied exclusion of others’ interests, the essence of a proprietary right.
This exclusion is likely to lock other shareholders’ or stakeholders’ in-
terests out of dialogue as exclusion is characteristic of “property
rights.”

Further, such activism also raises an issue similar to the one
raised earlier in respect of “open-ended contracting” activism, because
such activism outside the legal framework has the potential to subvert
the principles of democratic governance by voting, and the equal treat-
ment of shareholders.'*® However, real evidence of practical benefit
and actual support by other passive shareholders would mitigate such
risk. Proponents of the “director primacy” model of corporate govern-
ance would likely be ready to accept the argument that some forms of
minority shareholder activism in the name of ownership actually un-
dermine the collective interests of shareholders and other constituents
who make inputs into a firm, and disrupts the balancing and mediat-

4% Wirik G. Furubotn & Svetozar Pejovich, Property Rights and Economic Theory,
10 J. Econ. Literature 1137, 1148 (1972); Milhaupt, supra note 22, at 1151-52.
144 Most firms, of course, adopt a conventional division of powers model as found
in the Model Articles.

145 This principle may arguably be manifested in cases such as Brown v. British
Abrasive Wheel Co. [1919] 1 Ch. 290, 294; Dafen Tinplate Co. v. Llanelly Steel Co.
[1920] 2 Ch 124, 133, the redress against minority expropriation that may now be
found in § 994, although O’Neill v. Phillips (1999) 1 WLR 1092, 1102 has limited
its application somewhat. See also Principle 1 of the General Principles of the
Takeover Code, available at http://www.thetakeoverpanel.org.uk/new/codesars/
DATA/code.pdf.
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ing role that directors carry out as managers of the nexus of
contracts.'4®

The legal framework at present does not support treating
shareholders as direct interveners in issues that are reserved for man-
agement,"” and even the power of ratification does not extend to that.
The power to ratify is called upon after management has acted, and
not to preempt or direct management before management has acted.
Hence, sharcholder activism in issues such as calling for share
buybacks, and asking for firms to restructure their businesses or as-
sets, is tantamount to a form of illegitimate co-governance with man-
agement in the management of the firm.'*® However, even though
“property rights activism” is not arguably supported in theory and
principle, it is unlikely to be regarded unfavorably in the present cli-
mate. Shareholders have been indifferent for far too long to their in-
vestee companies and hence activism is not regarded as a malaise.!#?
Further, it is arguable that shareholder activism is not carried out on
a large enough scale to threaten the unwinding of any institution.!%°
Third, there may be regulator and industry support for such activism
as an accompanying social benefit may be derived from activists’
actions.

One should be wary of extremes and not regard selective activ-
ism as a cure for shareholder indifference that was the norm in the
1990s. Shareholder indifference is a different problem from share-
holder activism, and activism does not cure the problems of indiffer-
ence and generates problems of its own. Further, it is doubtful that
shareholder activism is few and far in between to warrant attention,
and we can expect to see more “legitimate” shareholder activism filling
the vacuum in “regulating” corporate governance pending regulatory
action. It is unlikely that shareholder activism is merely a rare and
peripheral issue. Finally, shareholder activism of hoth types is sup-
ported by the regulator and industry.'®' Although regulators and the
industry acknowledge that shareholder activists pursue their actions
chiefly for private benefit, there is accompanying social benefit that

'“¢ Stephen M. Bainbridge, Shareholder Activism and Institutional Investors
(UCLA School of Law, Law and Econ. Research Paper No. 05-20, 2005), available
at http:/ssrn.com/abstract=796227.

47 See Quin & Axtens v. Salmon, [1909] A.C. 442,

'** Lori Verstagen Ryan, Shareholders and the Atom of Property: Fission or Fu-
sion?, 39 Bus. & Soc’y 49, 57 (2000), available at http://bas.sagepub.com/cgi/con-
tent/abstract/39/1/49.

"9 See Mitchell, supra note 92, at 1505.

5% See Black, supra note 106, at 524-95.

151 See Department of Work and Pensions, Consultation Paper, Encouraging
Shareholder Activism, p. 4, 1 10, (2002), http:/www.dwp.gov.uk/consultations/con-
sult/2002/myners/shareact. pdf.
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flows from the activism, and that the existence of such social benefits
allows us to co-opt shareholder activists into the landscape of corpo-
rate governance, being a force for better corporate governance and bet-
ter run companies. Regulators see sharcholder activists as resourceful
actors that generate disciplining effects and hence contribute to “regu-
latory action.” However, in “property rights activism,” there are possi-
bly substantial private benefits to be gained, and such private benefits
would be argued below to be unjustified from a theoretical perspective.
Even if the extraction of private benefit by sharcholder activists also
produce certain social benefits in the network effects of collective
shareholder gains, it will be argued that these are likely to be illusory
and transient, and unlikely to be sustainable in the long run.

In the next Part, the article addresses the two questions: First,
what sort of private benefits does shareholder activism generate and
can these be justified? Second, how does the extraction of private ben-
efit through shareholder activism compare with the social benefits of
shareholder activism, and are shareholder activists therefore legiti-
mately enrolled into the regulatory landscape?'®?

C. The Costs and Benefits of Shareholder Activism

This article has so far introduced a typology of shareholder ac-
tivism, and argues that activism of the “open-ended contracting” type
may be theoretically supported but may, from case to case, generate
issues of unfairness and disproportionate appropriation of power by
activist minority shareholders. However, shareholder activism of the
“property rights activism” type is not theoretically supported, and also
raises issues of concern. Is it that our theory and legal framework
should be adapted and evolved in order to accommodate the private
and social benefits generated by shareholder activism, or should we be
skeptical of shareholder activism that is currently not well-supported
in theory and principle? This Part delves into the private and social
benefits generated by shareholder activism to ascertain whether there
is a case that should be made to legitimize shareholder activism, espe-
cially of the “property rights” type, and that our theory and legal
framework should be adapted in due course.

The motivations for private benefit extraction by activists who
are institutional investors or hedge funds have been discussed by
much existing academic literature. It has been argued that institu-
tional investors who produce quarterly or half yearly results in invest-
ment management to their beneficiaries are often motivated to show

152 Julia Black, Decentring Regulation, CURRENT LEcarL Pross. 103 (2001); Julia
Black, Enrolling Actors in Regulatory Systems: Examples from UK Financial Ser-
vices Regulation, Pug. L, 63 (2003); Colin Scott, Analyzing Regulatory Space: Frag-
mented Resources And Institutional Design, Pun. L. 32 (2001},
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the share price earnings on their portfolios, and may engage in activ-
ism'®? or vote with management'® towards that end. Although some
of these institutional investors may hold long positions of equity and
need not be considering an exit with abnormal returns, the gains on
paper are necessary to meet the obligations of these institutional in-
vestors to their fund beneficiaries. Hotchkiss, et al., also argue that
institutional investors display extremely sensitive responses in mar-
ket selling or buying around the periods where company earnings are
reported every quarter (in the United States), and show that their pre-
ponderant concern is for share price earnings.'®® Investors such as
hedge funds may hold shorter positions in equity with a mind towards
exit, and activism is generally carried out to maximize the earnings on
share price upon such exit.!*® Institutional investors as well as other
alternative investment vehicles such as hedge funds are primarily con-
cerned with the generation of abnormal returns based on increased
earnings on share price, although it is also documented that some pub-
lic pension funds engage in activism for other political reasons such as
augmenting its profile,’®” or that some shareholder activists may have
certain social or political issues they wish to drive in the
corporation,1°®

This Part argues that the principal private benefit extracted by
“property rights activists” is largely found in abnormal returns on
share price, and this private benefit does not translate into a social
benefit for the interest of the company, the real entity, and the other
constituents in the nexus. The perception of social benefit ensuing
from such activism is likely to be illusory, transient or unpredictable.

Commentators'®? suggested that shareholder value maximiza-
tion in a company is tantamount to the maximization of utility for all
concerned, a rather purist view of the aggregate good that individual
capitalism will necessarily entail. The findings from empirical litera-

153 Hendry, supra note 95.

151 Rov C. Smrri & Inco WaLTER, GOVERNING THE MODERN CORPORATION 14647
(Oxford 2006).

1% Edith S. Hotchkiss et al., Does Shareholder Composition Matter? Evidence
from the Market Reaction to Corporate Earnings Announcement, 58 J. Fin. 1469
(2003).

156 Allaire, supra note 116; Boyson & Mooradian, supra note 116; Clifford, supra
note 116.

5T See generally Roberta Romano, Public Pension Fund Activism in Corporate
Governance Reconsidered, 93 CoruMm. L. ReEv. 795 (explaining that public pension
funds face investment conflicts regarding that other investors do not which limits
shareholder activism).

1% See generally Lee, supra note 130 (discussing the relationship between share-
holder responsibility and corporate social responsibility).

139 Goldenberg, supra note 117, at 34; Friedman, supra note 117, at SM17.
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ture seem to suggest that shareholder activism in general (not distin-
guishing between the two types) may resuit in some abnormat returns
in share price at the announcement date of activism commencing'®®
and when the activism objectives have been achieved.’®' However,
there is also empirical evidence showing that abnormal earnings on
share price as a result of activism are not significant.’®® A cursory
meta-survey of empirical literature thus presents the result that
shareholder activismn often has some sort of effect on share price 1o
generate abnormal earnings on share price, but these are not gener-
ally significant enough on a consistent basis and do not reflect in im-
proved operating performance of companies. Indeed, empirical
evidence shows that shareholder activism does not have a significant
impact on the operating performance of the firm.'%? The firm’s actual
revenues, turnover, market share and profitability are possibly more
important to the other constituents in the nexus, such as employees
and management. The community in which the firm is operating, such
as charities in the community may benefit more from the firm in a
profitable year where donations may also be more generous, than from
increases in shareholders’ stock price earnings. Hence, the focus on
ahnormal share price increases in private benefit extraction by share-
holder activists may obscure the fact that many firms do not funda-
mentally become more successful in the long run. If this is so, one
should query whether the expense of activist resources and the costs
incurred by targeted companies are socially wasteful, compared to the
private gains made by activists on the share price earnings.

Fisch'®* also argues that it is narrow-minded for a firm to mea-
sure its value primarily in terms of shareholder gains, as stock price
performance and gains in sharehalder wealth do not show the actual
operating performance or profitability of the firm itself. The value of
the firm is not always reflected in its stock price,'®® and wealth trans-

10 Coyld be a Schedule 13D filing for activist shareholders acquiring more than
5% of equity with the view to influencing control of the issuer.

181 Bocht et al., supra note 110; Smith, supra note 131.

%2 Wahal, supra note 116; Karpoff, supra note 112.

163 Becht et al., supra note 110 (finding no statistically significant increase in op-
erating revenues; on hedge funds), Carleton, supra note 112; Smith, supra note
131; see Allaire, supra nofe 116; April Klein & Emanuel Zur, Entreprenesrial
Shareholder Activism: Hedge Funds and Other Private Investors {2006) http/pa-
pers.ssrn.com/sol3/papers.cim?abstract_id=913362. But see Boyson & Mooradian,
supra note 116 (finding that improved long term performance of companies is re-
portedly achieved through some forms of hedge fund activism).

19 Jill E. Fisch, Measuring Efficiency in Corporate Law: The Role of Shareholder
Prirmacy, 31 J. Corp. L. 637 (2006).

165 See Rugene F. Fama, Efficient Markets: A Review of Theory and Practical
Work, 25 J. Fin. 383 (1970). Other models of share price behavior have since
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fers of the firm to creditors and suppliers are completely ignored if one
takes only stock price performance as an indication of firm value.!%
This raises the question of whether private benefit extraction by
shareholder activists actually generate any wider social benefit for
others if the success or sustainability of the company in the long run is
not necessarily improved by the activism.

Further, it is also arguable whether, theoretically, the extrac-
tion of private benefits in the form of increased share price earnings
subverts the nature of the open-ended relationship between the share-
holder and the company in the nexus. As shareholders are a class of
residual claimants in the firm under the theoretical models of institu-
tional economics, if shareholders engage in activism in order to extract
private benefits in the form of improved share price and then exit the
company by selling the shares, such activism contributes to the share-
holder’s determination of its residual claimant status—since the
shareholder is trying to realize the value of the shares in order to close
the open-ended nature of his/her investment in the company.

This seems to give shareholders an unfair advantage in navi-
gating the nexus of contracts that constitute the firm. Even where exit
is not contemplated, and the activist shareholder is seeking to achieve
a certain level of share price earnings in order to boost the value of its
investment portfolio, it is also arguable that such behavior may go to-
wards mitigating the residual claimant’s risk in the long term by ex-
tracting short term benefits, again an unfair advantage over other
residual claimants (although some managerial excesses may arguably
also be similarly abusive in having a one-up against the rest of the
nexus). Thus, it is imperative to study whether the extraction of pri-
vate benefit in the short terms is effected at the expense of other
residual claimants in an open-ended relationship within the nexus.
Again, it is flawed to support the private benefit extraction by activist
shareholders based on a property rights thesis giving shareholders
supremacy over other constituents in the nexus. A property rights

arisen, including the random walk theory. See J. Tobin, On the Efficiency of the
Financial System, LLoyp’s Bank Rev. 1 (1984). However, the Martingale model
still continues to uphold efficient capital markets. See Stephen F. LeRoy, Efficient
Capital Markets and Martingales, 27 J. Econ. Lit. 15683 (1989); Eugene F. Fama,
Efficient Capital Markets I, 66 J. Fin. 1575 (1991). Behavioral finance has most
recently attacked the theory, and has many followers. See Stephen M. Bainbridge,
Mandatory Disclosure—A Behavioural Analysis, (2000) 68 U, Cin. L Rev. 1023;
RoseErT J. SHiLLER, IkkaTIONAL ExuBkrance (Broadway 2001); Robert Prentice,
Whither Securities Regulation? Some Behavioural Observations Regarding Propos-
als for Its Future, 51 Dukr L. J. 1397 (2002).

% William W. Bratton Jr., Enron and the Dark Side of Shareholder Value, 76
Tur. L. Rev. 1275 (2002).
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fabrication of “ownership” rights tends to exclude the other constitu-
ents in the nexus from asserting their countervailing interests.

Thus, the social benefit that accompanies private benefit ex-
traction by property rights activists is illusory, as benefits based on
improved share price earnings do not benefit many wider constituen-
cies other than shareholders. Further, if we accept that activist pri-
vate benefit extraction is a process that unfairly undermines the other
residual claimants and constituents of the firm, then any perception of
social benefit is also rather illusory. There are possibly some forms of
wider social benefit generated in the “open-ended contracting” type of
shareholder activism, for example, in asking for CEQO turnover or for
curbs on excessive executive pay. For this type of shareholder activ-
ism, empirical evidence reports mainly gains in share price earn-
ings,'®” but some long term gains to the eperating performance or
long-term sustainability of the company as well.’®® Hence, there is
some room to observe the social benefits of the “open-ended con-
tracting” type of activism and perhaps allow such forms of activism to
provide a form of self-regulation for long-term sustainability.

Hence, a better case may be made for “open-ended contracting”
activism and its legitimacy as such activism may have resulted in in-
stitutional reforms in the governance of the company to include more
non-executive directors and performance-related pay, that are more
acceptable to the other constituents in the nexus and the wider public
community, making the company “better-run” or “better-governed.”

167 Bacht et al., supra note 110; Smith, supra note 131, Carlos Alves & Victor
Mendes, Corporate Governance Policy and Company Performance: The Portuguese
Case, 2(3) Conp. GoveanaNce 290 (2004) (relating to where activists call for com-
panies to adhere to the best practices code of corporate governance).

168 Que Kenneth . Martin & Randall S. Thomas, The Effect of Shareholder Pro-
posals on Executive Compensation, 67 U, Civ. L. Rev. 1021 (1999), Lawrence L.
Brown & Marcus L. Caylor, Corporate Governance and Firm Operating Perform-
ance (2007), hitp:/papers.ssyn.com/sol3/papers.cfm?abstract_1d=814205 (arguing
that certain corporate governance changes do result in longer term returns such as
improved operating performance and returns on assets); J. Harold Mulherin &
Annette B. Poulsen, Proxy Contests, Shareholder Wealth and Operating Perform-
ance: An Analysis in the 1980s (1999), http://papers.ssrn.com/sol3/papers.cfm?ahb-
stract_id=5423 (arguing that removal of takeover defenses in the US and changes
in management secured positive results for operating performance of sampled
companies). But see Wei Ling Song et al., Does Coordinated Institutional Investor
Activigm Reverse the Fortunes of Underperforming Firms?, 38 J, FIN, Q. ANaLysis
317 (1999); Sanjai Bhagat & Bernard S. Black, The Uncertain Relationship Be-
tween Board Composition and Firm Performance, 54 Bus. Law. 821 (1899} (relat-
ing to where shareholder activism may pertain to changing the Board
composition); Victor Dulewiscz & Peter Herbert, Does the Composition and Prac-
tice of Boards of Directors Bear Any Relationship to the Performance of their Com-
panies?, 12 Corr, GovErNANCE 263 (2004).
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This may translate into quantifiable or qualitatively observable bene-
fits to the company and the wider nexus and community, such as in
improved operating performance, long term competitiveness, or a com-
pany’s better image, reputation and appeal.'®?

Regulators thus far seem to be encouraging of shareholder ac-
tivism generally, without making the distinction between the two
types of activism. This is understandable, given that a large part of
the legal framework regulating companies is enabling, and regulators
see shareholders as naturally co-opted to provide a form of regulatory
governance for companies they invest in. Regulators may not be able
to prescribe myriad minutiae for governing the nexus of contracts that
constitute the firm, and would naturally leverage on the contracting
process itself for parties to come to positions that protect their inter-
ests.!™ Hence, regulators’ benign disposition towards shareholder ac-
tivists is understandable, and the actions of sharcholder activists are
at the moment unregulated, subject (voluntarily) to best practices in
disclosure under the Institutional Shareholders Committee'”" or to
the set of best practices developed by the Hedge Funds Standards
Board, which are more concerned about preventing market abuse than
the substance of the activism itself.!”> However, regulators should be
wary of supporting shareholder activism just because shareholders are
in a position to be enrolled into the regulatory landscape.

The mandatory law in the United Kingdom, for example, sup-
ports forms of reversion of governance to shareholders, as discussed

169 galil Kumar Sen, Societal, Environmental and Stakeholder Drivers of Competi-
tive Advantage in International Firms (2006), http://papers.ssrn.com/sol3/papers.
cfm?abstract id=1009991; see G.A. STEINER & J.F. STERINER, Business, GOVERN-
MENT, AND Soc1eTY: A ManaGERIAL PErRsPECTIVE, TEXT AND CasEs (McGraw Hill/
Irwin 2006) (showing that businesses that take into account a wider context of
concerns generally tend to gain a competitive advantage in its market as well); W.
Lazonick, Investment in Innovation, Corporate Governance and Employment: Is
Prosperity Sustainable in the United States? (1998), http:/papers.ssrn.com/sol3/
papers.cfm?abstract id=114268; D. N. Rao, K. Shankariah & Ali Al-Hakmani, De-
veloping Customer Loyalty: A Case-study of National Bank of Oman (2003), http://
papers.ssrn.com/sol3/papers.cfm?abstract_id=438601 (opining that good corporate
governance contributes to a company developing customer loyalty and retention).
170 The idea that regulation is de-centered and enabling where there are various
parties in the landscape of a regulatory regime that may contribute towards self-
regulation, setting of standards and best practices and contractual resolutions.
See Scott, supra note 152, at 32; Black, supra note 152, at 103; Black, supra note
152, at 63.

Y 1SC, The Responsibilities of Institutional Shareholders and Their Agent s-
Statement of Principles (June 2007), http:/institutionalshareholderscommittee.
org.uk/sitebuildercontent/sitebuilderfiles/ISCStatementotPrinciplesJun07.pdf,

172 Hedge Funds Standards Board, The HFSB Standards, http://www.hfsb.org/
sites/10109/files/best_standards.pdf (last visited Feb. 24, 2009).
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earlier. Such mandatory governance is possibly motivated by the per-
ception of social benefit, as there is comparatively little cost in submit-
ting transactions to general meeting approval to gain the greater
benefit of preventing managerial abuse which could lead to corporate
demise.'”® If management indulges in self-dealing, for example, by
selling their assets to the firm at a high price, or by buying firm assets
for their own use at a below-market price, value from the firm is ex-
tracted to benefit managers, and such a value reduction in the firm
affects the share and residual value of the firm, hence affecting share-
holders, but may also affect the profitability of the firm, hence affect-
ing decisions with respect to employees and other stakeholders such as
suppliers. Over the long term, unchecked managerial abuse can snow-
ball into an irreparable hole in the company’s finances and cause com-
pany demise. The prevention of management self-dealing is more
effective than cure by shareholder or regulator litigation. Shareholder
litigation may suffer from a free riding problem, since the value reduc-
tion in the firm affects many other constituents, and which share-
holder would take the initiative to litigate amongst the lot? Regulator
litigation would mean that public money is used to subsidize the value
loss suffered by private parties in the nexus of contracts in the firm.
Hence, crafting mandatory governance by co-opting a particular group
of constituents to check and approve of management behavior in po-
tential conflict of interest situations may accord with those constitu-
ents’ interest, but may also achieve a wider social benefit for others not
co-opted in the governance.'™

Regrettably, with management scandals from Enron in 2002 to
the failure of several large investment banks such as Lehman Broth-
ers in 2008, the tide has so revolted against the managerial class so
that monitoring the manager is seen as absolutely necessary. Further,
much trust is increasingly being reposed in sharcholders, especially
activist ones, to play that role,'”® extending beyond the mandate of
mandatory law. However, this should not extend to an unconditional
support for shareholder activism. Regulators should examine care-
fully the types of sharcholder activism that are being mounted and to
consider carefully if theoretical support is tenable for the type of share-
holder activism carried out. Regulators then have to consider how the
private benefits extracted by shareholder activists may be compared to
any social benefit. The existence of some social benefit flowing from

173 For example, in the case of Parmalat in 2003.

1™ Gee generally Becht et al., supra note 110 (demonstrating some general read-
ings on “co-opting” private parties to participate in governance behavior that may
have wider social benefits).

175 Fditorial, Fin. TrvEs, Sept. 22, 2008 (“The first line of defence . . . remains the
shareholders of financial companies. They have done too little so far, and they
have suffered more than most as a result. Expect more diligence in future.”)
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the “open-ended contracting” type of activism should also not extend to
a wholesale endorsement of the more questionable “property rights ac-
tivism.” The costs incurred by companies in meeting activist demands
will have to be balanced against the possibility that activists may be
able to exit early and terminate in fact, their residual risk-bearing sta-
tus. Companies targeted for short term disposal of non-core assets
may entail constituency losses in terms of lost jobs or supply contracts,
and such short term losses have to be weighed up against any longer
term effects on the company and the community concerned. Although
it is arguable that reform in the United Kingdom law on directors’ du-
ties compels directors to take a long term view of the corporation and
the impact of their decisions on stakeholders,'”® the new provision is
subject to interpretation, and many commentators have warned'’’
that the provision will still allow shareholders’ interests to trump any
other concern. Besides, I have earlier argued that controls imposed
upon directors or penalizing directors are not likely to be constructive
in addressing aggressive shareholder activism of the “property rights”
type. Ultimately, regulators should not automatically see sharcholder
activism as a complementary regulatory force or as a substitute for
regulation,'”® but should discern what aspects of shareholder activism
are desirable market characteristics that perpetuate self-regulatory
behavior and what aspects may result in losses and externalities, and
may warrant some form of regulatory control instead.'™

The article is aware of the merits of various proposals already
suggested by academics to control certain shareholder behavior, al-
though it is not ready to take a position on any of the suggestions. For
instance, Anabtawi and Stout'®® argue that activist shareholders
should be subject to fiduciary duties similar to those imposed on direc-
tors, as activist shareholders may also have self-serving tendencies in
their activist behavior that conflicts with the company’s interests. Ac-
tivist shareholders may hold investments in the company in the form

116 See Companies Act, 2006.

T Daniel Attenborough, The Company Law Reform Bill: an Analysis of Directors’
Duties and the Objective of the Company, Company Law. 162 (2006); Mary Arden,
Reforming the Companies Acts—the Way Ahead, J. Bus. L. 579 (2002); Andrew
Keay, Section 172(1) of the Companies Act 2006: an Interpretation and Assessment,
Company Law, 106 (2007).

18 Neil Fligstein & Robert Feeland, Theoretical and Comparative Perspectives on
Corporate Governance, 21 Ann. Rev. or Soc. 21 (1995) (noting regulatory inter-
vention as a “leftover” response to patch up what may be missing from shareholder
actions).

T There is existing literature discussing forms of control or restraint to be im-
posed on activist behavior, but recommending a particular measure of control or
restraint is beyond the scope of this paper.

180 Anabtawi & Stout, supra note 126, at 1255,



158 RICHMOND JOURNAL OF GLOBAL LAW & BUSINESS [Vol. 8:2

of equity, bonds, hybrid instruments, and derivatives of these invest-
ments, and certain actions affecting the company’s assets may trigger
gains in the particular instrument the investor holds. Further, hedge
funds have engaged in empty voting, i.e. holding onto voting rights
without a concern for economic rights that are being hedged away, and
it is queried as to whether empty voting is done with motivations that
may benefit the company and other stakeholders. Activist sharehold-
ers may also push for CEO removal if the CEO is not in favor of pursu-
ing policies that may confer private benefits on certain shareholders—
for example, pension fund shareholders may push for management
friendly to unions. In light of such potentially self-serving behavior
that may be allowed as shareholders are not regulated to owe “duties”
to the corporation or fellow shareholders, Anabtawi and Stout suggest
that it is apt to impose fiduciary duties on such shareholders. How-
ever, they acknowledge that some of the problems of this proposal are
that sharcholder activism is generally influential in nature and how it
precipitates certain management action is uncertain. Hence, thereis a
“cqusation” issue in connecting up the activism to the ultimate corpo-
rate decision that is made that may be influenced or pursuant to the
activism. The degree of “control” a shareholder activist has is not nec-
essarily dependent on voting power, or percentage of stake, and diffi-
culties may abound in showing the causation between the activism
and the corporate outcome.'®!

Another possible instrument of control that may be imposed on
activist shareholders is disclosure, such as a Schedule 13D filing in the
United States, but may be expanded to declare intentions of activism,
the structure of the shareholder stake including how voting rights,
cash flow rights, and other rights such as liquidation or dividend
rights are structured, so that other shareholders may have some scru-
tiny on how the activist shareholder is behaving. This form of control
is less prescriptive and relies on other shareholders to resist activism
that they consider adverse, but whether such resisting shareholder ac-
tion may also be motivated by other self-serving concerns is another
concern.

At the moment, this article argues that it is imperative to rec-
ognize that “property rights activism” is theoretically and legally dis-
concerting and we should address our minds to this, and not just when
adverse consequences are actually seen.

IV. CONCLUSION

It is imperative that sharcholder activism be analyzed in the
typologies suggested in this article in order to discern the issues that

181 Deborah Demott, The Mechanisms of Control, 13 Conn. J. Int'L L. 233, 246
(1993).
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need to be addressed. This article has, however, refrained from any
premature suggestion that one policy or another may resolve the con-
cern. This article first examines the theoretical and legal conception of
being a shareholder in a company. It argues that, by critically examin-
ing the internal and external dimension of proprietary ownership in a
share, and the legal framework in the United Kingdom surrounding
the aforementioned two dimensions, “shareholdership” does not,
strictly speaking, amount to “ownership” of any part or the whole of a
company. However, the unique position of the shareholder in the gov-
ernance of a company under the law is shaped by three sets of some-
times competing theoretical frameworks: the real entity of the
company, the recognition in the law for the competing interests in the
nexus of contracts constituting the company, and mandatory law that
seems to treat shareholders as the primary group of residual claimants
in the company. These have given rise to an aggregate framework
that significantly co-opts shareholders into the governance process of a
company. Hence, although U.K. law does not unequivocally accept
share ownership as “ownership” in relation to a company, there is a
fairly generous regime of rights and powers for shareholders and a cli-
mate of rather benign perception of minority shareholder activism in
widely-held public companies.

The above examination lays the foundation for our study into
shareholder activists’ activities, and how these may be accommodated
within the theoretical and legal frameworks fabricating “shareholder-
ship” in the United Kingdom. The article examines the types of activ-
ism carried out and categorizes two main types of activism: first,
activism in relation to modifying and defining open-ended terms in the
contractual relationship between shareholders and the company as
part of the nexus of contracts, and, second, activism that amounts to a
form of co-governance with management, influencing the making of
certain decisions over the allocation of company property. The first
type of activism, termed as “open-ended contracting,” is largely sup-
ported by the theoretical conception of shareholders as part of the
nexus of contracts and under the enabling legal framework of company
law. However, the manner in which the activism may be carried out
may have to be considered and examined further, if such activism is
based on a fabrication of “ownership” rights that are not theoretically
or legally supported. This article also examines the private and social
benefits that ensue from this type of activism, and calls for a generally
more comprehensive and long term assessment of cost-benefit in al-
lowing or encouraging such activism.

As for the second type of activism termed as “property rights
activism,” such activism is of a different nature, and is arguably tanta-
mount to co-governance with management. Co-governance by share-
holders in issues traditionally reserved for management, and that may
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have allocational economic effects on corporate property, is unlikely to
be theoretically supported. Further, such activism may bring about
the permanent undermining of stakeholders’ interests, and this article
argues why those critics who are of the view that sharcholder activism
and maximization of sharcholder interests would benefit stakeholders
are mistaken. The extraction of private benefit by “property rights”
activism may not be outweighed by any ensuing “social benefit,” at
worse, any social benefit may arguably be illusory or transient. An
appeal to social benefit in supporting this type of activism is likely to
be misplaced. The view taken in this article is that there should be
more skepticism regarding “property rights” activism.

The theoretical approach taken in this article allows us to dis-
tinguish two different types of shareholder activism and discuss in de-
tail whether these activities can be supported within the theoretical
and legal frameworks. This is in order to discern not only the founda-
tional soundness of such activities but also the costs and benefits that
follow from such activities. This approach will hopefully become a
platform for future discussions on shareholder activism, and the social
and legal approaches taken towards it.



LAMBS INTO LIONS: THE UTILIZATION OF
CHILD SOLDIERS IN THE WAR IN IRAQ AND
WHY INTERNATIONAL AND IRAQI LAWS ARE

FAILING TO PROTECT THE INNOCENT

Anna-Liisa Jacobson®**

. INTRODUCTION

Children are often the unintended victims of armed conflicts
worldwide, and end up suffering far more than those participants in
armed conflicts who are fully-grown. They see tragedy at a very young
age and their lives are forever shaped by the catastrophic worldview
that they develop as children. “In the last decade of warfare, more
than two million children have been killed, a rate of more than 500 a
day, or one every three minutes, for a full 10 years.”' Additionally,
twenty-three percent of armed forces worldwide—eighty-four out of
three hundred sixty-six total—use children aged fifteen and under in
combat.” Eighteen percent of the total armed forces worldwide use
children aged twelve and under.?

Although the use of child soldiers in armed conflicts has be-
come a recognized issue throughout the world in recent decades,?
much of the focus on child soldiers is centered on African nations.
Tragically, the use of child soldiers is occurring in an armed conflict
that is hitting much closer to home; the conflict in Iraq. Although
more media attention is being devoted to the plight of Iraqi child
soldiers, much of their struggle to survive and the appalling conse-
quences of this situation are relatively unknown, and often ignored.

In 2006, CNN issued a news article detailing the report of the
United Nations Assistance Mission for Iraq on the use of child soldiers
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in Iraq.® The results of the report are positively shocking, and abso-
lutely heartbreaking. “A boy said to be aged between 10 and 13 years
allegedly carried out a suicide bombing targeting the police com-
mander in the city of Kirkuk. Later that month, two boys aged 12 and
13 years reportedly carried out attacks against [U.S.-led forces] in Fal-
lujah and Hweeja, respectively.”® The report further estimated that
twenty percent of the civilian deaths in Iraq were of women and
children.”

This article discusses the current situation in Irag regarding
the use of child soldiers in armed combat, and provides an analysis of
why international and Iraqi laws are failing to protect Iraqi children.
The next section addresses the current use of child soldiers in Traq and
provides background on the conflict in Iraq and the prior use of child
soldiers in the Iran-Iraq war. The third section discusses the current
conditions in Iraq and the effect that these conditions are having on
children. The fourth section discusses the Islamic laws providing pro-
tection for children and details the development of this area of law.
The fifth section addresses the relevant international law provisions
protecting children, such as the Convention on the Rights of the Child
and the Optional Protocol to this Convention. The final section pro-
vides an analysis of why these international provisions are failing to
protect Iraqi children from becoming child soldiers, and what can be
done to save them.

II. SADDAM’S LION CUBS: CHILD SOLDIERS IN IRAQ

Although much of the attention regarding child soldiers in Iraq
is currently focused on the present conflict in Iraq, the use of child
soldiers by Iraqi militants has existed for decades. The first modern
use of child soldiers in the Middle East actually took place during the
Iran-Iraq war in the 1980s.® Today in the Middle East, “[c]hildren are
engaged in fighting in Algeria, Azerbaijan, Egypt, Iran (as part of rebel
groups now fighting against the regime), Iraq, Lebanon, Sudan,
Tajikistan, and Yemen.” Children, often younger than fifteen years
old, are involved in the fighting among a number of radical Islamic
groups.'® In Palestine, young teens are at the center of the fighting,
comprising seventy percent of the participants in the intifada.'!

® UN Reports Children Used as Combatants in Irag, CNN.com, Jan. 19, 2006
http://www.cnn.com/2006/WORLD/meast/O1/18/iraq.rights/index.html.

6 Id. (alterations in original).

7 Id.

& Singer, supra note 1, at 32,

% Id.

10 14

W Id



2008 LAMBS INTO LIONS 163

A, The Iran-Iraqg War

Iranian law, based on the Qur’anic shari’ah, “forbids the re-
cruitment of children under 16 into the armed forces.”' Several years
into the conflict between Iran and Iraq however, the Iranian regime
began to weaken.'? The Iranians opted to forgo their Qur'anic law,
and in 1984 Iranian President Ali-Akbar Rafsanjani pronounced that,
“all Iranians from 12 to 72 should volunteer for the Holy War.”'* As a
result, thousands of children were forced out of their schools, “indactri-
nated in the glory of martyrdom, and sent to the front lines only lightly
armed with one or two grenades or a gun with one magazine of ammu-
nition.”*” Keys were placed around their necks, which were to symbol-
ize their imminent entrance into heaven. These children comprised
the first waves of attackers used to clear paths through the minefields
with their bodies and “overwhelm Iraqi defenses.”'® Ayatollah
Khomeini, Iran’s spiritual leader during this conflict, asserted that
these children were helping Iran to achieve “a situation which we can-
not describe in any way except to say that it is a divine country.””

Iraq responded to Iran’s use of child soldiers by enrolling chil-
dren in their own army.'® Iraqi leader Saddam Hussein created an
entire system orchestrated toward pulling children into military con-
flict.'® As part of his plan, he developed the Ashbal Saddam, or Sad-
dam’s Lion Cubs.?® Saddam’s Lion Cubs was a paramilitary force
comprised of boys between the ages of ten and fifteen, although some
sources indicate that children as young as five years old were enrolled
in this group.?! Boys between the ages of twelve and seventeen were
able to attend a month long military training camp during the summer
holidays.?® These children received training in the use of small arms
and light infantry tactics.”® They were also trained in hand-to-hand
combat and learned how to rappel from helicopters.?* More than 8000

s Id.
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young Iragis were members of Saddam’s Lion Cubs in Baghdad
alone.?®

Senior military officers who supervised the camps noted that
the children participating in the program were held under the “physi-
cal and psychological strain” of training sessions that lasted as long as
fourteen hours per day.”® At times there were not enough children to
fill all of the vacancies in the camp, and as a result, families were
threatened with the loss of food ration cards if they refused to enroll
their children in the course.?” Additionally, authorities reportedly
withheld school examination results from children unless they regis-
tered with the military training camps.?®

It is believed that Saddam’s Lion Cubs were being trained as
young volunteers for Saddam’s Fedayeen fighters.?® The paramilitary
Fedayeen Saddam, or “Saddam’s Men of Sacrifice,” was founded by
Saddam Hussein’s son Uday in 1995.%° The Fedayeen were reportedly
composed of 18,000 to 40,000 troops; mainly young soldiers recruited
from regions of Iraq loyal to Saddam Hussein.?' Within the Fedayeen
there was an elite group known as the “Death Squadron” who carried
out executions, often in the homes of their victims. They operated
completely outside of the law with a disregard for political and legal
structures.®*

B. Operation Iraqi Freedom

The United States’ invasion and subsequent occupation of Iraq
began on March 19, 2003, after a report indicated that Saddam Hus-
sein was hoarding “weapons of mass destruction.”™® Specifically, on
March 30, 2003 former Secretary of Defense, Donald Rumsfeld stated,
“we know where [the weapons of mass destruction] are. They’re in the
area around Tikrit and Baghdad and east, west, south and north
somewhat.”* Relying on this perspective, the United States invaded
Iraq.

%5 Singer, supra note 1, at 32.

%6 Military, supra note 21.
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A pivotal moment for the United States government came on
April 9, 2003 when the regime of Saddam Hussein was toppled.*® On
April 15, 2003, Iraqi representatives at a United States-brokered
meeting agreed to work towards a new democratic Iraq. In July of
2003, the Iragi Governing Council (“IGC”) met for the first time, and
consisted of twenty-five Iraqi nationals chosen by the United States-
led coalition.®® In August 2003, the United Nations’ Baghdad Head-
quarters was destroyed in a bomb blast, which killed at least twenty
people and injured around one hundred. As a result, a number of in-
ternational agencies elected to remove their staff from Iraq’s capital.?”

On October 16, 2003, the United Nations Security Council
voted unanimously in favor of a revised United States text layi ng out
Iraq’s political future.?® The resolution maintained the dominant role
of the United States administration but asserted that there should be
a transfer of both Iraqi sovereignty and government back to the people
of Iraq.”® On November 15, the IGC announced that the United
States-led coalition would hand over power to the Iraqi transitional
government by June of 2004.%° One of the responsibilities of this tran-
sitional government would be to prepare for a completely sovereign
Iragi government to be developed by 2005, following a general clec-
tion."’ On December 30, 2003, Saddam Hussein was captured after
hiding in an underground cellar.*®

In March 2004, the interim Iragi constitution was agreed upon
by the IGC, and included a bill of rights, and recognized Islam as a
source of legislation.”® On May 28, 2004, the IGC named Iyad Allawi
Prime Minister of the interim government. After he chose his cabinet,
the IGC was dissolved.** The United Nations Security Council unani-
mously approved the resolution to end the formal occupation of Iraq on

* Timeline: Irag After Saddam, http://news.bbe.co.uk/2/hi/middle east/4192189.
stm (last visited Feb. 20, 2009).
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June 30, 2004, and transfer sovereignty to an interim Iraqi adminis-
tration.*® One month later the Iraqi National Conference selected a
one hundred seat national assembly to oversee the interim govern-
ment until the national elections.*® The elections were held on Janu-
ary 30, 2005, and marked the country’s first multi-national party
election in over fifty years.*” In April 2005, the Iraqi Parliament en-
ded weeks of gridlock by electing Kurdish Jalal Talabani as the Iraqi
interim President.*®

On August 28, 2005, the Iraqi draft constitution was approved
by Kurdish and Shi’a negotiators, however the Iragi Sunni leaders re-
jected the constitution and called upon the United Nations and the
League of Arab States to intervene.*” The constitution was put to a
vote on October 15, 2005, and was subsequently voted on, and adopted,
by millions of people.”® Although the Sunni Arabs boycotted the elec-
tions in January of 2005, they participated in the December elections
for the full-term government in large numbers.?’ The Shi’a-led United
Iraqi Alliance was announced as the winner of the election even
though they failed to garner an absolute majority, taking 128 out of
the 275 seats, which was just ten seats short of a majority.?” On April
22, 2006, President Jalal Talabani solicited Shi'a politician Nouri
Maliki to form the government, following months of political deadlock
and with the hope of ending “violent sectarian divisions.””

In August of 2006, Saddam Hussein and his cousin Ali Hassan
al-Majid, also known as “Chemical Ali” went on trial for their role in a
military campaign against the Kurds in northern Iraq in the 1980s,

* Id.

46 14 This national assembly had the power to veto legislation and approve the
2005 budget. Id.

47 Timeline: Iraq After Saddam, http://news.bbe.co.uk/2/hi/middle_east/4192189.
stm (last visited Feb. 20, 2009).

48 14 The election of Talabani was seen as a tremendous victory for the Iragi
Kurdish community which had suffered immensely under the regime of Saddam.
Id. In June of 2005 Massoud Barzani was sworn in as the regional president of
Iraqi Kurdistan. Id.

4 I1d. The League of Arab States is a voluntary association of twenty-two member
states which work together to strengthen ties between the member states in the
Middle East. For more information on this organization and its founding, see
http:/news.bbe.co.uk/2/hi/middle_east/country_profiles/1550797.stm (last visited
Feh. 20, 2009).

50 Timeline: Iraq After Saddam, http://news.bbe.co.uk/2/hi/middle_east/4192189.
stm (last visited Feb. 20, 2009).

lId.

52 14, Kurdish parties won fifty-three seats and the main Sunni Arab bloc took
forty-four. Id.

% Id.




2008] LAMBS INTO LIONS 167

killing over 180,000 people.”® In September the United States an-
nounced that it was handing over some control over the Iraqi naval
and air force, and United Kingdom and Italian forces handed over con-
trol of the Dhi Qar province.”® Saddam Hussein was sentenced to
death by hanging on November 5, 2006, after being convicted of crimes
against humanity. His sentence was carried out on December 31,
2006.°¢ Although the handover of power has been initiated, the
United States in the early part of 2007 approved more United States
troops to be sent to Iraq.””

Although the United States invasion and occupation of Iraq led
to the downfall of Saddam Hussein’s regime, the use of child soldiers
by militant Islamic groups has not ccased.”® Reports from soldiers
participating in the occupancy, as well as reports from journalists re-
porting in Iraq, indicate that child soldiers are active participants in
the current conflict.??

C. Child Soldiers in the Current Iraq War

In the current conflict in Irag, American forces have encoun-
tered Iraqi child soldiers in armed conflicts in at least three cities;
Nasariya, Karbala and Kirkuk.®® This is in addition to the multitudes
of children that were used as human shields by Saddam loyalists dur-
ing the conflict. As the insurgency gained momentum in the spring of
2003, the rebel leaders aspired to mobilize this “cohort of trained and
indoctrinated young fighters.”®* During the months following the flare
up of the insurgency, incidents between United States forces and
armed Iraqi children became more prevalent. There have been reports
of child snipers as well as an incident where a fifteen-year-old threw a
grenade into an American truck, resulting in an American Army sol-
dier’s leg being blown off.?> Additionally, it has been reported that the
Iraqi Fedayeen paramilitaries used children as human shields during
battle.f® A commander from the Royal Scots Dragoon Guards “wit-
nessed at least four or five children, aged between five and eight, being
grabbed by the scruff of the neck and held by Iraqi fighters as they
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crossed a road in front of his tank.”®* The commander stated that the
Fedayeen were using the children as human shields, and he was forced
to cease fire as he was concerned about striking the children.®”

As the fighting gained momentum in the spring of 2004, child
soldiers were serving not only Saddam Hussein’s loyalist forces, but
radical Shi’a and Sunni insurgent groups as well.®® In the battle to
retake the city of Fallujah in November 2004, U.S. Marines recounted
numerous instances of being “fired upon by 12 year old children with
assault rifles.”®” As a result of children being used by rebel insurgent
fighters, British forces in 2005 had detained more than sixty juveniles
during their operations in Iraq.%® U.S. forces captured more than 107
Iraqi children determined to be “high risk security threats.”® Most of
these juveniles were detained at Abu Ghraib prison.™

In 2006 the United Nations reported on the disturbing trend of
child combatants fighting in the war in Iraq.”" The report stated that,
“[a] boy said to be aged between 10 and 13 years allegedly carried out a
suicide bombing targeting the police commander in the city of
Kirkuk.””? The report also documented an incident which occurred
later that same month, where two boys aged twelve and thirteen car-
ried out attacks against U.S.-led forces in Fallujah and Hawija.”® In
addition, the report also focused on general violence against children,
estimating that twenty percent of all civilian deaths in the Iraq war
are of women and children, and that Traqi children “are gravely af-
fected by the ongoing violence.”"*
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D. Turning Lambs into Lions: The Transformation from “Child” to
“Child Soldier”

Although it has been well documented that child soldiers are
engaged in battlefields worldwide, including in Iraq, the process on
how a child becomes a child soldier varies, with many factors coming
into play. International law defines a child soldier as “any person
under the age of 18 who is a member of or attached to government
armed forces or any other regular or irregular armed force or armed
political group, whether or not an armed conflict exists.””® Child
soldiers perform a variety of tasks ranging from “participation in com-
bat, laying mines and explosives, scouting, spying, acting as decoys,
couriers or guards, training, drill or other preparation, logistics and
support functions, portering, cooking and domestic labor, and sexual
slavery and recruitment for sexual purposes.””®

The above examples of the activities child soldiers engage in
are the by-product of becoming a child soldier, and the road leading to
this destination can take a variety of paths. The transformation of a
child into a combatant “begins with recruitment, either through ab-
duction or ‘voluntary’ means.””” “Recruitment is rapidly followed by
cruel but straightforward methods of training and conversion.””® Vio-
lence is often utilized within each stage of the transformation, with the
ultimate aim of the process being the fostering of a child’s dependence
on the armed organization, which inhibits their escape. Generally the
recruiters are provided with “conscription targets” that change accord-
ing to the group’s needs and objectives.”® The decision to carry out the
recruitment operations is also based on efforts to maximize recruit-
ment efforts. The normal targets are secondary schools or even or-
phanages, where children can be collected out of the reach of their
parents.®°

Some children “choose” to become child soldiers, and as a result
the groups that they join will claim that since the decision was volun-
tary no moral codes were broken.®' It is estimated that nearly two out
of every three child soldiers worldwide “have some sort of initiative in

0 Questions and Answers, Coarrtion To Stop THE Usk or CiiLp SoLpiigs, http:/
www.child-soldiers.org/childsoldiers/questions-and-answers (last visited Feb. 20,
2009).
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their own recruitment.”®® The classification of this voluntary recruit-
ment is deceptive, however, as most children join armed groups be-
cause they are driven to do so by forces that are outside the realm of
their control.®?

Economic motives are especially strong, since hunger and pov-
erty are often rampant in conflict zones.®* “Children, particularly
those orphaned or disconnected from civil society, may volunteer to
join any group if they believe that this is the only way to guarantee
regular meals, clothing, or medical attention.” Children may also
join armed forces for a sense of protection, because they believe they
would be safer in a conflict group with guns of their own rather than
trying to survive while being surrounded by violence and chaos.®
Children in conflict zones also “may have personally experienced or
been witness to the furthest extremes of violence, including massacres,
summary executions, ethnic cleansing, death squad killings, bomb-
ings, torture, sexual abuse, and destruction of home or property . ..
thus vengeance can also be a particularly powerful impetus to join the
conflict.”®” Other times, deceit and false promises are used to goad
children into joining armed forces. Finally, some armed groups prey
on the fact that adolescents are often at a stage in life when they are
seeking to define who they are, and conflict groups can offer them the
idea of heroism and also a place of membership or acceptance in a
group.®® This is especially enticing in areas where children feel de-
fenseless or victimized.®®

The current economic, social, and political environment in Iraq
is providing a fertile atmosphere for children to become drafted into
insurgent groups.?® Children are living in desolate conditions with lit-
tle opportunity to obtain essential necessities.”’ For these children,
insurgent groups provide shelter, food, and supplics.”® Unfortunately,

52 Id, at 35-36 (“For example, estimates are that 40 percent of the FARC’s child
soldiers are forced into service, and 60 percent joined of their own volition. An-
other survey in East Asia found that 57 percent of the children had volunteered.
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this comes at the very high cost of participating in an armed group at
such a young age.

III. TRAQ'S WASTELAND

One of the most unfortunate by-products of war is the utter
devastation that is wreaked upon the invaded country, in social, politi-
cal, economic, and physical terms. Iraqis are facing distressing living
conditions, such as a lack of adequate water, medical care, education,
and housing.”® According to an July 2007 Oxfam International report,
the living conditions in Iraq have “deteriorated significantly since the
U.S.-led invasion in 2003, leaving nearly one-third of the population in
need of emergency aid . . . .”** In fact, seventy percent of Iraqis lack
adequate water supplies compared with fifty percent in 2003.7> Addi-
tionally, more than four million people have been displaced, with wo-
men and children comprising the majority of displaced individuals.”®
Further compounding the crisis, the funding for humanitarian aid to
Iraq has decreased “from $453 million in 2005 to $95 million in
2006.”°7 “Iraq’s civilians are suffering from a denial of fundamental
human rights in the form of chronic poverty, malnutrition, illness, lack
of access to basic services, and destruction of homes, vital facilities,
and infrastructure, as well as injury and death.”® In terms of the de-
struction of life, it is estimated that as many as 83,783 Iraqi civilians
have died since the U.S. occupation of Iraq.”

As more Iragqi civilians become physical casualties of the war,
the chance for medical care becomes increasingly scarce. Health care
facilities are barely able to cope with the mass casualties that pour

9 See Megan Greenwell, A Dismal Picture of Life in Iraq: Nearly a Third of Popu-
lation Needs Emergency Aid, Report Says, WasH. Post, July 31, 2007, at Al4,
available at http//www.washingtonpost.com/wp-dyn/content/article/2007/07/30/
AR2007073001708.html.
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into their facilities on a daily basis.’® Even when medical facilities
are available, many people will not go out of fear, because patients and
medical staff are frequently threatened and targeted.’®! In addition to
the medical crisis, there are also food shortages coupled with unem-
ployment and rising poverty levels.’®® As a result, families are forced
to rely on government food distributions to cover their needs, as a re-
ported one third of the population lives in poverty, with over five per-
cent in extreme poverty.'®® The impoverishment of families is often
self-inflicted out of fear as families are afraid to leave their homes to
look for work or send their children to school, as random violence and
kidnapping for ransom are constant threats.'®*

When children are left without resources and are abandoned
into destitution, they look for outlets for help. When beneficial outlets
are in short supply, children can be easily drawn towards paramilitary
groups, as discussed in the previous section of this article.'®® “In Iragq,
children as young as 3 are out in the streets, shining shoes, washing
cars, collecting garbage and selling sweets, water, ice, cigarettes—any-
thing to make some money.”'¢ This places children at “immense risk
of becoming delinquent, bitter and falling in with extremist organiza-
tions for lack of hope or anything to do.”'" “Children are uniquely vul-
nerable to military recruitment and manipulation into violence
because they are innocent and impressionable.”’®® Whether these
children are forced to join armed groups or merely enticed, the fact
remains that they are victims and the consequences are incomprehen-
sible.’® Subjected to abuse and witnesses to death and murder, the
long-term psychological consequences are often irreparable.11¢
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A. The Lost Age of Innocence: The Tragic Effects Armed Conflict
has on Children

Although the physical damage done to children who are caught
in the crossfire of armed conflicts is traumatic, it is often the mental
and psychological wounds which are hardest to heal. “Iraq’s conflict is
exacting an immense and largely unnoticed psychological toll on chil-
dren and youth that will have long-term consequences. . . .”''' Many
children are murdered in locations that are normally regarded as safe
havens for children such as playgrounds, soccer fields, and schools.'!?
“Violence has orphaned tens of thousands.”''?

Haider Abdul Muhsin is one of a very few psychiatrists in Iraq
who recently began focusing on children after the invasion of Iraq.''*
In a span of six months he treated 280 children and teenagers for a
range of psychological problems, and in the span of a year he saw more
than 650 patients.'' Many of these children exhibit symptoms simi-
lar to children in other war zones such as Lebanon, Sudan, and the
Palestinian territories.!'® They suffer from anxiety, depression, have
recurring nightmares, wet their beds, and have problems learning in
school .17

A World Health Organization survey of 600 children aged three
to ten in Baghdad reported that forty-seven percent had been exposed
to a “major traumatic event over the past two years.”’'® Additionally,
fourteen percent of the group surveyed exhibited symptoms of post-
traumatic stress disorder.’' Complicating the situation further is the
stigma surrounding psychiatrists that is present in Iraq.'?® Those
who have overcome the stigma and seek help, however, are often una-
ble to get it as they might live in remote or dangerous areas with no
access to Baghdad.!?!

""! Sudarsan Raghavan, Iragi Youth Face Lasting Scars of War: Conflict’s Psycho-
logical Impact on Children is Immense, Experts Say, WasH. Post, June 26, 2007,
at A01, available at http://'www.washingtonpost.com/wp-dyn/content/article/2007/
06/25/AR2007062501952.html.
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An integral factor playing into the mental health crisis of Iraqi
children is the unfortunate fact that many of them have been or-
phaned or abandoned by parents who can no longer afford to care for
them.!22 The United Nations Children’s Fund (“UNICEF") estimated
that in the past year, tens of thousands of children lost either one par-
ent or both parents to the conflict.'*® “The tragedy is that there’s an
upswing in number of children who are losing parents, but you see a
decrease in the ability of the government, the community and even the
family to care for separated and orphaned children because of violence,
insecurity, displacement, stress and economic hardship.”#* Children
who are orphaned or abandoned are at the highest risk of becoming
conscripted into armed insurgent groups.

As the Iraqgi government and the allied forces work to develop
Iraq’s infrastructure and combat many of the debilitating social, politi-
cal, and economic issues, their progress is consistently marred by the
unrelenting efforts of insurgent groups. As will be discussed below,
the insurgents are not only infiltrating the minds of adults, they are
also having a strong impact on the minds of children.

B. Uncontrollable Lions: The Insurgency

Much of the destruction occurring in Iraq is not only the result
of foreign occupation, but also the much larger issue of inadequate in-
ternal security.'?® “The societal forces defining the security environ-
ment in Iraq today are enormously diverse, complex, and violent and
they directly affect the stability of the broader Middle East.”**® The
conflicts in Iraq stem from “differences over religion, from historical
divides, and from disputes in Iraqi society that were unleashed follow-
ing the invasion of Iraq in 2003.”**" The security crisis occurring in
Iraq has been caused by the uprising of militant or insurgent armed
groups.'®®

The insurgency began in Iraq after the U.S. invasion and the
downfall of Saddam Hussein’s regime, and was started by the hard-
line Arab Sunni Ba-athists.!?® These Sunni insurgents targeted Coali-
tion forces, Iraqi forces, governmental personnel and sympathizers,
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Shi'a Iraqis, and militia members.'?° The 1920 Revolution Brigades,
the Islamic Front of Iraqi Resistance, and the Mujahideen Army are
currently the main insurgent groups operating in Iraq and are be-
lieved to be responsible for seventy percent of all insurgent attacks.'!
These groups are composed of former soldiers and Sunni Arab civilians
led by former Iraqi military officers.’ The Sunni insurgent groups
have one main goal, which is to restore Sunni rule in Iraq.'®?

On the opposite side of the insurgency are the Shi'a militias,
which contain approximately 80,000 members in Iraq.’™ Although
they were in existence under the Ba’athist regime, they grew rapidly
in number after the Coalition invasion of Iraq, “in part to fill the secur-
ity vacuum left by the sudden collapse of Saddam Hussein’s regime,
and also to ensure that the Ba’athists would not rise again.”'?® Al-
though the Shi’a make up the majority in Iraq, they remain uncertain
about their future role in Iraq.'?®

Approximately 60,000 of the militia members belong to Jaysh
al-Madhi, 15,000 belong to the Badr Brigades, and 5000 belong to
smaller organizations.'®? Jaysh al-Madhi controls Sadr City, which is
a slum in Baghdad containing over 2.5 million Iraqis, and this group is
also increasingly more active in southern Iraq.'*® Although this group
is a critic of the Coalition forces, their leadership has encouraged them
to avoid direct confrontation with Coalition forces.™ Unfortunately
they are struggling to retain control of all of their factions, and in-
creasing Iranian influence over the militant arm is developing.'*® The
Badr Brigade is the Iranian-trained military wing of the Supreme Is-
lamic Iraqi Council, which is the largest Shi'a political party.'*' This
group controls most of the seats in the Iraqgi Parliament and governing
coalition, and ig led by Hadi al-Amiri who is a member of the Iraqi
Parliament, 142

Both of these groups are believed to have infiltrated the Iraqi
government’s ministries and military forces.** In addition, Iran is be-

130 1d. at 28-29.
B Id. at 29,
o dJones, supra note 126, at 29.
133
Id.
1% Id. at 30.
135 Id
136 Id.
137 Id
138 Jones, supra note 126, at 30.
139
Id.
0 Id.
141 Id
142 Id.
143 ld.



176 RICHMOND JOURNAL OF GLOBAL LAW & BUSINESS [Vol. 8:2

lieved to be furthering the insurgency by providing “funding, weapons,
ammunition, training, and other forms of support to militia in Iraq
... .1 “Iragi society is being convulsed by sectarianism that if not
swiftly and significantly curtailed could contribute to the rapid deteri-
oration of Iraq, with ‘grave humanitarian, political, and security
consequences.’ 1%

Children caught in the middle of the insurgency are learning to
define themselves along divisive lines. “Now, the young students
when they enter the school, they ask their classmates whether they
are Sunni or Shi’a . .. .”**® Children on the playground engage in play
based upon different armed groups. “The child would say: I'll get the
Mahdi Army to take revenge . . . [tlhe other kid would say back: My
uncle is from the [Sunni] resistance and he’ll take revenge against
you.” 7 As children begin defining their identity on such divided
lines, they are taught to further the sectarian chasm that is tearing
Iraq in two. They are being pulled into the conflict at a dangerously
young age, and the damage to them both physical and mentally is
irreparable.

IV. ISLAMIC LAW AND JURISPRUDENCE

The effects of the conflict in Iraq on the lives of children are
devastating. There are a number of available protections for children
however, which can be found in Islamic Law. There are four main
sources of Tslamic law and jurisprudence: the Qur'an, the sunnah, the
ijtihad, and the {jma.**® The Qur'an is considered the most important
of these doctrines, and is the vital starting point for a discussion on
Islamic law and jurisprudence.

The Qur'an “is the literal word of God revealed to the Prophet
Muhammad over a period of twenty-two years (610 A.D.- 632 A.D.) in
Arabic, through the Angel Gabriel.”**® The Qur'an is taken as the
word of God, and therefore is indisputable. In fact, since the revelation
of the Qur’an, its text has not been changed “even in the minutest de-
tail.”' The Qur'an consists of various elements including parables,
ethical pronouncements, general and specific legal rules, and spiritual
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guidance.’™ The Quran consists of surahs, which are essentially
chapters, and the surahs are in turn comprised of ayahs, which are
comparable to verses.'®? “The Qur’an contains two types of rules, gen-
eral and specific; the general rules are far more numerous.”'®® The
specific rules relate to matters of worship, the family, and commercial
or criminal law.!®* Matters in the realm of constitutional law are gov-
erned by general rules.'”® General rules require interpretation before
they can be applied to a specific context, and as a result are more flexi-
ble and open to broader interpretation.®®

A second source of Islamic law is the sunnah of the Prophet
Muhammad.'® The sunnah encompasses the hadith, which are re-
ported sayings of the Prophet, and also his reported actions, and is
used to supplement Qur’anic laws, and also help interpret them.!%®
The sunnah is considered the second most important of the Islamic
doctrines.'®® In the early days of the Qur’an, the Prophet forbade the
recording of the sunnah in order to underline the status of the Qur’an
as the only source of divine law. As a result, a significant part of the
sunnah was not recorded until the ninth and tenth centuries.'® “For
this reason, it became necessary for Muslim scholars to develop, in
connection with the sunnah, a sophisticated science of attribution in
order to minimize the problems associated with hearsay.”*%!

Consequently, claims concerning the behavior or sayings of the
Prophet were partitioned into numerous categories “including claims
that were judged to be false, weak, truthful or completely trustwor-
thy.”1%% All of these claims were gathered into books, which conversed
in detail why each claim was judged as it was, and the final decision on
these matters was left to the reader.1®® “The fact that Muslim schol-
ars, while stating their reasoned opinion, left the final decision regard-
ing the sunnch to the Muslim reader is a manifestation of the Islamic
belief that each Muslim is responsible directly to God for her or his
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own decisions and actions.”'%* Islam, as a result of this notion of per-
sonal responsibility, has no clergy mediating the relationship between
God and humans, and instead only has mujtahids. Additionally the
field of ijtihad, based on serious scholarship, is open to all Muslims.¢®

Sunnah is not composed of all actions or utterances by the
Prophet, as some of these were the actions and utterances of a mere
layman.'®® “The Prophet was clear about that distinction and pointed
it out on more than one occasion . . . in situations requiring nonreli-
gious expertise, he readily deferred to the experts.”*®” Additionally,
some of the sunnah dealt only with specific situations relating to the
Prophet’s time and society and were applicable only within that nar-
row framework.'®® Other portions of the sunnah were general and as
a result were applicable to all times and places, as is the case with
many of the Quranic rules.'®® The failure to draw this distinction can
lead to an interpretation that is unnecessarily rigid. The Prophet’s en-
couragement of scholarship has led to a multitude of religious inter-
pretations, which indicate that each Muslim can adopt the
jurisprudence that is best suited to his or her circumstances.'”

The third source of Islamic law and jurisprudence is ijtihad,
which is subordinate to both the Qur'an and the sunnah. Ijtihad
means “to exert an effort” and is used generally to refer to the jurispru-
dential activity engaged in by scholars when they seek to interpret the
Qur'an and the sunnah.'™ In essence, a Muslim secking answers to
modern day dilemmas must “refer to the relevant general principles in
the Qur’an and relevant incidents or sayings in the sunnah that could,
perhaps by the use of analogical reasoning, shed light on the issue.”*"®
Muslims have been engaging in extensive ijtihad for centuries and
have accumulated a rich tradition as a result. During the life of the
Prophet, this behavior was encouraged as long as it was based on “seri-
ous and objective effort.”1??

164 J4. “A Muslim may rely on the analysis of a scholar, or may discuss the matter
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The fourth source of Islamic law is ijma or consensus. Other
sources of Islamic law listed in treatises are sources of shari'ah, al-
though not all Muslims recognize these as legitimate.'”* The two most
established sources are Ijma and reasoning by analogy (Qivas).'™
Muslim jurists have reached agreement on a number of basic princi-
ples of shari'ah. The first principle is that laws may change with the
passage of time and the change of place or circumstances.'” “Properly
understood, this principle permits a mujtahid to examine a specific
ayah in light of both the attendant circumstances of its revelation as
well as its meaning to determine the scope and significance of the ayah
in general, or with respect to a specific situation at hand.”*”’ Essen-
tially, a change in law is permitted whenever a custom on which the
law is based changes.

The second principle that has been accepted is the principle of
necessity/avoidance of harm. “This principle has also been stated in
terms of choosing the lesser of two evils.”'™ Several Qur’anic ayahs,
as well as the hadith, allow for things that are prohibited out of neces-
sity or in order to avoid harm.'”™ The third principle that has been
accepted is the principle of cessation of cause.!®® In situations where
an Islamic law applies to specific factual situations, the existence of
the law itself is reliant on the existence of that factual situation.!s!
The final principle agreed upon is the notion of public interest. Specif-
ically, Islamic laws must accord with public interest, and if they fail to
do so they must be reexamined and reformulated. If the public inter-
est changes, then Islamic laws ought to change accordingly.'®?

A. Islamic Law and the Family

Islam sees childhood as an important stage of life, as “progeny”
are seen as a gift from God according to the Qurian.'®® The shari'ah
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focuses on guaranteeing a wholesome psychological climate for chil-
dren, and Islam affirms that children should be given a right to health
and life; a right to family, kindred, name, property and inheritance; a
right to healthcare and proper nutrition; a right to education and ac-
quisition of talents; a right to live in security and peace, and enjoy
human dignity and protection under the responsibility of the
parents.'®*

“Islam places kindness to parents next to the worship of
God.”'™® Parenthood is seen as an extension of the Qur’anic view of
ideal marital relations. Parenthood is a relationship that should be
based on “mercy, affection, and tranquility” and as a result will de-
velop into a cooperative and not hierarchical family life.’®® Children
are to be raised by both parents, however emphasis is placed on the
role of the mother as caregiver.'® Many of the legal obligations of par-
ents are rooted in Islamic custom, and in modern society the limita-
tions placed on women have started to be reevaluated. Additionally, a
child is entitled to financial support, and is also entitled to a “good
name,” meaning that a eriminal violates not only societal norms, but
also the child’s right to have a good name.'®®

Islam also provides that children should be given a protective
environment, and inclusive in this environment is the right to have
sufficient parental care, the right to have education, the right to
healthcare, and the freedom of expression and thought.'® Addition-
ally, children should have the right to lead a dignified and secured life,
with the father carrying the responsibility for maintaining the finan-
cial requirements necessary to guarantee the care and safety of chil-
dren.'”® Children who lack parental guidance are to be protected
through sponsorship provided by people acting in the role of parents.
Shari’ah encourages Muslims to take up sponsorship of a child in
need.'??

In terms of education, the Qur’an asserts that both men and
women should seek education and knowledge.'®? “Once children reach
the age of comprehension and learning, parents must provide knowl-
edge that may develop their offspring’s intellectual capabilities.”*®?
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Because seeking knowledge is a religious duty in Islam, parents are
expected to provide education to their children, and failure to do so
compromises the parental responsibility. Failure to lay this early
foundation for children can derail the further education and prosperity
of children.' Additionally, education is obligatory for both males and
females. Islam also regards teachers as “the pillars of the educational
process and highlights the significance of their roles and influence over
children.”'%®

Although these rights are set forth through the Qur'an and
shari'ah law, it is the state’s role to support and protect the rights of
children.’ Although parents are the main foundation in place to pro-
tect children, the state has to make laws guarding children against
dangerous hazards such as violence and exploitation, and also must
make laws protecting education and caring for those children who
have become orphaned.'”

B. The New Iraqi Constitution

Although protections for children can be found within the gen-
eral provisions of Islam, it is also important to address the rights given
to individuals, including children, through the new Iraqi Constitution
developed after the United States occupation of Iraq. One of the posi-
tive byproducts of the United States’” invasion and subsequent occupa-
tion of Irag was the development of a new Iragi Constitution. The
constitution was voted on, and approved, by the Iraqi people on Octo-
ber 15, 2005.

Article 1 of the Constitution states that “the Republic of Iraq is
a single, independent federal state with full sovereignty. Its system of
government is republican, representative Parliamentary and demo-
cratic. This Constitution is a guarantor of its unity.”'® Article 2 es-
tablishes Islam as the official religion of the State and asserts that
Islam is the fundamental source of legislation. Furthermore, it de-
clares that, “no law that contradicts the established provisions of Is-
lam may be established.”'® Additionally, it is stated that no law can
be established which contradicts principles of democracy or which con-
tradicts the rights and basic freedoms stipulated in the Constitu-
tion.?°° Although these first two articles lay down the foundation of
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the governing principles of Islam, there are additional provisions
through which protection for children can be gleaned.

The first relevant provision can be found in Article 15, which
states, “every individual has the right to enjoy life, security and lib-
erty. Deprivation or restriction of these rights is prohibited except in
accordance with the law and based on a decision issued by a competent
judicial authority.”?°"

Article 29 provides that “family is the foundation of society . . .
and the state guarantees the protection of motherhood, childhood and
old age[,] and shall care for children and youth and provide them with
the appropriate conditions to further their talents and abilities.”®
This article also prohibits the economic exploitation of children; and
all forms of violence and abuse in the family, at school and in society,
are also forbidden.2??

The next article, Article 30, asserts that the state must guaran-
tee to both the individual and the family, particularly women and chil-
dren, social and health security and the “basic requirements for
leading a free and dignified life.”*** This article also accounts for those
who are orphaned and states that “the state guarantees the social and
health security to Iraqgis in cases of . . . orphanage . . . and shall work to
protect them from ignorance, fear and poverty . . . [t]he state shall
provide them with housing and special programs of care and rehabili-
tation . . . organized by law.”?%°

Education is also accounted for in Article 34, which provides
that “le]ducation is a fundamental factor in the progress of society and
is a right guaranteed by the state. Primary education is mandatory
and the state guarantees to eradicate illiteracy.”"® Free education is
also to be guaranteed for all Iraqis at all stages of life, and private and
public education shall be regulated by law.*"”

In terms of children living in conflict zones, specifically the cur-
rent situation in Iraq, Article 33 is especially relevant as it provides
that “[e]ach individual has the right to live in a safe environment.”?%®
Moreover, Article 35 also contains provisions which are relevant to
children in conflict zones, and also to children who have become child
soldiers in armed conflict. Article 35 generally asserts that “[t]he lib-
erty and dignity of man are safeguarded.” More specifically, the arti-
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cle also provides that “[a]ll forms of psychological and physical torture
and inhumane treatment shall be prohibited. Any confession coerced
by force, threat, or torture shall be prohibited.”*”® This article also
provides that the state is the guarantor of protections of individuals
from intellectual, political and religious coercion. Furthermore,
“lclompulsory service (unpaid labor), serfdom, slave trade (slavery),
trafficking of women and children, and the sex trade is prohibited.”*?
Finally, Article 37 states that it “is prohibited to force any person to
join any party, society or political entity or force him to continue his
membership in it.”*!!

These provisions of the new Iraqi Constitution provide safe-
guards that are outstanding in terms of protecting children from the
consequences of living in war-torn conflict zones and also in preventing
the drafting of children as child soldiers. The fact remains however,
that although these protections are in place, there seems to be a dis-
connect in actually enforcing them against those who are abusing
these newly established freedoms.

V. INTERNATIONAL LAW PROTECTIONS
A. The Development of the Convention on the Rights of the Child

While specific Islamic law provisions protecting the rights of
children have been addressed above, it is imperative to look at the doc-
trines within the larger international law community, as there are a
number of very important documents providing fundamental human
rights to all individuals generally, and also to children specifically. The
first international instrument recognizing the rights of children was
the Declaration of the Rights of the Child, which was unanimously
adopted by the League of Nations in 1924.%'% This document, which
was also commonly known as the Declaration of Geneva, stated that,
“mankind owes to the child the best that it has to give.”®'? The five
main principles of this doctrine would later serve as the groundwork
for all future international human rights documents pertaining to chil-
dren’s rights. The five provisions are as follows:

I. The child must be given the means requisite for its
normal development, both materially and spiritually; IL
The child that is hungry must be fed, the child that is
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sick must be helped: the child that is backward must be
helped; the delinquent child must be reclaimed; and the
orphan and the waif must be sheltered and succored; III.
The child must be the first to receive relief in times of
distress; IV. The child must be put in a position to earn a
livelihood and must be protected against every form of
exploitation; V. The child must be brought up in the con-
sciousness that its talents must be devoted to the service
of its fellow men.?'*

In 1959 the United Nations Declaration of the Rights of the
Child recognized that the rights and special needs of children are valid
in both times of peace and conflict.?'® Additionally this new document,
consisting of ten principles, asserted that the rights of children need to
be protected against discrimination based on race, color, sex, language,
religion, national, or social origin, property and status.?'® This docu-
ment also introduced the right of the child to “name and nationality
and to social security legislation.”®'? Although the above revisions
were made, the changes failed to incorporate any protections against
engaging children in armed conflict.?®

In 1978, which was declared the International Year of the
Child, Poland began working on the development of a draft of chil-
dren’s rights to be incorporated into a treaty. Initially the Polish
drafts gathered little or no support, particularly by western nations
which viewed the draft as “an Eastern Bloc project focusing mostly on
economic, social and cultural rights; rights which are considered by
many governments as not beings rights at all but merely ‘good social
policy.””?1® The Working Group, established in 1979 to craft a conven-
tion on the rights of the child, reported in 1985 on the progress of the
drafting.??° Although the Polish draft did not contain any provisions
relating to child soldiers, a proposal of the governments of the Nether-
lands, Belgium, Sweden, Finland, Peru, and Senegal was created deal-
ing with child soldiers, however this document was not among the
fifteen documents discussed by the Working Group.?®' The relevant
provisions which were omitted from the Working Group’s discussions
are as follows:
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1. States Parties to the present Convention undertake to
respect and to ensure respect for rules of international
humanitarian law applicable in armed conflicts which

are relevant to children. 2. In order to implement these

obligations States Parties to the present Convention

shall, in conformity with the relevant rules of interna-

tional humanitarian law, refrain in particular from

recruiting children into the armed forces and shall take

all feasible measures to ensure that children do not take

part in hostilities.**?

The Working Group created to draft the convention on the
rights of the child was open-ended in that it was open to states and
non-state actors such as international governmental organizations
(“IGOs”) and also non-governmental organizations (“NGOs”).%23
Agreement was reached through consensus rather than formal vote-
taking procedures. The most controversial topic debated at the Work-
ing Group meetings was how much, if any, protection should be af-
forded to children in cases of armed conflict. Two of the governments
that actually submitted proposals were the Islamic Republic of Tran
and Iraq, both of whom were engaged in war in which young boys were
used in battle.??*

The Iraqi proposal focused narrowly on children and affirmed
that “the protection of children must be ensured by the parties to the
armed conflicts; that the parties must take every possible measure to
ensure that children do not participate directly in hostilities and are
not sent to combat areas.”?® Additionally it was stated that if chil-
dren were captured by adversaries they should continue to enjoy the
rights affirmed by the convention, and be separated from adult prison-
ers.?2% Eventually in 1986, an accord was reached regarding Article 38
of the convention, which provides:

1. States Parties undertake to respect and to ensure re-
spect for rules of international humanitarian law appli-
cable to them in armed conflicts which are relevant to
the child. 2. States Parties shall take all feasible mea-
sures to ensure that persons who have not attained the
age of fifteen years do not take a direct part in hostilities.
3. States Parties shall refrain from recruiting any person
who has not attained the age of fifteen years into the
armed forces. In recruiting among those persons who

222 Id. at 43.
K
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have attained the age of fifteen years but who have not
attained the age of eighteen years, States Parties shall
endeavor to give priority to those who are oldest. 4. In
accordance with their obligations under international
humanitarian law to protect the civilian population in
armed conflicts, States Parties shall take all feasible
measures to ensure protection and care of children who
are affected by an armed conflict.??”

Although the age limit is set at fifteen in Article 38, there was much
discourse during the Working Group sessions on what the appropriate
age limit should be. Many nation states believed that the convention
would adhere to the definition in Article 1 of the convention, which
states that a child is a person below the age of eighteen.??® Some na-
tion states were not pleased with the decision to make the age fifteen
and worked to raise the age limit.**”

Interestingly, all Muslim countries have embraced the Conven-
tion on the Rights of the Child.**® By ratifying this human rights in-
strument, countries are held to a code of obligations for children. The
rights of children are placed at the forefront of the global struggle for
human rights, “to be ensured [by] adult society as a matter of legal
obligation, moral imperative, and development priority.”?3!

B.  Optional Protocol to the Convention on the Rights of the Child
on the Involvement of Children in Armed Conflicts

Many children’s rights advocates were dissatisfied with Article
38 of the Convention on the Rights of the Child, and petitioned for a
higher minimum age of recruitment and participation in armed con-
flict. Specifically, they wanted the minimum age to be raised from fif-
teen to eighteen years.?®® At the second session of the Committee on
the Rights of the Child in 1992, the Committee proposed to draft an
Optional Protocol to the Convention to further restrict the participa-
tion of children in hostilities.?33

In 1993, one of the Committee members was appointed to pre-
pare a preliminary draft Optional Protocol raising the minimum age to

27 Id. at 46.
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eighteen. A year later in 1994, the Commission on Human Rights
formed an open-ended working group to negotiate an optional protocol.
The working group concluded its work in 2000, and the United Nations
formally adopted the Optional Protocol on May 25, 2000.234

On February 12, 2002 the Protocol received its first ten ratifi-
cations, which were necessary in order to make the document legally
binding.*** As of September 4, 2004, seventy-seven states were par-
ties to the Protocol.?®® As of December 1, 2006, 122 countries were
signatories to the Optional Protocol, however Iraq is not among those
nations.**” The Islamic Republic of Iran ratified the Optional Protocol
on September 26, 2007.%38

Despite the Protocol’s good intentions, the age of eighteen has
not been set as a minimum threshold for all recruitment and deploy-
ment practices. States can still recruit children under the age of eigh-
teen when they voluntarily join the armed forces, so the notion of a
“straight-eighteen rule” has yet to be fully accomplished.?*® Although
the “straight-eighteen rule” has not been incorporated into the Op-
tional Protocol, there are many relevant provisions that protect
against children becoming child soldiers.

The Optional Protacol has thirteen articles, all of which center
around preventing the compulsory involvement of children in armed
conflicts. The most relevant articles in terms of protecting children in
conflict zones are presented as follows. Article 1 asserts that, “States
Parties shall take all feasible measures to ensure that members of
their armed forces who have not reached the age of 18 years do not
take direct part in hostilities.”**? Article 2, which is extremely perti-
nent to the situation in Iraq, asserts that, “States Parties shall ensure
that persons who have not attained the age of 18 years are not compul-
sorily recruited into their armed forces,”241

Additionally, section 1 of Article 4 deals with armed groups
falling outside the classification of a State’s armed forces and states
that, “[alrmed groups that are distinct from the armed forces of a State

234 14
% Id. at 19-20.
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should not, under any circumstances, recruit or use in hostilities per-
sons under the age of 18 years.”?*? Section 2 of Article 4 places the
responsibility of preventing recruitment of children into these armed
groups on the State and indicates that it might be necessary to adopt
legal measures that would “prohibit and criminalize such
practices.”?43

Under Article 6, section 1, States are also responsible for the
general implementation of the provisions of the Optional Protocol
through any necessary “legal, administrative and other measures.”?*!
Section 2 of Article 6 takes a step further and asserts that States have
to “make the principles and provisions of the present Protocol widely
known and promoted by appropriate means to adults and children
alike.”®*> Most importantly, section 3 of Article 6 provides that,
“States Parties shall take all feasible measures to ensure that persons
within their jurisdiction recruited or used in hostilities contrary to the
present Protocol are demobilized or otherwise released from ser-
vice.”#% This section also places the responsibility of providing assis-
tance for the physical and psychological recovery and social
reintegration of children who have been involved in armed conflicts, on
the State.?*” Article 7 presents several means through which support
can be provided to former child soldiers, such as multilateral or bilat-
eral programs or through a voluntary fund established in accordance
with General Assembly rules.?*®

Although these articles are extremely beneficial to the protec-
tion of children involved in armed conflict, they are only advantageous
if actually employed. Although Iran signed the Optional Protocol in
September of 2007, Iraq has yet to follow their lead and become a sig-
natory. As Iraq strives to develop its new democratic government, it
should consider becoming a signatory to the Protocol, especially in
light of the situation occurring within its borders involving child
soldiers in armed conflict.

C. Universal Declaration of Human Rights

The Universal Declaration of Human Rights (“UDHR”) was
adopted by the United Nations General Assembly in 1948, and articu-
lated the “importance of rights which were placed at risk during the
decade of the 1940s: the rights to life, liberty, and security of person,

242 14 art. 4 § 1.
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244 1 art. 6 8 1.
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freedoms of expression, peaceful assembly, association, religious belief,
and movement; and protections from slavery, arbitrary arrest, impris-
onment without fair trial, and invasion of privacy.”?*® The UDHR also
includes provisions protecting social, economic and cultural rights.?®°
The force of the UDHR is limited however, due to broad exclusions and
the “omission of monitoring and enforcement provisions.”®*! Despite
some of its shortcomings, the UDHR is effective in laying out the es-
sential rights that human beings worldwide should be guaranteed.

The UDHR has several provisions that are relevant to the issue
of child soldiers in Iraq, and the denial of the rights contained in these
provisions is the denial of fundamental human rights. Article 3 pro-
vides that, “[e]veryone has the right to life, liberty and the security of
the person.”? Arguably, children who are compelled to be child
soldiers are denied their right to liberty, and often their right to life, as
many child soldiers are killed at a very young age.

Article 20, section 2 further speaks to the issue of child soldiers
by stating that, “[n]Jo one may be compelled to belong to an associa-
tion.”** Additionally, in terms of the situation present in the current
Iraq conflict zone, Article 25, section 1 provides that “[e]veryone has
the right to a standard of living adequate for the health and well-being
of himself and of his family, including food, clothing, housing and med-
ical care and necessary social services, and the right to security in the
event of unemployment, sickness, disability, widowhood, old age or
other lack of livelihood in circumstances beyond his control.”2*

Article 26 also advocates the necessity of education and de-
clares that, “[e]veryone has the right to education. Education shall be
free, at least in the elementary and fundamental stages. Elementary
education shall be compulsory . . . .”?°® The necessity of providing edu-
cation in war-torn countries is vital to protect children from being con-
scripted as child soldiers.?®® Education is also crucial in ensuring that
children are given a future, and this becomes especially important in
conflict zones as opportunities for advancement become scarce.

Because Iraq is a United Nations member state, and has been
since 1945, they are bound by the UDHR, which is recognized as being
customary international law.?>” As Iraq continues its transition into a
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democratic state, it is important that it adheres to the UDHR, espe-
cially in light of the devastating living conditions, and lack of basic
fundamental services, that Iraqi citizens are facing.

D. Islamic Response to the Universal Declaration of Human Rights

Although the Universal Declaration of Human Rights was in-
tended to apply “universally,” members of the Islamic community felt
that the provisions were defined in a manner that was strictly “west-
ern.”®™® The rights and morals set forth by the UDHR were written
with western culture in mind, and as a result, Islamic nations believed
an additional declaration was necessary.?®® In 1981, at the thirty-
sixth session of the United Nations General Assembly, the Tranian
representative asserted that “the Universal Declaration of Human
Rights represented a secular interpretation of the Judeo-Christian tra-
dition, which could not be implemented by Muslims; if a choice had to
be made, he said, between its stipulations and ‘the divine law of the
country,” Iran would always choose Islamic law.”?% Iran has been one
of the leading countries advocating for reform of the UDHR.?5!

In addition to the efforts of Iran, the Organization of the Is-
lamic Conference (“OIC”) has also worked towards developing interna-
tional human rights doctrines utilizing an Islamic perspective. The
OIC, which was established in 1969, is an intergovernmental organi-
zation composed of fifty-seven states whose goal is to “speak with one
voice to safeguard the interest and ensure the progress and well-being
of their peoples and those of other Muslims in the world over.”*** In
response to the concerns of a lack of Islamic perspective in the UDHR,
the Universal Islamic Declaration of Human Rights (“UIDHR”) was
proclaimed in 1981 at the United Nations Educational, Scientific and
Cultural Organization (“UNESC07).?%? The UIDHR Preamble estab-
lishes that the human rights contained in the document are defined by
the tenets of Islam.?®** The UIDHR sets forth a variety of rights in
twenty-two articles, and contains provisions regarding the right to life,
right to freedom, protection against torture, and the right to free asso-
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ciation, among many others.?®® In addition to the UIDHR, the OIC in
1990 developed the Cairo Declaration on Human Rights in Islam (“CD-
HRI”).*%% The CDHRI contains twenty-five articles, which set forth, in
similar fashion to the UIDHR, a set of fundamental human rights
under Islam, which are to be interpreted according to Islamic
shari'ah.”*®” Specifically, the CDHRI protects the rights to life, human
dignity, freedom, family, and education.?%®

In addition to the above general human rights doctrines pro-
tecting individuals of all ages, the OIC also developed a Covenant on
the Rights of the Child in Islam.?%? This doctrine was developed with
the goal of continuing the advancement of protections for children set
in motion by the United Nations Convention on the Rights of the Child
in 1989.27 This doctrine contains twenty-six articles and among
many other provisions, advocates equality, life, personal freedom, edu-
cation and child protection (including protecting children from becom-
ing involved in armed conflict), as well as justice.*"?

One of the introductory provisions of this doctrine states, “that
children, as part of the vulnerable sector of society, bear the burden on
the greater suffering as a result of natural and man-made disasters
leading to tragic consequences, such as orphanage, homelessness, and
exploitation of children in military, harsh, hazardous, or illegitimate
labor . . . .”?"2 This provision further states that states parties must
consider, “the suffering of refugee children and those living under the
yoke of occupation or languishing or displaced as a result of armed
conflicts and famines thus fostering the spread of violence among chil-
dren and increasing the number of physically, mentally, and socially
disabled children.”?”® These provisions acutely speak to the issue of
children who are left in poverty as a result of armed conflicts, like the
situation in Irag. Although these Islamic human rights doctrines ex-
ist, and protect individuals using Islamic religious standards, they are
ineffectual at protecting children involved in armed conflicts if they
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are not utilized. As mentioned above, as Iraq works towards its new
democracy it should seek to incorporate enforcement measures to give
these international human rights documents stronger effect.

VI. ANALYSIS: WHAT CAN BE DONE TO PROTECT THE
LAMBS?

The crisis of child soldiers engaging in combat in Iraq is not the
result of a failure of tangible written documents protecting the rights
of children. Scores of documents exist; even documents developed by
Iraq and other Islamic organizations, which provide protection for chil-
dren. The problem lies instead in the realm of enforcement of these
documents and in the physical situation facing Iraqi children living in
the conflict zone.

While multiple international doctrines have been examined in
this article, it is clear that doctrines existing without enforcement are
mere skeletons lacking the strength to protect the innocent. Although
this article is not intended to be a political discourse on how to solve
the situation in Iraq, it is important to discuss the failure of the new
Iraqi government, and its many international allies, to control the sit-
uation in Iraq. The Iraqi government is floundering not only because
of the rising insurgency but also because of political gridlock. In fact,
military commanders have recently announced that the key threat fac-
ing U.S. efforts in Iraq is the Iraqi Shiite-dominated government, and
not al-Qaeda terrorists, Sunni insurgents or Iranian-backed mili-
tias.?”™ Part of this concern stems from the failure of Iraq’s govern-
ment to “capitalize on sharp declines in attacks against U.S. troops
and Iraqi civilians.”?”® Additionally, Iraqi politicians are criticized for
being out of touch with everyday citizens, because “[t]hey don’t know
what the hell is going on on the ground.”®?®

One solution that has been proposed to crack the deadlock of
the Iraqi government is to hold provincial elections, which could either
cause the situation to become more turbulent or provide the various
ethnic factions with a voice.2”” As Coalition forces plan for a rapid
decline in numbers over the coming months, the pressure will be on
Iraq security forces and the Iraqi government to take control of the
country, which has been an unsuccessful effort thus far.*”® In terms of
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protecting the citizens, and especially the vulnerable children of Iraq,
the Iraqi government needs to take control.

Specifically, the Iraqi government needs to focus more atten-
tion on the societal issues plaguing the country in conjunction with
strengthening security. If the focus is only on battling armed insur-
gents and not on building and protecting the infrastructure for munici-
pal services, what will remain is simply more death and destruction,
with no outlets for safety, health, and hope. Schools are needed along
with medical care and safe-havens and orphanages for children who
are at risk of being pulled into insurgent groups or simply killed in the
crossfire. The children of Iraq are the future of the newly developed
democratic state, and if they are not protected and given a chance at
adulthood, then what hope is there for Iraq? The unfortunate truth of
the situation is that the divide between the Sunni and Shi’a only wors-
ens the government’s inability to take control, as it is impossible to
unite towards a common cause with so much division in thought. Ad-
ditionally, the strife between these groups also undermines national
unity. For positive change to come in Iraq, the Iraqi government needs
to provide a more equal voice for both groups in order for the country’s
citizens to thrive.

The inability of Iraq’s government, and the allied forces, to
take control of the dire situation in Iraq is tragic, as the consequences
are felt worst by those who have the least power; the children. The
situation has become so grave that the International Crisis Group has
classified Iraq as a failed state, as it is a “country whose institutions,
and with them, any semblance of national cohesion, have been obliter-
ated.”?” The violence is simply breeding more violence, not necessa-
rily out of political or religious conviction, but out of necessity.

In the midst of all this destruction however, there is an oppor-
tunity for international organizations to band together to provide hu-
manitarian aid to Iraq. UNICEF has already established a fund for
emergency aid to benefit the children of Iraq by providing clean water,
sanitation, immunization, and educational opportunities.?®® Addition-
ally, the European Commission, USAID, the United Nations, the In-
ternational Rescue Committee, and many other international
organizations are providing funding and resources to aid the Iraqi peo-
ple living in the crisis zone, and the refugees who have fled Iraq. The
continuance of this humanitarian aid is an absolute necessity, as the
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people of Iraq, especially the children, are struggling to survive in a
country that is falling apart before their eyes.

VII. CONCLUSION

Although a significant number of international, Islamic, and
even Iraqgi doctrines exist to protect the fundamental human rights of
children in Iraq, these doctrines are mere pieces of paper without gov-
ernment enforcement. Iraq is the only country that can truly bring
about change within its borders, and as difficult as the road ahead is
for Iraq, the Iraqi government must break through the gridlock and
take action. It must reach out to both sides of the insurgency and
search for common ground, otherwise the only future for Iraqi children
is to grow up alone and impoverished in a brutally dangerous and per-
manently damaging war zone. These children are suffering and will
continue to do so, unless change can save them from a future lifetime
of violence, despair and hopelessness. Providing humanitarian aid, al-
though it will not fix the political, economiec, and social problems in
Iraq, is essential to protect the people of Traq and provide Iraqi chil-
dren with the chance to have a future.
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